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CHAPTER 1 

BOOK-KEEPING TO THE TRIAL BALANCE 

The system of book-keeping which is almost universally employed 
is that whereby “every debit has a credit.'* This is known as the 
Double Entry System, to distinguish it from the Single Entry 
System, a much less detailed and less accurate metliod now very 
little used. The principles of Single Itntry and its disadvantages, 
a knowledge of which is essential for examination purposes, are 
dealt with in Chapter XI. 

The Double Entry System seeks to record every transaction in 
money or money's worth in its double aspect — the receipt of a 
benefit by one account and tlie surrender of a like benefit by another 
account, the former entry being to the Debit of the account receiving, 
the latter to the Credit of the account surrendering. The fact that 
every debit has a credit does not necessarily entail the task of 
literally entering a separate credit for each debit, as. by the employ- 
ment of special books, and the utilization of the totals of all entries 
contained therein, certain debits wall be reflected, not in a series of 
separate credits but in a composite oi collective item. Following the 
same principle, certain credits will be reflected in a composite or 
f'ollective debit entry. 

The student should find no difficulty in the entries in the Ledger 
accounts if he rernembeis the “three cardinal rules" of double-entry 
book-keeping, viz. — 

1. Real Accounts, i.e. accounts relating to tangible things, 
such as Cash, Fixtures, and Goods. “ Debit what comes in : Credit 
what goes out." 

2. Personal Accounts, i.e. accounts relating to transactions 
with persons necessitated by “Credit" transactions, i.e. where 
goods are sold and services rendered, payment being made at 
a subsequent date, or in the case of “Debit" transactions where 
the converse position arises, i.e. payment is made at once for the 
future delivery of goods or rendering of services. “ Debit receiver : 
Credit supplier." 

3. Nominal Accounts, i.e. accounts relating to gains or losses, 
e.g. Rents, Discounts. “Debit losses (or expensejj): Credit 
gains," 

As the first principle of double entry is that every entry in the 
Ledger shall be the subject of an originating entry in a book of prime 
or original entry, it is necessary as a preliminary to outline briefly 
the books of prime entry usually met with. These aie as follows — 

1. Journal. 

2. Purchases and Sales Day Books. 

3. Purchases and Sales Returns Books. 
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In addition may be included the Cash Book, which though strictly 
part of the Ledger, is. in practice, employed as a book of prime 
entry. 

The books will be considered separately. 

I, The Journal. This book is employed for (a) opening entries, 
(b) closing entries and (c) transactions of a special nature. It should 
be borne in mind that every transaction is capable of entry in the 
Journal, but in order to economize labour, other books are almost 
invariably employed in place of the Journal. 

The rule to be employed in writing up the Journal is to enter in 
the debit column thereof the amount which is to be entered on the 


debit side of the Ledger, and m tlie credit column the amount 
which is to be entered on the credit side of the Ledger. The title 
of the appropriate account will be entered against each item. It is 
thus necessary to visualize the entry as it will appear in the Ledger, 
and to enter tlie items accordingly in the Journal. The amount 
in tlie debit column must equal that in the credit column either in 
separate items or in a composite item. 

At the foot of each entry a note, called the narration (or narrative), 
must be appended, showing the nature of and, where necessary, the 
authority lor, the entry. 

The entries made upon the inauguration of a business are— ^Debit 
assets ^ Credit TIaM Capital.” These initi^ entries niust 

balance simply because Capital Is tlie excess of Assets over Liabilities, 
'riiis rule is only a modified exj)ression of the rules outlined on page i. 
as Assets are usually Real Accounts, and as they come into the 
business are therefore debited. 11 some of those Assets consist of 
Debtors, they are ])ersonal accounts and are consequently debited as 
llie persons in question Jiave received goods and/or services from the 
proprietor at some time; as regards the credit entries, liabilities 
and capital are Personal Accounts and are credited in accordance 
with the rule appropriate thereto, i.e. credit supplier. 

2 . Sales and Purchases Day Books. Each sale (ignoring Casli 
Sales) will be entered in the Sales Day Book with such details as are 
re(|uired, e.g, date, name, reference to duplicate invoice, and posted 
to the debit of the buyer's account in the Ledger (Personal Accounts : 
debit receiver). At the end of a suitable period, weekly, monthly, or 
in fact at any interval, provided that it does not overlap the period 
for which the final accounts are to be prepared, additions of all 
the entries in tlie Sales Day Book will be made, and the total 
piosted to the credit of Sales Account. (Real Accounts: credit what 
goes out.) 


When this has been done the double entry in the Ledger has been 
effected m that the individual debits to the Personal Accounts afe 
balanced by the total credit to the Sales Account. 

Purchases will be similarly recorded but posted to the credit of 

Ledger (Personal Accounts: credit 
siipphtr). The total of the Purchases Day Book will be posted 
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periodically to the debit of Purchases Account (Real Accounts: 
debit what comes in). 

^ Particular attention must be paid to the method of dealing with 
trade discounts. These are adjustments of the listed price of 
goods, and should be deducted before the sale or purchase is entered 
in the Day Book in order that this entry may represent the true 
sale or purchase price. Any cash discount allowed will be based 
upon the true figure, i.e. after deducting trade discount. 

With regard to Cash Sales and Purchases, three alternative 
methods are usually met with, viz. — 

(1) To enter them in the Cash Book, debiting Cash and crediting 
Cash Sales Account, or crediting Cash and debiting Cash Purchases 
Account. By using a separate column in the Cash Book, posting to 
Cash Sales (or Purchases) Account can be made in total. 

(2) To enter the transaction in the appropriate Day Book in 
the same way as a credit sale or purchase, and to post the amount 
to the debit or credit respectively of Cash. 

(3) To enter the transaction in the appropriate Day Book and 
post to the debit (sales) or credit (purchases) of a ledger account 
called Cash Sales (or Purchases) (Personal) Account, exactly as if 
it were a credit transaction.^ 

3. Sales and Purchases Returns Books. These books occupy the 
converse position to the Day Books, all postings being made, in 
respect of Sales Returns, to the credit of the account of the customer 
who returns goods (Personal Accounts: credit supplier), and in 
respect of Purchases Returns, to the debit of the account of the 
supplier to whom the goods are returned. The respective totals are 
posted periodically to the debit of Sales or Sales Returns Account, 
and to the credit of Purchases or Purchases Returns Account. 

In these books the treatment of trade discounts will be similar to 
that in the case of Sales and Purchases ; that is, the amount to be 
entered will be the net figure after deduction of trade discount. 

Cash Book. It will be recollected that one of the fundamental ' 
rules of double-entry book-keeping is that all entries must originate 
in a subsidiary book — a book of prime or original entry — and be "" 
posted therefrom to the Ledger. In practice, however, expedience 
and convenience dictate a departure from this rule in the case of 
cash and bank entries. 

The Cash Book is a Ledger, but the use of a subsidiary book in 
this connection is often dispensed with, and the double entry is com- 
pleted by direct transfer from the Cash Book to the other ledgers. 

The type of Cash Book employed depends largely on the cir- 
cumstances, but for the purpose of exposition of principles the usual 
"three-column'' type will be taken. It should be noted that the 
three columns which appear on each side of the Cash Book represent 
the three types into which accounts are classified — 

(i) Discount, which is a Nominal Account. 
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(2) Cash, which is a Real Account. 

(3) Bank, which is a Personal Account. 

The principal rules are as follows — 

Receipts. 

(а) On receipt of cash from debtors, the amount actually 
received is entered in the Cash column debit (Real Accounts : debit 
what comes in) or if the money is paid direct into the Bank, into 
the Bank column debit (Personal Accounts; debit receiver). The 
credit in each case is to the debtor's l^ersonal Account (Personal 
Accounts: credit supplier). 

(б) On receipt of an amount in respect of Cash Sales, the entry 
is made in the Cash or Bank column debit, the credit in this case 
being either to the Cash Sales Account, or as a posting to the 
Sales Day Book, or to tlie credit of Cash Sales (Personal) Account. 
(See page 3.) 

(c) On receipt of an amount from the sale of an Asset, the 
entry will be to the debit of Cash or Bank as outlined above, 
whilst the credit will be to the Asset Account (Real Accounts: 
credit what goes out) . 

In all the above cases, if a Cash Discount is allowed, such 
amount is entered in the Discount Allowed column debit, this 
coliunn being totallc^d periodically, and the total transferred to the 
debit of Discounts Allowed Account (Nominal Accounts : debit loss 
or exptmse). 

Pavments. 


(a) On payment of an amount by cash to a creditor, the amount 
IS entenid in the Cash column credit (Real Accounts : credit what 
goes out) ; if the })aynK'nt should lx; made by cheque, the amount 
IS entered m the Bank column (instead of Cash) credit (Personal 
Accounts; credit sufiplier), the debit in each case being to the 
credits s 1 ersorial Account (Personal Accounts; debit receiver). 

(0) On parent of an amount in respect of Cash Purchases, the 
entry is made in the Cash or Bank column credit (rule as above), 
the debt! m this case being either to Cash Purchases Account, or 
as a posting to the Purchases Day Book, or to the deUt of Cash 
1 urcluiscs (Personal) Account. (See page 3.) 

crM fmomit fpr the purchase of an Asset, the 

Account liaiik whilst the debit will be to the Asset 

Account (Real Accounts: debit what comes in). 

In all the above cases, if a Cash Discount is received such 

erSof Disfo mti’ R periodically, and the total transferred to the 
gSns). Received Account (Nominal Accounts: credit 

CrSr Cash cXmf^)p entries will be; 

(Real Accounts: credit what goes out) and 
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debit Bank column (Personal Accounts: debit receiver) unless on 
receipt it was paid into Bank and entered direct into the Bank 
column debit. If Cash is drawn out of the Bank for use in the 
business the entries will be exactly opposite, viz. debit Cash column 
(Real Accounts: debit what comes in), and credit Bank column 
(Personal Accounts; credit supplier). 

The Ledger. The Ledger is tlic most important book of account 
and is the destination of the entries made in the subsidiary books. 
It is essentially a collection of the three types of accounts already 
enumerated — Real, Personal and Nominal. Real Accounts record 
transactions which deal with material things. Assets such as Cash 
and Stock are typical examples. 

Personal Accounts record transactions of a personal nature. It 
should be noted that while Cash is a real account, Bank is a personal 
account. 

Nominal accounts relate, on the one hand, to all gains, and on 
the other hand, to ail losses, costs, and expemscs connected with the 
particular business. Examples of nominal accounts are: Wages, 
Rent, Rates, Taxes, Insurance, Carriage, Discount, Telephone, 
Depreciation and Interest. The debits (i.e. losses, etc.) will usually 
have their original entry in the Cash or Bank column of the Cash 
Book, Purchases Day Book or the Expenses Day Book, the latter 
book being used to record expenses on similar lines to the l^urchases 
Day Book. 

In concerns of any magnitude, the Ledger is divided up into many 
separate books. There will be Sales Ledgers and Purchases Ledgers 
containing the accounts of Debtors and Creditors respectively, 
which in turn may be subdivided alphabetically, geographically or 
otherwise, in accordance with the requirements of the particular 
business. 

In addition, a separate Ledger, known as the Nominal (or General) 
Ledger, will be utilized, containing the accounts relating to Sales, 
Purchases, and Expenses. In practice a Private Ledger is employed 
in order to ensure privacy in regard to such accounts as Capital, 
Drawings, Deposit Accounts at the Bank, and the lik^" 

Drawings. Where, as is usual, the proprietor withdraws cash or 
goods from the business for his personal use, such amounts are in 
effect withdrawals of Capital. In order to free the Capital Account 
from a large number of small entries a Drawings Account is generally 
opened. 

(a) Cash Withdrawals, The entries will be: debit Drawings 
Account (Personal Accounts : debit receiver) ; credit Cash (Real 
Accounts : credit what goes out), or Bank (Personal Accounts : credit 
supplier). 

(h) Goods Withdrawals, The entries will be: debit Drawings 
Account ; credit Purchases Account (Real Accounts : credit what 
goes out). 
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The balance of Drawings Account will be transferred periodically 
by means of a Journal entry, thusi debit Capital Account, credit 

Drawings Account. r i • i 

Not infrecjuently does a pa3nnent out partake of both a nominal 
and a private character, e.g. entertainment expenses, and, con- 
sequently, the correct proportions (often necessarily approximated) 
should be charged to their appropriate accounts. It is immaterial 
whether the whole composite item is first debited to the Nominal or 
to the Drawings Account, so long as the correct adjusting transfer is 
made. Supjwse £io is paid out representing £6 entertainment 
exp»enses and £4 drawings, it may be treated in two ways, viz. — 


Journal 


(I) 


I 


( 2 ) 1 


Date 


Drawings .... Dr. 

Entertainment Expenses . Dr. 

To Cash ^ ... . 

1 Being Drawings and Entertainment 

i Ex]M'nses 


Drawings .... Dr. 

To Cash* . . . . 

Being Drawirtgs 


i'.ntertaiiiment Expenses . Dr. 

To Drawings . . . . 

Being transfer of the amount of 
j Entertainment Expenses included 
j ill Drawings 



£ 


4 


i ^ 

i 

i 

1 

10 

1 

i 

6 ! 

1 . . i 


£ 

10 


10 



Dishonoured Cheques. It frequently occurs that a cheque received 
in respect of a debt on which cash discount has been allowed is 
dishonoured ^i.e. not paid), thus necessitating an adjusting Journal 
entiy in order to restore the original position. On receipt of the 
chetjuc the following entries will have been made — 


Journal 


i 

i Pank* 

I Discounts Allowed . . Dr. 

I To Debtor . . . . 

I Being receipt of cheque and discount al- 
j low ed in settlement of debt due. 



£ 

£ 

(say) 

9 


(say) 

I 

10 


^Vhen the cheque is dishonoured these entries must be written 
back, care being taken that the discount is written back to the 
credit of Disrounls Allowed Account and not to the credit of Dis- 
counts Received Account through the discount column credit in 
^ In practice cash transactions are not usually joumaUzed. 



BOOK-KEEPING TO THE TRIAL BALANCE 7 

the Cash Book, as it is not a discount received but the cancellation 
of a discount allowed. The entries will therefore be — 


Journal 


Debtor ... . , Dr. 

To Bank ...... 

,, Discounts Allowed 

Being the writing back to Debtor in respect 
of cheque dishonoured and discount 
allow'ed 


Bad Debts. If it becomes necessary to consider a debt as bad 
(whether a cheque has been dishonoured or not) a transfer must be 
made through the Journal, as follows — 



Journal 


Bad Debts . . .Dr. 

To Debtor ..... 
Being debt due by debtor written off as bad. 


Amounts Received from Debts Written Off. Where debts have 
been written off, and amounts are received subsequently in respect 
thereof, the entries are: (i) Debit customer, credit Bad Debts 
Account, (2) debit Cash, credit customer. 

Illustration. A debt for £100 owing by J. Jones is written off. 
is subsequently received. 



Dr. J. Jones Cr. 


To Balance 

b/d 



By Bad Debts 


1 

100 

,, Bad Debts 


50 


, , Cash . . . . 1 


50 


Dr. Bad Debts Cr. 


1 1 

1 

1 

j 


£ 

j To J. Jones . . .j 

100 

1 By J. Jones 

j 

50 


Alternatively, cash may be debited and Bad Debts Account 
credited without the record in the personal account. In the fore- 
going illustration the posting from the Cash Account would be direct 
to the credit of Bad Debts Account. 

The Trial Balance. It has already been seen that in the double- 
entry system, every debit has its corresponding credit and vice versa. 
It follows, therefore, that at any given time, the postings from the 
Journal, Day Books and Cash Book being completed, the debit 
balances standing in all the Ledgers (including the Cash Book) will 
equal the credit balances. 
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At the end of the financial period (or at some other date) these 
balances are extracted, and a schedule prepared in Journal form to 
test whether, in fact, the total debits equal the total credits. Such 
a schedule of balances is called a Trial Balance. 

With the totals duly agreeing a reasonably reliable check on the 
total ARITHMETICAL accuracy of the book-keeping entries is afforded ; 
otherwise it is obvious that S(nne error exists either in the actual 
execution of the double entry or in the extraction of the balances. 

Illustration. On ist January. 19. ..A commenced business with— 


Cash at Bank 200 

Stock 300 

Furniture and Fittings . . .100 

He owed B . . . . .150 


riie following were liis transactions for January — 

ig . 

Jan. I. Withdrew £ 1 ^, froTii bank for petty cash purposes 
Sold Y goods on credit ;^50. 
i^aid electricity depOsSit by cheque £2. 

3. Sold L goods on credit £30 

5 Sold goods for cash ^17, paid direct into bank. 

6. Sold Y goods on credit £^o. 

8. Y returned goods to value of ^5 
12 Bouglit typewriter by cheque £\2 

13. Keceived clieque from Y in payment for goods purchased on ist Jan , 

U'^s 10% cash discount, paid diiect into bank. 

14. }k)ught goods on credit from D £120, 

Paid wages by cash £^, 

17 Bought goods from G ^130, 10% trade discount. 

18, L pays cash ^30, paid direct into bank. 

20 Keturnod good*, to G /.50 (list price value). 

23 A drew out of bank ^40 to pay premium on his life policy. He was 
allowed 2,J% corninissiou by the a.ssurance company. 1 lie net pro- 
nuum was paid in cash on date 

25 Bought goods by cheque from R j^'15. 

26 Willi Irew from stock ^15 goods for private purposes 
Sold to L goexis on credit £20. 

27. Paid B cheque on account of loan, plus £2 for interest 

28, Paid electricity for month by cheque £1. 

Received from L cheque for £iy in settlement of his account, paid 
direct into hank 


30, Cheque dishonoured and debt written off as bad. 

31. Acquired second-hand car in exchange for furniture /s, goods /8 

cheque /lo. -5-^ a. 

At tlie end of the month the expenses paid out of Cash were— 
Sundry Expenses . 

Carnage . . . £'4 

Write up the books and prepare Trial Balance as at ^ist lan- 
uary, 19... (Ignore tax.) 

riie lollovving abbreviations will be used in the illustration— 

. , — Cash Rook. PX. s= Purchases Ledger. 

J. = Journa S.D.B =. Sales Day Book. 

L. Gener^ Ledger. P.D.B. = Purchases Day Book. 

S.L * Sales Ledger. S.R.B. ^ Sales Returns Book. 

1 .H p Purchases Returns Book. 
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The opening entries and those for transactions of a special nature 
will be passed through the Journal — 


J OURNAL 

Jan. I ; Sundries . 

To Sundries . 

Cash at Bank 
i Stock 

Furniture and Fittings 
B, Loan 
A. Capital 

Being Assets, Liabilities and Capital^ at 
this date. 


Dr: 


C.B. 

L. 

L. 

L. 

L. 


200 

300 

100 


150 

450 


A Drawings .... Dr.\ L. 

To Purchases . . L. j, 

[ Being Withdrawal of Goods from busi-l 1 

ness for private use. 

i' 

15 

15 

L 

Dr] S.L. ; 

I 


To Discounts Allowed 

1 Being Discount written back. 

. L. 


I 

Bad Debts 

Dr} L. i 

20 


1 To L 

Being Debt written off as bad. 

.1 S.L. " 

1 

! 


20 

Motor Car ..... 

L, ' 

23 


To Furniture and Fittings 

.1 L. ; 

5 

Sales .... 

.’ L i 


8 

„ Bank | C B. i 

Being second-hand car acquired in ex-; 
change for assets as above. ' 

Sales Day Book 


10 


19 . . 

Jan. I 

3 

6 

26 


Y . 

L . 

Y . 
L . 


S.L. 

S.L. 

SL. 

S.L. 


£ 

50 

30 

40 

20 




L. 


Sales Returns Book 


19*. 
Jan. 8 


Y . 


S.L. 


L. 


^ Capital, being the excess of Assets over Liabilities, is found by subtract- 
ing the latter (;£i5o) from the former (£()Oo), 
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IQ. . 


Jan. 14 

J7 


Purchases Day Book 





i 

D 

G . 

Less 10% Trade Discount 

o • 

PL. 

120 


P.L. 

1 

i35 

£255 

L. 


Purchases J^eturns Book 


19.. 




i 

Jan 20 

G 

■ £50 




10% Trade Discount 

5 






1> L. 

45 


i __ 


i 

L. 


Dr. Cash Book C>. 





Vi 



1 



tt '0 
a iLi 



Date 


Fol 

G< 

Cash Bank 

Date 


Fol 

3 > 

Is 

Qoi 

Cash 

Bank 

19 • 

1 0 Suiulnes . 


£ 

£ 


1 " 

19 . 



£ 

'7 

£ 

jati i 

. 1 . 



2 (j<> 

Jail 1 

Hv lUfCtririty 






, , Bank • Contra . 

C. 




Deposit 

L. 



a 


Q Cash Sale 

L 


17 


„ Cash. Conba . 

C. 



15 

*3 

.. Y . 

SL. 

5 


45 

12 

,, Tyfiewtiter 
„ Wages . 

L. 



la 

18 

,, 1 

SL 



3 '! 

14 

L 


5 


ii 

, Hank . Contra 

c 


40 


23 

,, Cash Contra 

C. 



4 U 

xS 

.. L 

S L 

I 


^9 


„ Drawings 

L. 


39 







35 

,» K: Gooils 

L, 



15 







27 

,, B. Repayment 











of Loan 

L 



IC 


i 






,, B' Interest 

L. 



2 


! 





! 

,, Klectncitv 

L 



I 

1 






30 

,, L Cheque Dis- 












honoured 

S.L. 



19 







31 

,, Sundry Expen- 











ses 

L. 


3 







1 


M Carnage . 

L. 


4 









„ Sundries . 

J. 


1 

10 








,, Balances . c/d 

C. 


4 ' 

i «5 




£6 

755 

£311 






£311 



j 

L. 









Feb 1 

1 To Balances b/d 

l_c, 


L„4 









Dr. 


*9 . 
lao. X 


To Sundries 


GENERAL LEDGER 

Stock Cr. 
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Dr. 


Capital 


Cr. 



IQ. . 

Jan. I By Siindne* 

1 

1 

1 

i 

£ 

450 

Dr. 


A — Drawings 


Cr. 

jg. . 
Jan. *3 

26 

To Cash : I.jfo Assur- 
ance Piemiimi 
,, PiuchaSes 

^ 1 

CB 3 Q I 

J i«i 1 


1 

Dr. 


B — Loan 


Cr. 

19. . 

Jan 27 

To Bank | 

1 

1 £ IQ. . j 

I C B 10 Jan 1 By Sundries 

J- 

£ 

130 

Dr. 

I 

Furniture and Fittings 


Cr. 

19 

Jan. I 
12 

To Sundries 
,, Bank . Typow'uter 

L 19 . 

( 100 Jan. 31 Bv Sundries' . 

C.B. 12 

J- 

1 

£ 

5 

Dr. 


Electricity Deposit 


Cr. 

ig. . 
Jan. 1 

To Bank . | 

f ^ i ’ 1 

C B ! J ! I 

1! 1 



Dr. 


Sales 


Cr. 

ig. . 
Jan 31 

1 0 Sundries 

£ 19 

S.R B. 5 Jan j By Cash . Q . 

31 Sundiies 

CB 

SDB 

J. 

i 

17 

140 

8 

Dr. 


Purchases 


Cr. 

IQ. 

Jap 

31 

To Bank * R 

I ,, Sundries 

' * ^ ~ " 1 ’ 

£ 19 . . 

CB IS J.4n. 26 BvPraTiings 

}\D B 255 31 „ Sundries 

J h 

P R B 45 

Dr. 


Loan Interest 


Cr, 

IQ. . 
Jan. 27 

To Bank . 

1 1 ' 

C.B. 3 1 



' An entry for profit or loss on sale may be required. 
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Dr. 


Jan. 30 To 1 . 


Bad Debts 


!i 


I ! 


Ct. 


Dr. 


Dr. 


Sundry Expenses 



i 

i 

1 

i 

■■ 

j T (, Cash . 

CB. j 

3 

1 


__ 




Carriage 



i 

1 

i 


; 1 

! 1 



j T 0 Cash 

1 CB 

^ 1 

i 1 




Cr. 


Cr. 


Dr 


19 . I 

Un I lo sorultifs 


Motor Car 


j !i is i* 


Cr. 


Df. 


Electricity 


Cr. 


U) . 

l.»n '.rH ' To Bank 


: i < 

C B !l 1 


Dr 


W AGES 


Cr. 

10 

|an 1 > ') C ash 

' i; ^ ii 1 

, Cl. jj 3 ij 1 



Dr. 

Discounts Allowed 


Cf. 

19- . I 

Jan. 31 1 To Simdrifs 

1 CB 

^ 11 1 : 
6 || Jau 30 j Bv L . , ; 

J. 

£ 

I 


Dr. 


SALES LEDGER 
Y 


Cr. 


If, 1 

Jan 1 lo G(V>d^ , 
0 ! 



£ 

1 

IQ . 



£ 

SDH 

“SO 

Jan. 8 

By Returns 

S.R.B 

5 

S D B 

40 

IS 

,, Cheque and Dis- 






count (£5) 

C.B. 

50 



31 

Balance 

c/d 

35 


£<to 




£90 

h/d 

35 

i 




! — - _ 

1 






Fab. I 


To BaUnce 
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Dr. L Cr. 


19 .. 
Jan. 3 

i 

To Goods . . { 

S.D.B. 1 

• 1 

^ i 

3n 1 

19 . . 
Jan x8 

By Cash . ! 

il 

c.H. 

30 

26 

„ Goods . 

S.DB j 

20 

j 

‘ 28 

1 

1 ,, Cheque and Dis- 
! count (41) .j 

c B ; 

20 

30 

,, Cheque j 

Dishonoured 
„ Discounts Allowed 

CB. 

J. 

j 

i 

! 3C 

i 

i 

„ Bad Debts 

J. ' 





i 

! 


1 

1 


PURCHASES LEDGER 

Dr, D Cr. 


1 1 

i ! 

! 

1 t 

1 

! '9 • 
Jau 14 

By Cioods 

PDB. 

Dr. 



G 



19 

]an. 20 

To Returns 
,, Balance 

p.R n. 
c/d 

O-O. 

19 . 
Jan. 17 

By Goods 

1 

PDB. 1 

j 




£135 


1 


1 

i 

1 

_ .J 

i 


Feb. I 

! 

1 By Balance . j 

1 

b/d 


J'rtal Balance as 

AT 31ST January, 19. 




" '~r “ li” 

Dr 1 

C't 


.! 

£ ! 

£ 

Stock , , . . . 

, 1 1 

3 ^^ li 


Capital 



450 

A : Dra.’wings .... 


54 1 


B: Loan ... 



140 

Furniture and FTttings 


107 i’ 


Electricity Deposit* . 


2 


Sales .... 



lOo 

l^urcliases .... 


210 i 


Loan Intere.^^t .... 


2 


Bad Debts 


20 


Sundry Expenses 


J 


Carnage . 

j' 

4 


Motor Car 

'' 

^3 \ 


Electricity .... 


I 


Wages . . . . 


s , 


Discounts Allowed 


5 


Y 

!i s.L 

35 


D 

.jP.L. , 


I 20 

G . 

.iP.L. 


go 

Cash .... 

.jCB. j 

4 ‘i 


Bank ..... 

.! C.B 1 ' 

J85 1' 



iL 

j; 

£g 6 o 



- - _ _ -J .. 




^ It will be noted that this item constitutes an asset, the deposit being 
returnable* 
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Detection of Errors. Although the Trial Balance totals may 
agree, it is only the total arithmetical accuracy of the books that 
may be said to be correct, though even then perfect accuracy is not 
assured, for compensating errors may arise, e.g. both the Sales 
and Purchases figures may be undercast to the extent of £100 each. 
The types ot errors that may remain undetected are as follows — 

(1) Errors of Omission. The omission of both debit and credit 
aspects of a transaction will not affect the agreement of the Trial 
Balance. 

(2) Errors of Commission. The posting of £100 to the credit of 
J. Robson instead of to the credit of J. Dobson will not effect the 
agreement of the Trial Balance. The total of the extract of Sundry 
Debtors will not in itself be incorrect, though two of its composite 
items will be wrong. The entries required to correct an errdr of this 
type would (in this case) be as follows — 


Journal 





■ L 

19.. 

J. Robson .... Dr. 
To J Dobson 

Being Transfer of item posted in 


100 


error. 


i 


(3) Compensatdng Errors. One or more debit errors which happen 
to equal one or mcire credit errors will not upset the Trial Balance. 
Thus, a £90 <‘rror in the balance of an Asset account — the balance of 
£100 having been brought down as £10 — and a £10 under-addition 
in the Purchase Day Book would be compensated by the omission 
of the corresponding credit in the Sales Ledger for a debit of £100 
in the (>ash lk)ok. 

(4) Errors of Principle. The posting of a revenue expense to a 
Capital Account or vice versa will not affect the Trial Balance agree- 
ment. It can thus easily be seen that the books might be quite 
incorrect as far as the true position of the business is concerned and 
yet the Trial Balance agree. The student must therefore take the 
greatest care throughout all his studies to distinguish between 
capital and revenue receipts and payments. In broad outline it may 
be stated that capital payments are those incurred in acquiring Assets 
for the purpose of earning income, usually identifiable as assets of 
a permanent nature, thus increasing the earning capacity of the 
easiness or decreasing costs. Revenue payments are those incurred 
in le ordinary course of business, being necessary for its efficient 
running. It may be generally stated that capital receipts are moneys 
recei\ec rom the sale of ass ts or by the raising of loans, and 
revenue receipts are moneys received in return for goods sold or ser- 
vices rendered. (See Chapter VTII ) 
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A simple example is given here to illustrate such error — X is the 
owner of ^^10,000 3^ per cent War Loan and upon receipt of the 
regular half-yearly dividend of £175 he posts the sum to the credit 
of the Investment Account, whereas it should go to the credit of 
Income Account or, as will be seen later, to the Profit and Loss 
Account. 

Though the above types of errors may occur and remain un- 
disclosed in the Trial Balance, those given below will always have 
the effect of causing a discrepancy in the agreement of the Trial 
Balance unless by chance the errors collectively eliminate each other. 
They may be divided broadly into two classes — 

(1) Book-keeping errors. 

(2) Extraction errors. 

Book-keeping errors include the following-— 

(1) Items posted to the wrong side of an account. 

(2) The Discount columns of the Cash Book transferred to the 
wrong sides of the Discount Account. 

(3) Items for which the double entry is not complete. These often 
occur in the case of small returns, discounts and allowances, which 
have been entered in the personal accounts and not in tlie Returns 
or Discount Account. 

(4) Omission to post the totals of one or more of the subsidiary 
books. 

Errors of extraction will include the following — 

(1) Omission to extract one or more balances, either debit or 
credit (particularly the Cash and Bank Balances), or a duplication 
of an item. 

(2) Errors in additions. These are caused more often than not by 
careless alignment of figures and incorrect carrying forward of 
additions, (e.g. figure i badly aligned would result in a difference of 
9, 90, 900 according to actual misplacement). 

(3) The confusion of figures, e.g. £1 4s. taken as is. 4d. 

(4) The extraction of items on the wrong side (causing an error 
of double the sum of the items). 

Illustration. The table shown on page 16 is an example of some 
of the common errors that are made by students when preparing 
a Trial Balance. 

In practice the different items in the Trial Balance would be ear- 
marked by a reference to their Ledger and folio for the sake of (|uick 
verification. In examination work such detail is quite unnecessary. 

The aim in an examination paper, furthermore, is to avoid the 
opening of unnecessary accounts, so that where possible all simple 
accounts should be “posted'* direct to the Trial Balance. 
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Trial Balancb as at 31ST January, 19 • 

Incorrect Correct 




Dr. 

0. 

Dr. 

Cr. 




i 


£ 

Capital . 

Furniture and Fittings 

■ £520 

I 

2,000 

1 

1 

2,000 

Less Depreciation, io%* 

. 52 

468 


520 


Stock, Opening 

. 880 





Stock, Closing* 

.1,020 

1 

! 1 ,900 


880 


Drawings 

' 

450 


450 


(Goodwill 


1 500 


500 


Sale-s 


! 

7,000 

5, Ido 

c 

0 

Purchases 

1 

•! 

i 



Rent, Rates, etc. 


1 210 

i 1 

21p 


Discounts Received 

Discounts Allowed . 

! 

! 

! 260 

1 

I 1 

J50 1 


260 

vSdles Returns 

Purchases Returns . 

: .! 

i 400 

430 ! 

430 

490 

(^ash in Band. 


I 20 

i 

! 20 1 


Cash at Bank. 


j 590 

' ( 

1 

; 590 


Siindr\' l.)ehlois 

Sundry Creditors 


' 2,750 

i I >250 

: 2.750 j 

i ! 

0 

►4 





1 1,600 

lJl /)00 


* Neither depreciation nor closing stock would normally be in the books 
at the time of the 7 rial Balance, 



CHAPTER II 


BANK RECONCILIATION STATEMENTS AND PETTY 
CASH 

It very rarely happens in practice that the bank balance as shown 
by the Cash Book agrees with the balance as shown by the Bank Pass 
Book. The three factors which contribute to this difference are -- 

(1) Unpresentcd cheques. 

(2) Uncredited cheques. 

(3) Errors and omissions. 

(1) Unpresented Cheques. These are cheques which have been 
dispatched to customers in payment of Iheir accounts, but wliich 
have not been presented for payment to the payer s bank. According 
to the circumstances, a period of from one to three days will elapse 
before the cheque is presented for payment, even assuming that the 
recipient pays the cheque promptly into his own bank. In effect they 
are items which are entered on the credit side of the Cash Book, 
and have not as yet been entered in the Pass Hook, so that the latter 
will show a balance more in the customer s favour than that shown 
by the Cash Book to the extent of such unpresented cheques, i.c. a 
larger balance due to the customer or a smaller overdraft. 

(2) Uncredited Cheques. These may be considered as the reverse 
of unj)rescnled cheques. As soon as cheques are paid into the 
bank the Bank column of the Cash Book is debited. The bank, 
however, may not give credit for these cheques immediately owing 
to the lateness of the hour or for other reasons, so that the Cash 
Book will show a balance more in the customer's lavour than the 
Pass Book. 

(3) Errors and Omissions. An error, either on the part of the 
customer, or the hanker, will obviously create a discrepancy between 
the two balances; further, at the end of every half-year the bank 
will enter in the Pass Book sums representing interest (in the event 
of the account having been overdrawn) and commission, the exact 
amounts of which are unknown to the customer until such time as 
he has seen the Pass Book. In addition, receipts or payments against 
Banker’s Orders, and dividends and Bills of Exchange collected or 
paid by the Bank may not have been entered in the Cash Book. 
Banks do not normally allow interest on current accounts nowadays, 
but the account may be credited with interest on a deposit account. 

FORM OF THE BANK RECONCILIATION STATEMENT 

Subject to these considerations, the balances shown by the Cash 
Book and the Pass Book should agree. It is usual to draw up a 
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statement which effects the adjustments necessitated by the un- 
presented and uncredited cheques. This statement is known as 
a Bank Reconciliation Statement, and is drawn up on the following 
lines. 

The first requirement, which is of paramount importance, is that 
the date at which the statement is being drawn up shall always be 
stated at the liead thereof in a clear manner. The balance as shown 
by the Pass Book is then extracted and used as a starting point. 
The iinprcsented clieques arc found by checking up the payments 
side of the Pass Book with the credit side of the Cash Book. All the 
unticked items in the Cash Book (subject of course to any clerical 
errors) will l)e the unpre-^ented cheques. The uncredited cheques will 
he found in a similar manner. The Pass Book balance will then 
{a) be decreased by the amount of the unpresented clieques, or, in 
the case of an overdraft, increased by such amount, and {h) ihereased 
by the amount of the uncredited cheques, or, in the case of an over- 
draft, decreased by such amount. The figure now obtained (subject 
to errors) should be the same balance as shown by the Cash Book. 
If the student should at any time be at a loss as to which balance 
should be used as a base from which to start, he should remember 
that the balance as shown by the Cash Book, subject to any errors or 
omissions arising therein, is the true and correct figure which forms 
the natural conclusion to the Statement. 

Illustration. The following particulars relate to the business of A 
at 31st December — 

i 

Balance as shown by the Casli Book . . Dr. 1,000 

Balance as shown by the Bank l*ass Book . Dr.^ 1,200 

Unpresented Cheques .... . 300 

Uncredited Cheques ..... .100 


Bank Reconciliation Statement at 3rsT December. 19. . 


Balance as per Pass Book 

Dr. 1,200 

Add Uncredited Cheques (detailed) . 

100 

Less Unpresented Cheques (detailed) 

1,300 

300 

Balance as per Cash Book 

Dr. £i,ooq 


Many questions are set in which, in addition to particulars as to 
un presented and uncredited cheques, the candidate is informed that 
there are various clerical errors in the Cash Book, e.g. incorrect 


It IS assumed that the Pass Book is headed "Bank in account with A," 
but m the accounting books of the bank the amount of /1.200 will actually 
be in cr^it, in which form Pass Books are often written up. the heading then 
iMJing Cu.stomei m account with Bank " 
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figures, entries on incorrect sides or in wrong columns, omissions, 
etc. When dealing with a question of this type the true Cash Book 
balance should always be ascertained separately, and the Recon- 
ciliation Statement prepared from the Pass Book balance. 

For examination purposes, however, it is permissible to prepare 
one Statement only, in which event it is imperative to point out to 
the examiner that this procedure has been adopted to economize 
time — a very formidable factor in the professional Accountants' 
examinations — and, in addition, to indicate briefly that the bank 
balance will require adjusting in the financial books, and that only 
when so adjusted, will it represent the true position. However, if the 
Pass Book shows a sum of £joo in favour of the customer, but accord- 
ing to the latter's Cash Book there is an overdraft of £20 (the differ- 
ence arising by reason of a cheque of £120 having been sent to a 
Creditor and entered accordingly), it would clearly be inaccurate 
and dangerous to adjust the Cash Book figure to that shown by the 
Bank. The Cash Book figure, subject to errors and omissions, always 
shows the real position. 

Where the unpresented and uncredited cheques are not given, it is 
necessary to see the Pass Book subsequ(‘nt to the close of the period 
and deduce the information by noting each of the subsequent entries 
in the Pass Book that have been entered in the Cash Book in the 
period under review. 

Illustration. 


Dr, Bank Columns of Cash Book (of X) Cr, 


19 .* 
r^c. 4 

To Balance 

; £ 
b/d 38 

Dec. 3 

' 

By Drawings j 

£ 

30 

8 

,, Walters & Co 

10 

,, F Murray 

XI9 

1 

17 

,, Druniraond Bros. 

100 

17 

„ Cheque Book . 

23 

,, F Scarfe . 

131 

21 

CaihlJ & Co. . 

3 » 

30 

,, McEueu & Co . 

30 

X 8 

30 

,, Howe & Co. 

3 ? 

31 

,, Garners, Ltd. 

31 

,, G. Atkinson . .j 

XI 


! ; 

i 

I . 

1 £359 

1 

,, Commission 
,, Wages and Salaries . 

,, Balance . . c/d 

t 

X 

40 

77 

£359 

Ian. I 1 

To Balance . . | 

1 b/d 77 

1 

1 

1 

! i 





Bank Pass Book 

Dr. (Bank in account with X) Cr. 





£ 

19 • 


£ 

X 

To Balance 

b/d 

92 

Jan. 2 

By Carhll & Co. 

(c) 53 

3 

„ MoEuen A Co. 


(a) 30 

4 

„ W Hemng, Ltd. . 

4 

4 

„ C. McLeod . 


7 

6 

,, McEiirn & C^., 


3 

,, Garners, Ltd. 


(6) 18 


Cheque 


8 

,, G. Daw 


49 


Dishonoured 

50 




7 

„ D. Hickman A Co 

33 





8 

„ G. Atkinson 

( 4 ) XI 
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Prepare Bank Reconciliation Statement at December 31st, 19. . 

It is clear that items (a) and (6) refer to the preceding period on 
the one side, and (c) and (d) on the otlier. Hence the other items 
refer exclusively to the following year. Thus, the uncredited cheques 
are (eliminating names) £30 and £18, the unpresented cheques £52 
and £11. 

The statement is therefore — 


Bank Kkconciliation Statement at 

31ST December. 19.. 

Balance as per Pass Book 

^ i 

Dr. 92 

Less Unpreserited Cheques 

^52 


II 


— 63 

Adi UncreditcU Cheques . 

29 


18 


- 48 

Balance as per Cash Book 

Dr. 


It will be observed that McEuen’s cheque of £30 is dishonoured, 
uus may be dealt with as if the cheque had not been paid in seeine 
tliat It has really never been paid, so that it wiJJ be necessary to 
credit the Bank column of the Cash Book with £30, thus reducing the 
balance thereon from £77 to £47. (The amount will be debited to 
McEuen, and thence if tlie facts warrant it, to Bad Debts Account ) 
I he Reconciliation Statement will now be— 


As above • * . . . 2g 

Uncreditcd Cheque . i8 

Balance as per Cash Book 
The Cash Book, as adjusted, will be thus— 


Dr 

Ofc. n 

i 


Bank Columns, Cash Book (of X) 

To [lal.ince 

1 b/d 

i i- 19 . 

7; !, JJoc 3 t 

ii 

1 ! 

By McEvit*!) & Co , 
Pishoiioured 
Cheque 
, Balance 

19.. 

Jau. X 1 

lo lialatiEf 

1 

1 

— l{ ! 




_ 47 ll 1 



to ,ho „„ 
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and the cash balance remain, and the credit entry in the Cash 
Book will be made in the following year to agree with that made in 
the Pass Book. If this procedure is adopted, the Reconciliation 
Statement is entirely unaffected. Should it be desired to make 
provision for the possibility of the debt being bad, a Reserve may be 
made in the books. It is submitted that the former method is the 
more prudent, as it eliminates £30, which cannot be relied upon as 
being cash in bank. 

Illustration. The entries of bank transactions effected by A during 
the half-years to 30th June, and to 31st December, 19. . , are shown, 
omitting names, as recorded in the Bank Pass Book and in the 
Cash Book of A for those periods. It is required to prepare Bank 
Reconciliation Statements at those dates. 

Pass Book entries — 


Dt . 

A IN ACCOUNT WITH THE X 

Y Z Bank 

Cr . 

19 . 

j 

; £ 

1 

19 - 



! ^ 



i 

j Jan I 

By Balance 

b/d 

272 



1 32 

; 



1 35 



i 3 * 


1 

1 75 


1 

17 

1 

i 

i 

June 30 

1 0 G>miziissioii 


! "} 


i 

1 23 

„ Balance 

c/d 

345 

June 30 

„ Interest on Deposit 

1 

1 




£51» 



l| £5x8 




23 

Jiilv I 

By Balance 

b/d 

1 345 




35 




20 




16 




84 




IQ 

j 



32 




24 

! 



4 




17 




44 




3 

i 


100 




852 



30 

U®c. 31 

To Coramissioii 


X 


1 

i ’3 

„ Balance 

c/d 

281 

Dec 31 

,, Interest on Deposit j 

1 3 



1 

£877 

! 


1 £877 

19- . 

Jan. X 


i 

1 

19 

Jan. I 

By Balance 

b/d 

281 



1 1 



1 

1 75 


[It may be mentioued that many banks, by the adoption of mechanical 
posting machines, are able to show the resultant balance of a customer's 
account after each transaction, in which case the above account would be 
shown as follows — 


A IN ACCOUNT WITH THE X Y Z BANK 


Date 


Date 

Details j Debit | 

1 1 

Details 

Credit 

1 Balance 

! 

Credit* 

Overdrawn 0 D 

X 9 .. 

Old Balance 


! BcM^ardl j 

Forward 

1 

1 

272 * 

Jan. 2 



1 1 II 


1 35 1 


307 * 


1 

i 

t 1 il 


1 1 


236* 


The account would be continued on these lines, the resultant balance 
t)eing disclosed after each transaction.] 
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Cash Book entries— 


A 


Cash Book (Bank Columns Only) 



- 

_ - - 

— 

- 

— ■ 

. 

— ' 

1 

19 - • 1 

Jau i 1 

I 

I'o B.t lance 
,, Sundries 1 

1 

! 

l./d 

1 

£ 

272 

3 -) 

75 

111 

23 

20 

19. . 

pine 30 

By Sundries 

,, Balance 

C/d 

i 

71 
38 
(c) as 
X 7 
14 

x6 

(fr) *3 
3x0 




£5Z(> 




£536 

July I 

1 

i 

'loBaldtue 
,, Bank Interest 

i 

1 

Iw'd 

310 
ta) j. 

84 

32 

4 

100 

44 

75 

De<. ji 

By 0 >rrected Error . 
,, Bank Commission 

,, Balanc>e 

I 

c/d 

ic) 9 
(a) X 

3 S 

X 9 

X 9 

3 

X 7 

*38 

290 


1 






£(>51 

l>c. 3X 

'lo Balauo.e 

,, Bank 1 merest 

b/d 

290 

(<) 15 
(/) 30 

(^) 3 

Dec. JI 

1 

By Bank Comrmscion 
,, Balance 

c/d 

(d) I 

337 




£‘338 




£338 

^ 9 . . 
JaD. 1 

To Balance 

b/d 

337 






(i) Bank Reconciliation at 30th June, iq. . — 

(ii) Bank interest and commission have not been entered in the 
Cash Book. 

(d) Cheque for £23 returned from the bank for endorsement by 
customer not entered in the Pass Book. 

(c) Item entered in Cash Book in erior as £23 vice £32. 


Cash Book Adjustment 

Balance as per Cash Book - . . . 

Less Bank Commission . 

Krror adjusted 


Bank Interest .... 
Adjusted Balance as per Cash Book 


£ 

Dr. 310 
9 

— 10 

300 


Dr. lio2 
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Bank Reconciliation Statement as at 30TH June, 19.. 


Balance as per Pass Book . 
Less Unpresented Cheques 


Returned Cheque unentered 


Add Uncredited Cheque .... 

Balance as per Cash Book (adjusted) 


I 

345 

16 

— 40 

305 

23 

282 

. M 

Dr . 3^302 


it will be noticed that aU these matters requiring adjustment 
automatically smooth themselves out in the entries of the succeeding 
half-year to 31st December, e.g. the returned cheque £23 is debited 
up to the customer by the bank. The Pass Book is here shown 
in the form: “A in Account with the XYZ Bank*' and not “The 
XYZ Bank in Account with A'* and so the transactions are shown 
from the point of view of the bank — it is in fact a replica of the 
customer's account in the ledger of the bank. 

(2) Bank Reconciliation at 31st December, 19.. — 

(d) Bank interest and commission not entered in the Cash Book. 
[c) Item of $42 dividend paid direct to bank — notified credited at 
$2*8 o to the I — not in Cash Book. 

(/) Item of £2^ paid in at another branch — not entered as yet in 
Cash Book. 

Cash Book Adjustment 


Balance as per Cash Book ..... Dr. 290 
Add Bank Interest ■ • • • • ;^3 

Dividend unentered . . . . .15 

Cheque unentered ..... 30 

- J8 

338 

Less Bank Cbmmission .... .1 


Adjusted Balance as per Cash Book Dr. £3^7 

It is immaterial whether additions precede deductions or, as in the Cash 
Book adjustment on page 22, the deductions precede the additions. 


Bank Reconciliation Statement as at 31ST December, 19.. 

Balance as per Pass Book ..... 

Less Unpresented Cheque 

Add Uncredited Cheque ..... 

Balance as per Cash Book (adjusted) 

It will again be noted that the items calling for adjustment are 
righted in the subsequent period. 


Dr. 281 

19 

262 

• —Zl 
Dr. £337 
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PETTY CASH BOOK 

In all large businesses there are numerous small expenses to be 
met by cash payments. If all these pa\Tnents were entered in detail 
in the inaiTi Cash Book, which is usuaUy written up by a senior 
olhcial, much valuable time would be wasted. To obviate this, a 
separate Cash Book, termed a Petty Cash Book, is utilized, in which 
all these expenses are recorded. 

The conventional system for recording petty cash is known as the 
Imprest System, the 'main features of which are as follows. At the 
start of each accounting period the petty cashier is supplied with a 
round sum in cash, often termed a “float." This amount should be 
suflicient to cover the estimated petty cash expenditure for a stated 
period, e.g. a week or a month. At the end of this period the petty 
cashier must ascertain the total amount spent, and he will be re- 
imbursed out of the General Cash Book for such amount, the balance 
in hand being thus restored to the original starting figure. 
Hence opportunity for the accumulation of large sums of cash 
in the hands of the petty cashier is eliminated and the risk of 
fraud minimized, as a complete check on the petty cashier may 
be kept at all times, since the sum of the vouchers representing 
monew sf)cnt plus the cash in hand should always equal the amount 
of the float." 

When this system is adopted the initial advance to the petty 
cashier is debited to Petty Cash Account in the ledger, and cash is 
credited. At the same time the amount is debited for practical 
purposes (this is a memorandum entry, the double entry having 
already l^oen completed) in the Petty Cash Book. When the expendi- 
ture for the perioci is recouped, the petty cashier's balance is restored 
to the original figure. The (‘ntries in the double-entry books will be 
iis follows — 


Dr. Expenses (per the detailed analysis of the Petty Cash Book). 
Cr. Cash (with details) in the General Cash Book. 


All moneys paid out of petty cash are entered on the credit side 
of the Petty Cash Book, and extended into analysis columns, the 
totals of which are utilized for posting at suitable periods to the 
debit of the appropriate nominal accounts from the General Cash 
Book. It often happens in practice that Ledger accounts are 
settled through the Petty Cash. In such cases a special column 
must be opened in respect of Ledger accounts, and the amounts paid 
to creditors must be inserted therein and posted to the debit of 
the respective accounts in the Ledger. The total of the Ledger 
column wil not be posted to any account since the items contained 
accounts"^*^ posted individually to their separate 
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Illustration. A. & Co., who keep their Petty Cash on the Imprest 
System, and maintain a weekly floating balance of £ 20 , have the 
following transactions for the week endii^ 27th January — 

19 .. i s, d. 

Jan 22. Postages . . . . . . . 4 lo o 

H. C. Smith (who has an account in tlie Creditors' 

Ledger) 3 4^ 

23. Office Table . . 2 10 o 

24. Tram Fares ....... 10 

25. Tip to Carter ...... 6 

26. Carriage ....... 45 

27. Casual Labour (Wages) . . .150 

Notepaper ....... 10 o 

The Petty Cash Book will be as follows — 


Dr. Petty Cash Book 




i; 

\I 




Vou- 

cher 

No. 

Total 

19 . 



1 s.d. 

19 . 



£ »• 

fun 

To Cash 


30 0 0 

Jaa. 22 

By Pi>stages 


4 10 0 






„ H C. South 


346 





23 

„ Table . 


2 10 0 





24 

„ Fares 


I 0 





25 

,, Tip to Carter . 


6 





26 

„ CarnaRe^ 


4 5 





27 1 

,, Casual Labour . 


I 5 0 






„ Notepaper 


xo 0 








12 5 5 






,, Balance . 

c/d 

7 X4 7 


1 

i 

20 0 0 



£ 

20 0 0 

Jau. 39 

To Balance 

b/d 

7 X 4 7 






,, Cash 


12 5 5 






0. 


Pottages 

Statiou- 

ery 

Carriage 

Furniture 

Wages 

Sundries 

Led. 

Fol. 

Ledger 

Account 

£ r. d. 
4 zo 0 

£ a 4 - 

zo 0 

£ s. i. 

6 

4 5 

£ r. d. 

2 xo 0 

£ M d 

150 

£ s. d. 

I 0 

20 

£ r. 4 . 

346 

£4 10 0 

xo 0 

4 IX 

£2 xo 0 

£150 

z 0 


£346 

■■ 

Fol 

Fol. 

Fol. 

Fol 

Fol. 











y 

Nominal! 
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The £20 on 22nd January will have come from the Cash Book and 
the debit entry will be made therefor to the debit of Petty Cash 
Account in the Ledger representing the amount expended. At 
27th January the Cashier will hand cash amounting to £12 5s. 5d. 
to the petty cashier. The double-entry will be — 

£ s. d, £ s. d, £ i. d, 

4 10 o 
10 

4 II 
2 10 u 
I 5 o 

I o 
4 6 

. 5 

12 ',5 5 

In this way the Petty Cash Book merely acts by way of memor- 
andum and provides the necessary data for the double-entry. 

Alternative Methods. Alternatively, the Petty Cash Book cotild 
be used as a double-entry book, in which case the double-entry 
would be provided tlnis — 


Dr. f’ostages . 

Stationery 
Carriage . 

Furniture . 

Wages 
Sundries . 

Ledger Account (Smith) 
Cf. Cash (detailed similarly) 


(1) Dr. Petty Cash Account in Petty Cash Book. 

Cr. Cash (in General Cash Book). 

(2) When the Cash spent is recouped. 

Dr. Petty Cash Account in Petty Cash Book. 

Cr. C^h (in General Cash Book). 

(3) Dr. Expenses (detailed). 

Cr. Petty Cash Account in Petty Cash Book. 


In this case the Petty Cash Book is regarded as an account just as 
double^entn- definitely an integral part of the 

As a further ^temative the cash recoupment may l)e posted in 
Book to the Petty Cash AccouM in the 
Led^r, and from there the different amounts will be credited out to 

“““ “ 

as when wluch the Imprest System is not suited, 

are onlv verv bonces of cash are necessary, or when there 

»» 

described in con- 

modified form System can be utilized also in a slightly 

moaitieu torm where no imprest system is enforced. ^ 

Penod^ar sums ^ 3 sh Book is Part of the Double-entry System. 
Petty Cash Bonk an ri t)e debited to the 

Cash Book will n 1 General Cash Book. The Petty 

Lash Book wdl be ruled m columnar form or wiU be analysed at the 
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end of periods by other means, the totals of the columns or the 
analysed amounts being posted at suitable periods from the Petty 
Cash Book to the debit of Expenses Accounts. 

(b) Where the Petty Cash Book is a Memorandiun Book only. 

A Petty Cash Account in the Ledger will be opened, thus supplying 
the integral link with the main accounting system. 

Periodical sums paid to the petty cashier will be debited (i) to the 
Petty Cash Account and (2) (for memorandum purposes) to the 
Petty Cash Book. The Petty Cash Book will be analysed under 
different headings as above, and these items wdll be credited to the 
Petty Cash Account and debited to the various Expenses Accounts. 
It is important to notice, in this method, that the postings to the 
Expenses Accounts are made from the Petty Cash Account and not 
from the Petty Cash Book. In view of this fact it is desirable to 
make a Journal entry which will show concisely at a glance the 
details of the transfers recorded. 

Illustration. The following payments were made to the Petty 
Cashier during the month of December, 19. . — 

19- • £ 

Dec. 4. Cash . . . . . .5 

18. Cash . . . . . .6 

24. Cash - . . . .2 


The balance on hand on ist December, 19. was £2 is. 7d. 

The Petty Cash Book was written up by the petty cashier, and 
the details appear in the subjoined account. 

The above book, as stated previously, may be memorandum 
only, in which case the double-entry will be compiled by having a 
Petty Cash Account in the Ledger as follows — 


Dr. Petty Cash Cr. 


IQ . 

i 

1 

£ 

s d.\ 

I 

19 . 



£ 

a. 

d 

Dec. I 

To Balance . 


2 

I 7 

Dec. 31 1 

By Expenses as pet Petty , 






, .. Cash 

13 

0 o\ 

i 

Cash liook t»'> — \ » 




1 ' 




Vosta^ea . 


3 

0 








Cleaning . 


3 

S 

0 


1 





Sutuli left . 


4 

3 

I 


1 





Carriage 


I 

7 

5 







Balance . 

c/d 

3 

7 

t 



L 

15 

I 7 



£ 

15 

z 

7 

19 .. 

Jau. X 

To Balance . 

b/d 

3 

7 I 






(a) These expenses will be posted to the debit of the appropriate Ledger 
Accounts, the details of which will appear in the Petty Cash Book. 



CHAPTER III 

ARITHMETIC OF ACCOUNTANCY 


The author ha-s learnt, from long experience gained in coaching, that 
one of the contributory causes of failure in examinations is the 
lack of ability to compute commonplace arithmetical calculations 
quickly and accurately. The capacity to recognize at sight a simple 
arithmetical point should also be developed by accountancy 
students. In this chapter, therefore, an attempt is made to deal 
with the calculations which are frequently required in working out 
problems set in the modem accountancy examinations, and' which, 
.simple though they be. cause endless confusion and uncertainty 
in the minds of students. 

A great deal of time— a factor of utmost importance in examina- 
tions — can be saved by working out calculations in a systematic 
manner. The average student will have many opportunities in the 
course of his everyday work of putting into practice a multitude 
of simple time-saving arithmetical devices, of which the follow- 
ing are examples— (a) dividing twice by two when dividing 
by four. (6) Multiplying by two and dividing by ten when 
dividing by five, (c) Simple interest calculations may be con- 
siderably facilitated at times by the application of the foUowine 
rules, viz. — ^ 


5 % 

6 % 

4 % 


per annuin Simple Interest is one penny on j[j per month. 

'• '* M .. one shilling on £io per month 

" •• »* .. 1% per quarter 


Illustration. 

5 % per annum on £129 for 7 months 
o, ** 7 X los. 9d. «= £3 15s. 3d. 

4 /q per annum on £ 28 ^ for 3 months 
1% of £2S^ — £2 17s 


with SeneraUy inclined to note these simple devices 

ids mS imTV- subsequently to banish them entirely from 
these "short n ^.“®utial that he should endeavour to cultivate 

As a reSh w2n tT* spontaneous. 

J vu ^ examination time arrives he will Ld himself 

ex™ battery of time-saving weapons agaS he 
leam he useof s^^^^^^^ lack of time.” Again tL student must 
mS ifficidt particularly in the 

Saote^on P J ^ be found in the 

P ^rtnership and Limited Companies. It must be realized 

28 
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that a fundamental knowledge of simple algebra is absolutely essen- 
tial for the modem examinations, and it is only by constant practice 
that proficiency may be attained. Though the problems in this book 
calling for algebraic solution may be passed over at a first reading, 
they must eventually be faced and mastered, so that algebra may be 
called to hand with complete confidence, and without the fear 
of unfamiliarity and uncertainty, in the examination hall. 


COST AND SELLING PRICE 


Many problems are set in which either the selling price or the cost 
price of a certain lint; of goods is given, together with the rate of 
gross profit earned, this rate of gross profit to be computed on either 
the cost price or the selling price, according to wliich is the un- 
known figure. If the selling price is given, the student may be 
required to find the cost price, and vice versa. This type of problem 
is met with ver\^ frequently in examinations, especially in questions 
on Cost Accounts. 

Great care must be taken to see on which price the rate of gross 
profit is based. 

Illustration. I'he gross profit is 25 per cent on cost ; the selling 
price is £iy^. It is required to find the cost j)rice. This may be 
obtained as follows — 


£ 

Let the cost price « too 

The profit is 25% thereof ~ 25 

/. When the cost price is 00 the selling price = 125 


WTien the selling price is £ 1 75 the cost price 


100 

- — X 

125 


175 


In the above illustration the percentage of gioss profit or “ Loading" 
on Cost is given and the Selling price is the known figure. The 
terms may be interchanged, i.e. the percentage of Gross Profit or 
Loading " on Selling price maybe given and the Cost price be the 
known figure. It will be noted, for example, that the percentage of 
Gross Profit on Selling price is 20 per cent, whilst the percentage on 
Cost price is 25 per cent. 

As an illustration of the interchangeability of the percentage 
expressions the following may be appended — 

20% of Cost *= i6j% of Selling, or I of Cost | of Selling. 

25% .. « 20% „ i „ ^ I 

33i% .. “ 25 % .. i « 1 
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Similarly 

i of Cost « » of Selling, i.e. of Selling. 


i.e. — 

19 -H 7 

It should be appreciated that, once proficiency in making this con- 
version has been attained, valuable time will be saved in examina- 
tion work. If a percentage of profit on Sales and the Cost figure are 
given in a question, by the process of conversion the required figure 
can usually be obtained mentally, e.g. a profit of is made on S^es, 
and the Cost is What are the Sales ? The student will 

immediately think of the known factor, i.e. Cost, and secondly he will 
convert the profit on Sales into profit on Cost (the; known 
factor). ' 

Profit — V"r X £1.650 = £$00 

Sales = £1,650 (cost) + £300 (profit) =- ;ii,95o 

The profit thereon is £300, which is of Sales. 


ALIQUOT PARTS 

Where a certain amount has to be subdivided into smaller parts 
which themselves must be maintained in a certain ratio, students 
are often at a loss as to how the whole is to be divided at each sub- 
division. Tlie rule is to take the total of all the ratios and divide it 
into each ratio; tliis will give the fraction of the whole represented 
by each share. 

Illustration. A, B, C, and D, are to divide ^1,000 in the ratio of 
4:3*2:!. How much does each receive ? 


4-|-3 + 2H-i=rio 
A will receive ^V, X £1,000 = £400 
K .. .. io X -^1,000 = £300 

^ .. .. X £1,000 * ^200 

*’• ^ .. .. A X £1,000 = £100 

£1.000 


Should at any time one or more of the dividing parties drop out 
and the remainder still wish to maintain as between themselves the 
ra/»o as before, all that is required is to proceed as before, 
gnoring the share of any party who has dropped out. 

A previous example B drops out ; 

the ratios will then be A: C: Din the ratio of 4: 2: 1. 


4 + 24-1 = 7 

A will receive X £1,000 «= 3^571^ 
V S " .. 7 X £1,000 «= 3^285 j 
' ^ .. « * X £1,000 = £1423 

£1,000* 
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The same principles exactly are involved in many instances 
which occur in business of a sum being received before it is earned, 
e.g. in hire purchase contracts, and discounting of bills of exchange. 
In these cases it is necessary to transfer a portion only to Profit and 
Loss Account in the first year. 

An excellent illustration arises in hire purchase transactions when 
a Hire Purchase Reserve is created and transferred to Profit and 
Loss Account in fixed instalments over the period of the agreement. 
The matter will be treated in detail in its appropriate place and the 
sole point of its introduction at this stage is to deal with the arith- 
metical side. 

Illustration. X deals with goods on Hire Purchase and creates a 
Reserve to cover risk, interest, etc., wliich is added to the price to the 
customer. The amount in four years is £1,000 and it is to be 
transferred to Profit and Loss Account over four years as follows — 
(i) 15 per cent, (2) 45 per cent, (3) 30 per cent, and (4) 10 per cent. 
Thus the amounts to be written off in the respective 5^ears will be 
iVo. A’O. roo. and ,Vf, of £1,000, i.e. £150, £450, £300 and £100. 
The question thus presented is simple enough, but it is sometimes 
presented in a form that causes difficulty. 

Illustration. Using tlie same data the question states that at the 
end of the second year the balance of the Reserve is £400 (i.e. £150 
and £450 have been transferred to Profit and Loss Account). The 
amounts remaining to be transferred to Profit and Loss Account 
are to be calculated on the written down figure of the Reserve £400, 
If the beginning figure is not given, but merely the written down 
figure of the Reserve (£400), and the percentages transferred or to 
be transferred in each of the four years, the proportions to be written 
off in the third and fourth year may be obtained similarly, viz. — 

3rd year . . . • x’H X £400 =* £^00 

4th year . . . . IP, X £400 = £100 

The point to watch is that in the third and fourth year the calcu- 
lation is based upon the Remaining Reserve, and not on the original, 
so that the proportions transferred must likewise be based on the 
remaining proportions. 

Thus, if the Reserve had been given as at the beginning of the 
second year, i.e. £1,000 - 150 = £850, the proportions to be written 
off in the three succeeding years would have been 45, 30, 10, i.e. — 

and year . . . • X £Sso = £450 

3rd year . . . . X £850 * £300 

4th year . . P-I X £^50 « £100 

COMMISSION 

In many questions it is stated that the manager is to receive a 
commission of a certain percentage of the profits after deduction of 
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this commission and only the trading profits figure is given (i.e. profits 
before deduction of the commission) and it is required to find the 
amounts due to the manager under this head. 

Illustration. A is to get 10 per cent of the profits of A. B. Ltd., 
after deducting liis commission. Profits prior to charging commis- 
sion are £2,200. 

If A gets £joo commission 
The remaining profits = £1,000 
Total profits =r. £j, 100 

Commission — iV profits 

If the total profits are £2,‘ioo, the commission 
= X £2,200 = /200 

Hence A*s commission is one-cleventh of the profits prior to 
charging the commission and one-tenth of the profits after charging 
the commission. 

Similarly, if the commission is 5 per cent (^-[175) of profits after 
charging the commission, the calculation would be ^ X profits 
before charging commission ; if 8 per cent, then ^ ^ x profits before 
charging commission ; if 20 per cent, then x profits before charg- 
ing commission. 

Where the commission on profits prior to charging commission is 
stated in the form of a vulgar fraction, into which form a percentage 
may easiW be changed, viz — 8 f)er cent ^ ^-7,, 15 per cent etc., the 
rule is to increase the denominator by the amount of the numerator, 
and the resultant fraction multiplied by profits Prior to charging 
the commission produces the required commission figure. 

Illustration. A is to get of the p^rofits of A. B. Ltd., after charg- 
ing his commission. Profits p)ri()r to charging his commission are 

£9-400. 


Commissioa 


2 2 

^ X profits prior to charging commission 


2 2 

— X 9.400 [or — (9,400 - 400) = ;^40o] 

^7 45 


The same type of problem arises as below — 

In bankruptcy it frequently happens that the trustee is entitled 
to a remuneration based ujion dividends paid to unsecured cre^ditors. 
After all the other expenses have been paid, the cash left will provide 
both for the remuneration of the trustee and for the dividend to the 
unsecured creditors, and the remuneration will be a percentage 
based, not upon the total cash remaining, but upon that paid to the 
unsecured creditors. 

Illustration. A trustee in bankruptcy is entitled to 2j per rent 
cornmission on the dividend paid to unsecured creditors: the cash 
available, subject to the above, is ^3,280, and the unsecun'd cred- 
itors amount to ^[>.400. 
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2 ^ I 

The remuneration of the trustee will be — ^ = — X /3,28o ~ /8o, 

102^ 41 * 

leaving £3,200 for the unsecured creditors. The remuneration is 
thus 2j per cent of £3,200. 

Care should be taken in the case where the resultant figure is 
already ascertained, as the computation will be simply 2J per cent 
upon the ascertained figure. 

Illustration. Assuming that £6,800 cash was available in the above 
illustration, then, as the creditors can receive no more than £6,400 
(i.e. 20s. in the £), the dividend is already ascertained, and the re- 
muneration of the trustee will simply be 2\ per cent of £6,400, i.e. 
£160. (The balance left will be handed over to the Debtor.) 


DECIMALIZING £ s. d. 

Wherever possible, in dealing with fractions of £ s. d. the 
decimal system should be used. From the formula given below any 
sum of money can be instantly decimalized or turned from decimals 
into £ s. d. It is only with practice, however, that great rapidity 
and accuracy can be obtained, and every student is advised to spend 
some time working out examples for himself. 

To decimalize money — 

£ 

Every 2S. = *1 

„ IS. — -05 

„ Jd. = -ooi (approx.) 

(^i) When the pence are less than 3d. every Jd. should be taken as 
£■ 001 . 

(6) Where the pence are 3d. or over, but less than gd., every Jd. 
should be taken as £*ooi and -ooi added to the result. 

(c) Where the pence are gd. or over, every Jd. should be taken as 
£•001, and *002 added to the result. 


Illustration. 

£ ^^ d. £ 

100 42= I00'208 

98 5 3 = 98-263 

7 19 61 = 7-977 


£ ^- d, £ 

6 14 8 = 6-733 

109 12 9 = 109-638 

18 III = *947 


For changing back decimals into shillings and pence the familiar 
method of multiplying first by twenty, and secondly by twelve, 
is generally employed. However, greater celerity may be achieved — 
indeed the calculation may always be computed mentally and 
rapidly — if the methods outlined above for decimalizing money are 
reversed, thus — 

{a) Where the decimal exceeding -05 is *013 or over, deduct -ooi 
and divide the remainder by four to find the pence. 
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(6) When the decimal exceeding -05 is -038 or over, deduct -002 
and divide the remainder by four, to find the pence. 

The shillings may be ascertained at a glance, each -05 representing 
one shilling. 

Illustration. 

i £ d. £ £ s. d. 

5-223 = 5 4 5i I2-879 = 12 17 7 

27-042 =27 o 10 2-098 = 2 I Ilf 


STOCKS AND SHARES 

The majority of students will have learnt, at some time in their 
studies, the arithmetic of stocks and shares, but the autljor has 
found that the following types of problems involve even advanced 
students in dilhculties. 

(1) Where the rates of interest paid and the required yield are 
given, and it is required to find the market price of securities, the 
calculation is as follows — 


Market price Nominal value x 


Actual rate of Interest paid 
Required yield 


Illustration. At a certain date the market considers 4 per cent per 
annum to be a fair return on 3I per cent Conversion Loan. Accord- 
ingly the market price will he — 

31 

£100 X — =r £87 IOC per j^ioo Nominal 


(2) When the amount of money invested is given together with the 
market price of the investment, the nominal amount purchased is 
found as follows — 


Nominal amount = 


Amount invested 
Market price 


Illusrration. A invests {i,ooo in buying £i shares in X. V. Ltd., 
paying 50s. per share. Tiie nominal amount of his holding is there- 
fore — 


£ 


1,000 


2 = £400 


(3) Where the market price of the investment is so much per 
hundred (i.e. Stock) tlie formula is — 


Nominal amount - 


Amo unt invested 
Market price 


X 100 


Illmtration. A invests £1.000 in 34 per cent Stock at 80. 
nominal amount of his holding is therefore 


The 


^1,000 

£-~^ X loo = £1,250 
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(4) When the cost of the investment, the market price and the 
rate of interest are given, the gross amount of the dividend (or 
interest) can rapidly be obtained without ascertaining the nominal 
amount of the investment from the formula (where the investment 
is quoted per £100) — 


Interest 


Amount Invested x Rate of Interest 
Market price 


Illustration. A invests £2,400 in 3J per cent Stock at 84. The 
interest for a full year is therefore — 


, 2400 X 3i 
^ 84 


£100 


Proof. The Noniinal amount of the Stock will be — 

^2,400 X 100 _ ^20,000 

1 n/ ,20,000 ,20,000 7 

3i% per annum for one year on / = / X =* /loo 

T 1 200 


The above formula is true only where the investment is stated as 
so much per hundred. Otherwise the nominal amount of the invest- 
ment will be found simply by dividing the amount invested by the 
market price, as shown above. The gross amount of tlie interest 
may then easily be calculated. 

(5) Where the risk involved in a certain investment is given to- 
gether with the estimated cash amount of the dividend, and it is 
required to find the market price — 


Market price = 


Amount of the dividend 
Percentage of risk 


100 


Illustration. The shares of no par value of the Yankee Bank Inc. 
are considered to involve a risk of 7 per cent, and the next dividend is 
estimated to amount to $10.50 per share. (As the shares are of no 
par value, the dividend cannot be expressed in terms of a percentage.) 
The price of each share will therefore be — 


I 


10.50 X 100 
7 


$150.00 


Proof. Price of each share = $150.00. Risk 7 per cent per annum. 

Dividend — $10.50 per share and 7 per cent of $150.00 = $10.50 
dividend. 

In all questions of the above type, no candidate can expect to 
earn full marks unless he deals with the question of the amount of 
dividend earned to date included in the price. 

In all cases the amount of any dividend accrued will have to be 
added to the price found by the formula to get the actual market 
price. 
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The following example illustrates the working of a problem in 
which it is necessary to find the proceeds of an original investment 
which has been converted into another. 

Illustration. A expends f 1,000 on 5 per cent Stock at 95 which 
he sells at 105, investing the proceeds in 3J per cent Stock at 70, 
and sells at 68, How much does he receive on sale ? 


The amount purchased of 5% Stock £1,000 X i.e. Nominal = x 


which when he sells produces 

105 

X X — - 

100 

with the amount oly , he is able to make 

100 

a purchase of 3!% Stock 

V X 

70 

68 

which when he sells produces 

X X 

100 




•m X 

^ ? 


This will equal 


100 

> 1 ,000 X — ■ 
95 


X — - X 

100 


100 

7o" 


68 

100 


It will be seen that the four "loo's” cancel, leavi 
as follows — 


105 68 

1,000 X - ' X — = 
95 70 


21 68 

1,000 X X — 
19 70 


21 68 

100 X — X — 
19 7 


.20,400 - „ , 

i.e. i-~~ = ii.on 13s. 8d. 


100 X 3 X 68 

19 


It is, therefore, simpler to employ the rule of dividing the original 
sum by the purchase price (in the ai)ove example, 95), then multiply- 
ing such result by the selling price (in the above example, 105) and so 
on till the final sale is reached. 

Illustration. A expends £2,000 on a purchase of 4 per cent Stock at 
75, which he sells for 72, and with the proceeds he buys 5 per cent 
Stock at 96, selling the latter at 100. The amount finally realized 


2,000 



= 2,000 X 
” £2,000 


11 

1 

11 

75 


I 100 

X ~ X 

96 I 


96 


2,000 X 


3 100 

-- X — 

75 4 


Actually the answer is obtainable at sight, because in the first 
instance he loses s^nd in the second he gains i.e. in one case 
he loses and in the second he gains Ti^g. 


FLAT AND REDEMPTION YIELD 

(а) The flat yield is the yearly return on an investment, ignoring 

any profit or loss accruing on redemption, e.g. a stock may be issued 
at 98 redeemable in 10 years* time at 108, thus giving a profit to the 
holder, so that — ^ 

(б) The redemption yield is the yearly return on the investment 



ARITHMETIC OF ACCOUNTANCY 


37 


taking into account any profit or loss on redemption, i.e the flat yield 
plus yearly profit arising from surplus of redeemable price over 
purchase or issue price ; or the flat yield less yearly loss resulting from 
deficiency of redeemable price as regards purchase or issue price. 

Illustration. A buys at the date of issue 5 per cent Stock at 95 
redeemable in 10 years* time at 105. Ignore expenses. 

Flat yield 

-- X 100 ~ 5*26% per auaun» 

Profit on redemption 
10 

« — X 100 
95 

~ X lOD 

— yearly 

— _L X 100 per annuiit 

95 

Redemption yield = 6*31% per annunj 


It is clear that the holder gains 10 points in 10 years on ever}^ 
£100 of Stock, so that on an outlay of £95 he receives (or strictly his 
capital is augmented by) £i each year, i.e. x 100 per cent 
yield per annum. 

The same principle will apply in case of a loss on redemption ; for 
instance if the redemption price at the end of 10 years is 85 then 
there will be a loss of in ten years, which calculated exactly as 
above, equals 1*05 per cent per annum. 

Therefore the yield per annum on the Stock, taking into account 
loss on redemption, is 

Flat yield =5 5*26% per annum 

Loss on redemption = 1*05% per annum 

Net yield = 4'2i% per annuiiJ 


In practice two very important details will affect the results, viz. — 
(t) Cost of purchase or sale (not applicable in the above illustra- 
tion as the circumstances postulate an application for the Stock on 
issue and the retention of the Stock till maturity). 

(2) Income Tax. 

The above-mentioned method, so far as ordinary requirements are 
concerned, is invariably adopted m practice, although theoretically 
the profit on re(lem]itinn per annum so determined is inaccurate (the 
inaccuracy increasing with the length of the period lapsing between 
date of purchase or issue and date ul redemption). 

This arises in consequence ol the fact that the one point (^i) 
profit is not received yearly, as is the dividend, but only upon the 
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expiry of the 10 years. A sum of £10 payable in 10 years is certainly 
not worth £10 now. Hence the true worth now (i.e. the present 
worth) is such a sum which, invested at such a rate of interest as 
is considered desirable and allowed to accumulate with yearly rests, 
will amount at the end of the ten years to £10. 

As this is a matter of actuarial science, it will not be considered 
here. In practice if the precise figure is required. Tables suppl5dng 
the information are available and, so far as examination work is 
concerned, the requisite figures would undoubtedly be supplied in 
the question paper. 


AVERAGE 

Weighted Average may be defined as the quotient of the sUm of a 
series of items multiplied by their number, divided by the ^um of 
their number; that is to say, it is the result achieved by multiply- 
ing each item in the series by its number (commonly called weight), 
such products being totalled, and then divided by the sum of the 
number of weights. 

Illustration. Of 20 companies — 

15 companies pay 10 i>cr cent dividend; 

5 companies pay 6 per cent dividend. 

The average rate of dividend is 9 per cent, arrived at as follows — 

15 X 10 150 

5 X 6 = 30 

20 180 


Average rate of dividend per comj)any — 



Illustration. A company's wage bill comprises the following — 




£ 

1,000 employees at 

/3 per week 

= 3,000 

400 ,, 

£4 

= 1,600 

100 „ ,, 

£5 

— 500 

20 ,, ,, 


— 160 

5 

;£i2 

==: 60 

1.525 

Total Wages 

= £5,320 


Average weekly wage per employee — 

1,525 

It is clear that this average is no true criterion of the wages 
received by any specific employee, since 525 employees are receiving 
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or over per week. The average is weighted heavUy by the large 
bulk of the £3 per week employees. 

Where the sales of a period are given, e.g. a year, and it is stated 
that the sales for specified months are a certain number of times as 
heavy as those in others, then to ascertain the amount of the Sales 
or the Gross Profit apportionable to any particular month, it will 
be necessary to weight the months accordingly. 

Illustration. The Total Sales for the year = £7.600. 

(a) The average sales for the first three months, J anuary, February, 
and March, are three times as high as tlio.se for the last five months, 
.\ugust to December. 

(i) The average sales fur the lour montlis, .\pril to July, are twice 
as high as tliose for the first three months, January to March. 

Taking the sales average of the last live months as the basic 
unit -- I,thefirs1 period’ssalespermonth are threetimes as great -- 3, 
and the second period's twice as great — 6. 

The ratios in order of time are 3: 6: i. 

The average sales per month are — 

(а) Three months in ratio 3:1= 9 units 

(б) Four „ „ „ 6:1 = 24 „ 

(e) Five i : i = 5 .. 

38 units 

The average sales per month in the different periods will vary in 
the ratio, 3 : 6 : i, as explained. The amounts of the various averages 
will be found as follows — 

The total amount of sales effected in periods will be— 

Ratio 

(a) X 7, 600 = 1, 800 (3 months) = /600 per month 3 

X 27 .hoo = /4, 800 (4 months) = ^^1,200 „ 6 

W X ;i7.hoo = ^1,000 (5 months) = /200 „ i 

It will thus be seen how it is necessary to weight the months in the 
proportion in which they contribute to the total sales in order to 
find the specific monthly or periodical figures for comparative pur- 
poses, etc. 



CHAPTER IV 

ACCOUNTS CURRENT AND AVERAGE DUE DATE 

When it is agreed that interest be charged in respect of transac- 
tions between parties it is usual, in order to facilitate calculations, to 
have a special ccjlumn ruled adjacent to the ordinary column, on 
each side of the Ledger, this being purely ‘^Memorandum.” Such 
additional columns are employed merely on account of th^ir useful- 
ness in the calculation of interest, and having provided the amount 
thereof the columns have fulfilled their function. Hence the entry 
of interest into the ordinary columns of the Ledger must be posted to 
Interest Account, either through the Journal, or if the number of 
transactions of this kind should warrant it, through an Interest 
Journal or Day Book, 

An Account Current, then, is a statement in account form of 
transactions of one person with another, duly set out in chronolog- 
ical order, with additional columns for the purpose of computing 
interest allowed or received, the net balance of which will be entered 
to the credit or debit of tlie account itself. 

Before the methods employed in accounts current are dealt with, 
it will be necessary to observe the following points — 

(1) The Account, save for Interest, will be an ordinary account, 
but just as the Bank Pass Book may contain the entries reverse to 
the sides in the bankers' book, i.e. to correspond with the entries in 
the cu-stomer's books, so the Account Current may, when rendered 
to a party, be reversed to correspond with the entries in the books 
of tlie person to whom it is sent. 

Thus "Jones in Account Current with Brown" would represent 
the state of account of Jones in Brown's books; in other words, 
Jones is the accounting party, so that his account will be in debit 
for goods sold to him, charges, etc., and in credit for payments, dis- 
counts thereon, allowances, etc. 

If, for the convenience of Jones, these sides are reversed, the head- 
ing will be " Brown in Account Current with Jones," and the entries 
will correspond to, and be on the same side as, those appearing in 
Jones s Ledger; that is, Brown will be in credit for goods he has sup- 
plied to Jones, and in debit for payments, discounts thereon, allow- 
ances, etc. 

(2) In calculations of interest, if computed according to the 
number of days, the opening date, if it is the date on which the 
balance, if any, is brought down will be included, but if it is the date 
of the first transaction it will be excluded, 

required in dealing with bills of exchange 
and forward-dated sales, as the due date of the bill and the 
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forward date of the sale are the material dates for the purpose 
of interest. 

The methods adopted vary, and from an examination point of view 
it is advisable to be quite clear on one method and ignore the others. 
The various methods are — 

FIRST METHOD 

Each item is taken separately and the number of days from the 
date opposite such item to the end of the period is ascertained 
and interest calculated at the agreed rate of interest for the re- 
quisite number of days. 

SECOND METHOD 

A modification of the above method is to employ the products 
system, i.e. instead of making separate calculations, each item is 
multiplied by the number of days from its date to the end of 
the period, and one interest calculation only is made on the net 
products for one day. It should be clear to the student that if there 
is interest on £150 for lo days, this, when made into a product 
and treated by the products method, will be — Interest on £150 x 
10 = £1,500 for one day; and this principle is employed herein. 

THIRD METHOD 

The other method of importance is the Epoque method. Broadly 
speaking, the procedure is the reverse of those already explained. 
Interest is computed from the commencement of the period to the date 
of each item. Thus no Interest must be charged on the Opening 
Balance, ^ but interest for the whole period of the account will be 
charged on the Closing Balance. ^ 

Where interest is computed at a higher rate for debits than credits, 
or vice versa, there will be two calculations, one for the total debits 
and another for the total credits. This applies to all the above 
methods. 


RED INK INTEREST 

Where transactions are passed through an Account Current it is 
essential to compute interest from the due date, and not from the 
date of entry. As has been seen, an invoice may be dated forward, 
and, aiialogous to this, a bill of exchange may be payable at a future 
date. No particular difficulty is likely to arise so long as such 
future date falls within the period under review. Where, however, 
such due date occurs after the period of the account has ter- 
minated, the intervening time (i.e. between the close of such period 
and the due date) must be brought into consideration. 

^ Debit balances are here assumed. On the same principle interest will 
b® credited for credit balances. 



42 ACCOUNtANCV 

(1) Ordinary Method. Where an entry is made against the custo- 
mer, and the due date arises after the close of the period, it can be 
seen that not only should no interest be charged, but credit given 
for the time elapsing from the close of the period to the due date, 
because the item debited will be brought down as a balance 
for the new period, and consequently interest which should 
run from the due date will be charged as from the start of the 
new period. 

The converse applies where the customer accepts (i.e. remits) a 
bill of exchange, due after the period in question has closed. The 
opening balance for the new period on which interest is calculated, 
will be unduly small. Accordingly it will be necessary to charge 
interest on the bill from the date of the close of the period to the due 
date of the bill. 

Thus the interest will be normally on the reverse side to t/ie 
relevant item, but it is customary to show it in red ink on the same 
side, to denote that it really belongs to the opposite side, and to 
connect it with its appropriate item. These red ink entries will be 
calculated separately from the others ; that is, red ink entries on the 
debit side will be counted as credits, and vice versa, and if there are 
a number of red ink entries on both sides the balance only may be 
used for the interest calculation, provided that the rate of intere.st 
for debits and credits is the same. 

(2) £poque Method. Under the Epoque method, interest must be 
charged on the bill from the commencement of the period in which 
the hill is remitted to the due date of the bill, since the interest 
calculation for the whole period is made on the closing balance, and 
not on the opening balance, which is understated by the amount 
of the bill. Thus no red ink modifications are called for. The same 
principle applies to forward dated sales. 

In order to prevent confusion it is submitted that it is preferable 
to avoid red ink interest, and always to insert the interest upon its 
correct side. 

The rules may be formulated thus— 

(i) Ordinary Method. 

Where an entry is made within the period in question, but having 
a due date subsequent to the close of such period, interest must be 
calculated for the time elapsing between the close of the period and 
the due date of the transaction, and shown on the opposite side to 
the principal entry, or, if the red ink principle is to be followed, the 
interest entry will be in red ink on the same side as the prin dpal 
entry, to denote that its true side should be on the reverse of the 
account 

Alternatively, interest may be computed from the nominal date 
(on the usual lines) and shown in the ordinary way, and on the 
opiate side of the account an entry for interest may be made, 
tor tbe length of time elapsing between nominal date and due date 
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IHustration. A owes B on ist January, 19.., £300 and on 31st 
March he remits a bill of exchange for £120 (seven months* date). 
Interest is charged at 5 per cent per annum (calculated in months, 
da} s of grace^ ignored) the Account Current running to 30th Jime, 
19.*. 

It will be seen that the bill is not due till the end of October, 
and therefore the period elapsing from the end of June is four 
months; hence interest on £120 for four months will be debited 
to the account. 

The various alternative methods which may be used are shown on 
PP 44 to 45 - 

(2) Epoque Method. 

It must carefully be observed that under the £poque method the 
interest on the bill is calculated from the commencement of the 
period to the due date of the bill, and not from the date of the 
giving of the bill. Thus, in the above case, 10 months is the period 
upon which the calculation is based. 

The same principle applies when items are charged within the 
period of the Account Current, and the due date falls after the end 
thereof — 

Illustration. ^ 

On ist January, 19 A owes B ..... 200 

„ 1st March, 19. .. A remits cash ..... 50 
„ 1st April, 19 A buys goods from B (due date, 1st 

September) . . . . . . .120 

., 1st May, 19. A remits an 8 months' bill . . . 100 

Show Account Current rendered by B to A (ignore days of grace^) 
for half-year to 30th June, 19. . calculating interest at 5 per cent 
per annum. See Account (i) on page 46. 

Alternatively, the Account Current may be stated by taking the 
nominal date of the goods and the bill as the true date and calculat- 
ing the number of months from the nominal date to the actual date 
on the contra, as in Account (2) on page 46, i.e. — 

(1) Instead of calculating red ink interest on the bill for six 
months, interest will be calculated as if the bill were due on the date 
g;iven, i.e. ist May — two months interest and contra interest for the 
period of the bill, i.e eight months; thus the difference ” contra” is 
SIX months as in the previous example (see items q and r in Account 
(2) and b in Account (i) ). 

(2) Instead of calculating red ink interest on the goods for two 
ii'onths, interest wiU be calculated as if the invoice for the goods 
'vere dated 1st April — three months interest and contra interest 
|or the period elapsing between ist April and ist September — 

months ; thus the difference is two months as in the previous 
example (see items x and y in Account (2) and a in Account (i) ), 

^ See page 147. 
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The preceding examples have been worked on the ordinary and 
conventional rules, but from a purely academic point of view where 
Red Ink interest occurs the correct procedure is to bring the interest 
down to the following period in the Interest column, and not to add 
it to the principal (or deduct as the case may be), because the result 
should be exactly the same as that where cash is paid on the due 
date of the bill without the intervention of any bill transaction. The 
interest calculation in the period in which the bill matures should not 
be affected by the bill transaction. 

Illustration. A owes B £300 on ist January 19. . in respect of 
which debt B receives a 7 months' bill for £120, Assuming no 
further transactions occur, and that the bill is met at its due 
date, show the Account Current in the books of B to 30th June, 
19.., and 31st December, 19.., taking interest at 5 per cent 
per annum and ignoring days of grace. 

(1) The method academically correct is given in the first example 
ill page 48. 

(2) The Account Current drawn up under any of the methods 
indicated before would show a balance on 31st December, 19. ., of 
a()4 4s. qd., as shown in the second example on page 48. 

The difference is accounted for by the balance at 30th June being 
iirought down as £189 los, as distinct from £iSy los., that is £2 at 
5 })cr cent for half-year = is. 

Change in Rate. It frequently occurs that during the period under 
review the rate of interest is changed. In this ev^ent, probably the 
simplest method is to strike a balance of the principal on the date 
that the rate changes, calculate the interest to that date, and then 
calculate interest at the new rate on the balance of the principal 
to the end of the period. Care should be taken, of course, not to 
transfer the interest to the principal column before the end of the 


complete period. 

Illustration. 

19 - . £ 

Jan. I. Balance due to Brown ..... 400 

Mar. 31. Jones remits Cash to Brown . . 250 

Apr. 14. Brown sells Goods to Jones (dated 15th May) . 50 

May I. Jones sells Goods to Brown .... 20 


Interest to be calculated at 5 per cent per annum up to the 6th April, when 

changes to 6 per cent per annum. 

Show Account Current to 30th June, calculating in days. 

The Account Current is given on page 49. 

Periodic Balance Method. Under this method interest is reckoned 
on the balance (if any) from the commencement of the period until 
the date of the next transaction, when the revised balance is struck 
^nd interest is computed on it, in its turn, from such date to the 
'late of the next transaction, this process being continued throughout 
hie period of the account. 

Thus interest is reckoned in stages, each being measured by the 
length of time the balance remains unchanged. 



IN Account Current with 





Jones in Account Current with Brown 


w 
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prematurely introduced into the principal column. 
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This method is particularly suitable for interest calculations m 
banking accounts, but it may also be applied to ordinary accounts 
Its use will necessitate alteration in the form of the Account 
Current inasrnucli as it entails the striking of a new balance on the 
occasion of any transaction relating to the account. It must be 
clearly observed that where in a banking account a higher rate of 
interest is charged on overdrafts than is allowed on amounts in 
credit, this i> quite different from the system of charging one rate on 
all debits and allowing another on all credits, because in calculating 
Bank Interest the Temporary Balance is the material factor. 


Illustration. 

19 . * 

Jan I. balance due to Brown . . . • • 4®° 

Mar. 31. Jones remits cash to Brown .... 250 

Apl. 14. Brown sells goods to Jones (dated 15th May) . 50 

May 1. Jones sells goods to Brown . . . . 20 


Show Account Current to 30th June in Brown's books. 
Interest to l)e calculated at 5 per cent per annum. 
Calculate in (a) days and (b) months. 


Jones in Account Current with Brown 
{a) 


Date 

Dt'blUi 

j Creditfa 

~ bf 

B.ilancc 

1 Cf. 

1 Balance 

Days 

Uiiolianged 

j Products 

Months 

Unchanged 

Products 

*9 . 

i 

L 

^ 1 

£ 





Uo 1 



400 1 


90 

36,000 

3 

1,200 

Miif, 31 


250 



3* 

i 4.<)5w 

r 

X50 

May 1 


20 

130 1 


14 

1 1,820 

i 

05 


50 

i 

180 


40 

8,280 

4 

270 


i 

1 




J81 


6 

1,685 


(a) Interest on £50.750 lor i day at 5% per annum 

^ / 50.750 X 10 
73,000 


i 

6 19 o 


(5) Interest on £1,085 for i month at 5% per annum 

1.685 X 10 

~ i , —705 

^ 200 X 12 ' 

[01. being a penny in the £ per month, 1,685 pence] 

Ihe difference in the results of t|ie different interest calculations 
is due to the fact of — 


(a) 14 days being treated as J month. 

(b) Difference in the length of months. 

(c) Six months are treated as 182J days, i.e. one half of 365 days. 

T. Jones, a customer, had the follov/ing transaction 
with the Central Bank during the half-year to 30th Time iq . 

He drew out as follows — ' 


19. , 

Jan. 

6 

£ 

100 


18 

180 

Feb. 

22 

100 

Mar. 

M 

300 


A ^ ' - ’l * 

April 2 950 

May I . no 

June I . . 40 

10 . . So 
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And paid in as follows — 


19- 


£ 

19 * . 

£ 

Jan. 31 


• 80 

April 30 

, . 160 

Feb. 16 


• 50 

May 8 

30 

Mar. 2 


. 500 

24 

. 80 

12 


400 

28 

. 30 

31 


. 150 

June 25 

. 520 


His balance at ist January, 19 . . was in credit to the extent of £300. 
You are required to show T. Jones's account in the books of the 
bank having regard to the following — 

(1) 2j per cent per annum is allowed on credit balances.’ 

(2) 5 per cent per annum is charged on debit balances. 

(3) Commission charged at rate of is. per £100 on sums paid in. 

T. JoNBS IN Account with the Central Bank, Ltd. 


Date 

Particulars 

Debits 

1 

Credits ! 

1 

1 

Balances j 

No. of ! 
Days j 

1 

Products 

Dr. 

Cr 1 

Debits 

Credits 

!().. 

Jan. 1 

Balance 

1 

£ s d.\ £ s. d. 

i 300 0 0 


£ 

300 

1 1 

6 

! 

x,8oo 

6 


100 u 0 1 


200 

12 

n 


2,400 

18 


180 0 oi 



20 


260 

31 



80 0 0 


100 

! 

1 

x,6oo 

Keb 16 

22 


i 

50 0 0 


ISO 

6 


900 


100 0 0 



50 

8 


400 

Mar 2 



500 0 0 


550 

xo 


5,500 

12 

1 


400 0 0 


950 

2 

17 


1,900 

u 1 


300 0 0 



650 


11,050 

31 



150 0 0 

' ' 

800 

2 

1 

x,6oo 

April 2 


950 0 0 


150 


28 

4,200 


30 



160 0 0 


10 

X 


10 

May I 


no 00 


100 


7 

700 


8 

1 - - 

1 

30 0 0 

70 


X6 

X ,120 


*4 

I 


80 0 0 


zo 

4 


40 

28 



30 0 0 


40 

4 


x6o 

I>me I 


40 0 0 



1 

1 

9 



10 


0 

0 


80 


15 

X ,200 


25 



520 0 0 


440 

S 


2,200 

30 

Interest 


I X I 




1 

7.220 

79,820 


Commission . 

X 0 0 








Balance c/d 

440 X I 








£ 

2301 X X 

2301 I 1 






> 9 -. 
July I 

Balance . b/d 


440 1 I 







’ Interest is not normally allowed nowadays current accounts. 
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The interest is ascertained as follows— 

I s. d. 

Interest receivable = 2^% p.a. on /29, 820 for I day = 2 o 10 

Interest payable «= 5% p.a. on ^7,220 for i day ^ 19 9 

Net Interest receivable — i i 


The commission is ascertained as follows — 

Total payments into bank =» £2,000 
IS. per cent of £2,000 — £i 

Note. The £300 balance has already borne commission during 
the preceding year. 


AVERAGE DUE DATE 

Ihis may be defined as the mean or equated date on which one 
payment may be made in lieu of several payments due on a series of 
dates. 

It us used in connection with the settlement of contra accounts, 
accounts wliich are to be settled by a series of biUs ; the calculation oi 
interest on partners’ Drawings Accounts; the piecemeal realiza- 
tion of assets during a partnership dissolution ; and other transaction's 
01 a similar natun;. 

Die method of arriving at the average due date is as follows— 

(1) A r.ertain convenient basic date is taken as a starting point 
from wluch all calculations have to be made. This starting point 
shoidd preferably be the due date of the earliest transaction 

(2) 1 he number of days (or months) that the due date of each 

from the basic point must then be ascertained. 

. (usually taken to the nearest /) is multiplied bv 

jts_distance (measured in terms of days or months) from thfbask 

vJli J'LSf.r ‘O'** 0l th. 

S' ““ 

® "" “o“’"S 0< "oney due o„ Ik 


i 

100 due 4th March 
160 23rd April 
40 1 st May 
200 ,, 15th Alay 
5 «>o „ 3 i 8 t July 
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He desires to make one pa5anent on the average due date, which 
will be ascertained as follows — 


Date 

Amount 

Time from | 
4th March ! 
in days | 

Product 

i 

19. . 

i 

i 


1 

i 

Mar. 4 

100 

0 ! 


April 23 

160 


j 8,000 

May I 

40 

.*>8 ! 

2,320 

15 

200 

72 ! 

! 14.400 

July 31 

500 

>49 ! 

74.500 

1 


1,000 


1 99,220 






Calculation 

OQ 220 

' ' - 99 (to the nearest whole number) 

I ,ooo ’ 

The average due date is 99 days from 4th March =■ nth June. 

It is not, of course, compulsory to take as a base the date of the 
first amount due. In fact any date may be taken so long as it lies 
between the first and last dates. 

Illustration. Using the previous illustration, but taking 5th May as 
the basic date — 


1 

Date 

i 

j Amount 

Time from 5th May 

in days i 

Product 

Before- After -f 

Before - After -f 

19. . 

i 



Mar. 4 

100 

62 

6,200 

April 23 

160 

12 

1,920 

May I 

40 

4 

160 

15 

200 

10 

2.000 

July 31 

500 

87 

1 43.500 


£1,000 

1 

- 8,280 -1- 45,500 

1 

1 


Net Product 37,220 


Calculation 

37.220 


i.ooo 


37 days after 5th May (to the nearest whole number) 
nth June 
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Illustralion. Similarly, the end date may be used as the basic 
date. 


Date 

Amount 

Time from 31st July 
in days 

Product 

19. . 

t 

_ 


Mar. 4 

100 

149 

14.900 

April 23 

160 

99 

15,840 

Mav 1 

40 

91 

3,640 

15 

; 200 

77 

15.400 

July 31 

! 500 

i 

1 

0 

1 

! 


£i,ooa 


49.780 



i 

1 



Calculation 


49.780 

1,000 


50 days before 31st July (to the nearest whole number) 
nth June 


As has been mentioned above, the ascertainment of the average 
due date is often the quickest method of ascertaining the interest 
that should be charged on a series of transactions which bear interest 
over a period (e,g. partners* drawings). 

lUustration. A, a partner in the firm A B & Co., draws out from 
the business the following amounts during 19 . . upon which he is to 
be charged interest at 7 per cent per annum. 


19. , 


£ 

19. . 


£ 

Jan. 31 


150 

July 31 ' 


250 

Feb. 28 


100 

Aug. 31 . 


. 150 

Mar. 31 


. 160 

Sept. 30 . 


120 

April 30 


. 200 

Oct. 31 . 


100 

May 31 


. 140 

Nov. 30 


180 

June 30 


70 

Dec. 31 . 


• 31^ 


The best way to deal with a question of this type is to ascertain 
the average due date working in months and then find the amount 
of interest at 7 per cent per annum on £1,936 (the total amount 
^ drawings) for the period from the average due date to 31st 
December, 19, , The average due date will be ascertained as 
follows — 



ACCOUNTS CURRENT 


55 


End date being Commencing date being 

used as basic date used as basic date 




Months 


Amounts 

before 
31st Doc. 

19. 

£ 


Jan. 31 

150 

II 

Feb. 28 

100 

10 

Mar. 31 

160 

9 

April 30 

200 

8 

May 31 

140 

7 

June 30 

70 

6 

July 31 

250 

5 

Aug. 31 

150 

4 

Sept. 30 

120 

3 

Oct. 31 

100 

2 

Nov. 30 

180 

I 

Dec. 31 

316 

0 


£1.936 



roduct 

Months 

after 

Product 

1.650 

ist Jan. 

I 

150 

1,000 

2 

200 

1,440 

3 

480 

1,600 

4 

800 

980 

5 

700 

420 

6 

420 

1,250 

7 

1,750 

600 

8 

1,200 

360 

9 

1,080 

200 

10 

1. 000 

180 

11 

1,980 

0 

12 

3.792 

9.680 


* 3.552 


Therefore the average due date is 


9,680 

1.936 


months prior to 3xst December, i.e. 5 months 
« 31st July 


Alternatively, calculating from ist January, the average due date 


^ ^‘ 93 ^ months subsequent to ist January, i.e. 7 months 
«= 31st July 


Accordingly the amount of interest that must be charged to A 
is: interest at 7 per cent per annum on £1,936 for five months 
£5b 9s. 4d. 

Illustration. A owes B £400, due 31st January; A owes B £600, 
due 30th April ; B owes A £300, due 31st March. Find the average 
due date for a settlement in one sum. Calculate in months. 


A TO B 


Amt- 

£ 

Jan. 31 . 400 
Apr 30 . 600 


Mths. 

Pro- 

ducts 

0 

0 

3 

1,800 


Mar. 31 


£^.000 


1,800 


Average due date : i ,800 600 700 *= 

say, 22 Mar. 7^0 

3~{B.ao83) 


B TO A 


Amt. Mths. 

Pro- 

£ 

ducts 

300 2 

600 

£300 

600 


i| months from 31 Jan., 
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If the average due date is required for a fixed amount, it is found 
by taking the aggregate of the number of days (or months or years), 
divided by the sum of the number of days (or months or years), 
such (juotient being the number of days (or months or years) from 
the cormnciKement. 

Illustration. £10,000 lent on 1st January, 1953, is repayable in 
five equal annual instalments commencing 1st January, 1954. Find 
the average due date. 

^ — I years from Jst 

I 5 5 * 

Jcinuary, iqsj, lae ist January, i95f) 



CHAPTER V 


TRADING AND PROFIT AND LOSS ACCOUNT-- 
BALANCE SHEET 

Most students will already have familiarized themselves to a 
pTater or lesser degree with the nature of the items appearing in the 
Trading and Profit and Loss Account and the Balance Sheet. The 
lolJowing pages are devoted to the principles and difficulties of this 
topic ; })roblems of an advanced nature will be dealt witli as they 
arise in connection with Partnerships and Limited Comi)anies in the 
chapters on those subjects. 

DEFINITIONS 

Gross Profit and Gross Loss. Gross profit is the excess of the sales 
(less returns) over tlie cost of the goods sold including the expenses 
liiiectly attributable to putting the goods in a saleable condition. 
71 le cost of the goods sold is the amount of the opening stock plus 
pm chases (less return.s), less the amount of the closing stock — not 
merely the amount of goods purchased. A gross loss is the converse 
of a gross profit. 

Net Profit and Net Loss. Net profit is the surplus remaining after 
charging against gross profit all the expenses, including depreciation 
and otlier necessary ]>rovisions, properly attributable to the normal 
activities of the particular business. A net loss is the converse of a 
net prolit. 


FUNCTIONS OF THE FINAL ACCOUNTS^ 

1 lie final accounts consist of (a) Trading Account, (6) Profit and 
Loss Account, (c) Profit and Loss Appropriation Account and ((i) 
Haiaiice Sheet, 

The aim of the Trading Account is to ascertain the gross profit or 
^'loss loss for a certain period, that of the Profit and Loss Account is 
to ascertain the net profit or net loss for the same period. It is 
customary to keep the two accounts quite separate, but where the 
t^ioss profit or gross loss figure is neither required nor desired, one 
combined account may be employed. It is usual, too, instead of 
showing the two accounts as separate accounts, headed "Trading 
Account" and "Profit and Loss Account," to show them as one 
account with two sections, with the balance brought down from 
one to the other, headed "Trading and Prolit and Loss Account." 

* For the present, attention is confined to Trading and Profit and Loss 
Accounts, so that all references to other methods of showing business activities, 
Manufacturing Accounts, are excluded. 
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The aim of the Profit and Loss Appropriation Account is to show 
all dispositions, divisions and appropriations of the net profit. 
Thus, whereas all expenses incurred in the gaining of the net profit, 
such as loan interest, depreciation, rent, rates, wages and the like, 
are chargeable to the Profit and Loss Account, the Appropriation 
Account will be debited with such items as Manager's commission 
(where intended to be a division of profits), interest on capital of a 
partner, dividends to shareholders of a limited company, etc. 
Similarly all income properly attributable to the ordinary business 
activities will be credited to the Profit and Loss Account, and 
not to the Appropriation Account. 

The vital distinction between the Profit and Loss Acepunt and 
the Appropnation Account is particularly applicable to the 
accounts of limited companies and the topic receives attention in 
Chapter XXI 11. ' 

The Appropriation Account is not usually used in the accounts of 
a sole trader, non-business expenses, such as drawings, bein^; 
debited direct to ('apital Account, or, where it is desired to keep the 
capital figure intact, to a Current Account to which also the net 
profit is credit(?d. 

The aim of tlie Balance Sheet is to show in summary form thci 
financial state of the concern as disclosed by the books, and to that 
end will be scheduled the ass(‘ts, liabilities, reserves and capital as 
tiiey exist ujxui a given date. 

The Trading and Profit and Loss Account is (as its name implies) 
an Account and its construction conforms to the rules of double- 
entry, whereas the Balance Sheet is quite definitely not an account, 
but a mere Summary of Accounts appearing in the Ledger 
AFTER adjustment OF THE PROFIT AND LoSS ACCOUNT. It will 
therefore be comprised of all items that are not transferred to the 
I rading and Profit and Loss Account, including the closing stock as 
introduced into the books. Hence, as the Trading and Profit and Loss 
Account absorbs, as it w^ere. Nominal items, the Balance Sheet will 
be made up only of assets and liabilities, including closing stock and 
Capital. 

Its form — that is, reverse to the actual side of the Ledger on 
which the particular item appears — should cause no difficulty so long 
as the student treats every item consistently. In accordance 
with English custom, assets are shown on the right hand of the 
Balance Sheet and liabilities and capital on the left hand. The 
terms debit side" and "credit side" of the Balance Sheet are 
frequently employed, but it is preferable to refer to them as men- 
tioned above : left and right hand. 

Finally, as the Trading and Profit and Loss Account contains the 
results of operations over a period, the heading should be " Trading 
and Profit and Loss Account for the year (or other period) ended 
. . . ; the Balance Sheet, on the other hand, is a statement of the 
financial position at a stated date and hence should be headed 
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Balance Sheet as at (or on) (or at) ” For example, if 

final accounts are drawn up as a result of operations for the half-year 
to 30th April, 19.., the Trading and Profit and Loss Account 
will be headed — 

Trading and Profit and Loss Account for the Half-year Ended 
Dr 30TH April, 19. . Cr, 

The Balance Sheet at the close of the period will be headed — 
Balance Sheet as at 30TH April, 19 . * 


RULES FOR CONSTRUCTION OF FINAL ACCOUNTS 

(i) Trading Section of the Trading and Profit and Loss Account. 

The items usually appearing in this account are — 

{a) Debit side. Opening Slock. 

ore bases. 

Carriage Inwaids. 

Wages 

(6) Crepit Sum. Sales, 

Closing Stock. 

The Trial Balance will include opening, but not closing, stock; 
.stock at the end of the period must therefore be “taken” and valued 
And be incorporated in the accounts by means of the following 
jcnirnal entry — 


Stock , . Dr. 

To Trading Account 

When this entry is posted, the closing stock will appear on the 
debit side of the Stock Account and on the credit of tlie Trading and 
Profit and Loss Account, 

As many students experience great difficulty in dealing with the 
Stock entries, the following is given by way of illustration. The 
Irial Balance at 31st December, 1952, contains an item Stock 
(1st January, 1952) £1,000, and on taking stock at 31st December, 
1952, the stock on hand is valued at ;f 1,500. The opening stock 
ftT,ooo) will have been incorporated into the books at 31st December, 
1951, and have been shown in the Balance Sheet at that date as an 
i^sset, and will accordingly be a debit balance in the books through- 
out 1952. At 31st December, 1952, it will be transferred to the 
1 Fading Account by debiting that account and crediting Stock. 
I'he closing stock (£1,500) will be introduced into the books by 
debiting Stock and crediting Trading Account. The new stock wdll 
thus appear as an asset in the Balance Sheet and will remain as a 
debit balance throughout 1953. The Stock Account will appear 
thus — 
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Dr. 


Stock 

Cr. 

iwi 
rjec. 31 

j To Trading A/c .| 

II £ 

jju.ooo Dec. 31 By Trading A/c [1952] • 

£ 

x,ooo 

X 9 S 2 

rvc. 31 

1 To ^Trading A/c [1932] 

■1,500 



If, as occasionally happens in examination questions, the closing 
stock IS given as part of the Trial Balance, the presumption is that 
the Trading Account has already been prepared prior to the extrac- 
tion of the Trial Balance; that is. the opening stock, purchases and 
sales and the necessary double-entry for the inclusion of the closing 
stock, have already been disposed of in the Trading Account. 
Reference to the Trial Balance will normally confirm this supposition, 
in that it will include gross profit as a separate balance. In these 
circumstances the closing stock will be shown in the Balance Sheet 
as an asset without adjustment. 

The Trading Section will be closed off and the balance, being 
Gross Profit or Loss, carried down to the Proht and Loss Sec.tion. 

(2) Profit and Loss Section, The expense.s incurred in carrying 
on the affairs of a concern will vary in accordance with circumstances, 
The following is a list of the usual expenses — 


Wages and Salaries 
Rent aucl Rates. 
Insurance. 
Discounts Allowed. 
Stationery. 
Postages. 
Advertising 
Carriage Outwards. 
Depreciation. 

Had I>rbts 
Loan Interest. 


Heating and Lighting. 

Repairs and Renewals. 

Telephone. 

Accountancy and Legal Expenses 
Motor Expenses. 

Bank C'Jiarges 
'J'ravelling Expenses. 

Distributing Expenses generally. 
Royalties. 

Selling Coinmi.s.sion. 


Expenses of a special nature (e.g. tin »sc peculiar to Limited Com- 
panies, such as Directors' Fees, Debenture Interest) are not included 
here, but will receive mention in their approjiriate place. 

Certain items representing gains will be found on the credit side 
of tlie Profit and Loss Acrount. Such are — 

Discounts Received Selling Bonuses. 

Bank Interest. Profit on the Sale of Assets. 

Recoveries or Part Rv^coveiies Income from Investments, 

of Bad Debts. 

The Profit and Loss Section will be closed off and the balance, 
being Ret Profit or Loss carried to Capital or Current Account 
(or Appropriation Account where applicable). 

An assel 111 the Balance Sheet at 3^^'! December, 1951. 

An assel in the Balance Sheet at 31st December, 



trading and profit and loss account — BALANCE SHEET 6l 


(3) Balance Sheet. The balances remaining in the books, com- 
prised of Assets, Liabilities and Capital, will be extracted to 
fonn the schedule or statement known as the Balance Sheet. 
They are not “transferred'' but merely extracted in the form of 
a statement and comprise the opening entries for the succeed- 
ing period. 

The Balance Sheet may be looked upon as the Trial Balance" 
after the transfer into one combined account of Purchases, Sales 
and Expenses, including the incorporation of the closing Stock and 
the transfer to Capital Account of the net profit or loss for the 
period. 

It is important to observe that the amount shown in Drawings 
Account is transferred to Capital Account (and not to Profit and 
Loss Account) so that tlie Capital Account wiU in normal circum- 
stances be made up of (i) Capital at tlic commencement of the 
period, (2) less Drawings, (3) plus net Profit (or less net Loss) for the 
period. 

The general rules are shown by the following illustration. 

. Illustration. The following balances have been extracted from the 
books of H. Jones, retail merchant, at 31st December, 19. ., and a 
TRADING and PROFIT and loss account and a balance sheet have 
been prepared from them. The closing stock at 31st December, 
TO., was £450, The Ledger accounts are appended m detail to 
amplify and clarify the processes called for in the prep^aration of 
final accounts. 

Tlie balances remaining in the books agree with the items set out 
in the Balance Sheet below — except that in the Ledger accounts 
the a.ssets are “debits" and liabilities and capital are “credits." 

H JONES 


Trial Balance as at 31ST December, 19. . 



Folio 

Dr. 

Cr. 

1 



£ 

L 

Fixtures and Fittings . . . . 1 

I 

2,000 


Stock (as at ist January, ig..) 

2 

600 


Purchases .... . 

3 

7,200 


Sales ..... . 



10,800 

Debtors .... 

5 

3,000 


Creditors .... . . 

6 


1.800 

Expenses .... . . 

7 

500 


Drawings ...... 

8 

450 


Cash ..... 

9 

20 


Capital (as at Tst January, 19..) 

10 


1,170 


[ 

1 

)fi 3 . 77 ° 
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H. JONES 

Trading and Profit and Loss Account for thb Year Ended 
31ST December, 19.. 

Dr. Cf. 


19.. 

Jan. 1 
Dec 31 

To Stock (jr)* 

Purchases 
,, Gross Profit 

3 

3 

C/d 

1 

600 

7,200 

3,450 

■ 

Dec. 31 

By Sales . 

„ Stock (y)* 

4 

2 

£ 

zo,8oo 

450 




Di.aso 




£i*,35o 

Dec. 31 

To Expenses 
,, Net Profit, trans- 
ferred to Capital 
Account 

7 

10 

500 

2,950 

Dec. 31 

By Gross Profit 

b/d 

3.430 




£3,450 




£3.450 











Balance Sheet as at 31ST December, 19.. 


Capital at ist Jan., ig 

1 

1,170 


1 

1 £ 

j 

i Fixed Assets — 


1 

£ 

Less Ordwinp, . 

• 4.'iO 


i 

1 Fixtures and Fittirips 

I 

2,000 


— 


1 

I Current Assets — 


Add Net Prrjfit . 

720 

2,950 


3,670 

1 Stock ... 
j Debtors 

a 

5 

450 

3,000 

Current Liabilities - 


10 

1 Cash 

9 

2M 

Creditors 


6 

1,800 

1 







! 



- 


1 

' 

1 



I 

Dr. 

Fixtures and Fittings 


Cr. 


1 0 Sundries 


£ 

2,000 





2 


Stock 


Jan, I 

Dec. SI 

To Balance 

To Trading Account .j 

b/d 

£ 

600 

19. . 
Dec. 31 

By Trading Accounrt 

i 


£ 

600 

450 


3 

Purchases 


Cr. 

»9 . 
Dec. 31 

To Sundries 


£ 

7,200 

19. 

Dec 31 

By Trading Account 


i 

7,200 


* page 64 M) (I) and (5). 
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Df. Salbs Cf. 




£ 

ig.. 



To Trading Account 


10,800 

Drc. 31 

1 

By Sundriei 



5 

Dr. Debtors Cr. 


10 . 



£ 




Dec. 31 

To Sundries 


3,000 





6 

Dr. Creditors Cr. 


i 


19 . 



£ 

i 


Dec. 31 

By Suiidnes 


1,800 


7 

Dr. 


Expenses 


Cr. 


IQ 

!>*. 31 

To Sundries 


£ 

500 

IQ . 
Dec 31 

By Profit and Lots 
Account 


1 








8 


Dr. Drawings Cr. 




£ 

19 • 



£ 

To Sundries 


450 

Dec. 31 

By Capital Account 

zo 

450 


9 

Dr. Cash Cr. 


19.. 



£ 





Dec 31 

To Sundries 


20 



1 



'0 


Dr Capital Cr. 


To Drawings 
,, Balance 

8 

c/d 

( 

450 

3,670 

19 

Jan. I 
Dee. 31 

By Balance 

,, Profit and Loss 
Acccount 

b/d 

£ 

1,170 

*,930 



£4,1*0 




£ 4 , 1*0 




By Balance 

b/d 

3,670 
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The elementary rules may now be formulated — 

{A) Trading Account. 

(1) Opening Stock — 

Debit Tradiag.^ Credit Stock. 

(See item x in preceding illustration, page 62.) 

(2) Purchases — 

Debit Trading. Credit Purchases. 

(d) Expenses (Trading) 

Debit Trading. Credit Expenses. 

(4) Sal(>s 

Debit Sales. Credit Trading. 

(5) Closing St<)('k (which is not in the Trial Balance). 

Dftbit Stock Credit Trading. 

(See item y in preceding illustration, page 62.) 

I lie ( losing Stfxk so inlrodneed will now appear as a balance in 
the Le<lger and therefoie us an Asset in the Balance Sheet. 

(()) The balance of Trading will be carried down to Profit and 
Loss by the entry — 

(rt) 1 f a profit — 

Debit Trading Credit Profit and Loss.* 

(?>) If a loss-- 

Debit t’rotit and Loss. Credit Trading. 

(7>’) Profit and Loss Account. 

(]) There will be a balance, being either Cttoss Profit (credit) or 
(jross Loss (debit) from Trading (as shown in ( /4) (6) above). 

(2) Ex})enses (Prufit and Loss) 

Debit Profit and l.oss. Credit Kxpenseh. 

(3) Sundry income (c.g. Discounts received). 

I )cbit the appropriate account Credit Profit and Loss. 

(e.g Discounts Received). 


(4) 1 he balance nf Profit and l.oss will be transferred to Capital 
Account by the entry-— ^ 

(a) If a Profit. 

IVbit Pu.fit an4 Loss. Credit Capital. 

( 7 ^) If a Loss. 

Debit Capital. Credit Profit and Lo.ss. 

a„d'Lo"Ac?ou!:r the Trading and Front 

and Profit and LoTsAcS^^f” *«^-tio„ of the Trading 
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ADJUSTMENTS 

When preparing final accounts it will be necessary to consider 
the question of the period in respect of which an expense has been 
incurred. It is easy to realize that at any given date, an expense 
may have been paid, or charged if an Expenses Day Book is used, in 
respect of a period which is not co-extensive with the period of 
a('Counts, either falling short of, or stretching beyond such period, 
and as it is essential that the period for which accounts are prepared 
should bear tlie true expenditure — ^no more, no less — an adjustment 
IS usually called for to give effect to this principle. Where a payment 
made in respect of a period beyond the date of the accounts it is 
in the nature of an asset ; that is, the benefit of the expenditure is 
still to be derived and by so treating it the subsequent period bears 
the incidence of the expenditure. Conversely, if a payment for 
f'xpienditure docs not cover the whole period in question, p)rovision 
has to be made for accruals, and this wall be in the nature of a 
liability, and by so treating it relief will be made to the subs(iquent 
jxTiod, which will have debited against it the p>a}nrnent of the expense 
V, hich has arisen in the jireceding jjcriod. 

Ill order to ensure that the accounts of a pieriod do contain all 
the expenses and gains prop^ierlv attributable to that p^eriod, all or 
^ome of the following adjustments will usually be required — 

(a) Carry forward of payments in advance, e.g. Insurance, Rates, 
and in certain circumstances, Advertising (pages b5-q). 

{b) Cliarges for accrued or accruing expxmses, e.g. Rent, Heating, 
L.ighting, Telephone (p)ages 69-71). 

(c) Carry forward of inc:ome received but only partly earned or 
accrued, e.g. Apprenticeships Premiums, Rents Received in Advance : 
and its converse, (‘iitries for income earned or accrued, not yet wliolly 
leceived (plages 71-3). 

{d) Jncorp>oration of stock into the accounts, e.g. Stationery Stock, 
(c) (i) Depreciation (p'Jages 74-7). 

(2) Bad and Doubltul Debts and Discounts (pmges 

(/) Transfers — 

(t) Correction of errors of commission, as, for instance, correc- 
tion of posting to (i) wrong account, (ii) wrong side of an account, 
e.g. charging private withdrawals to Exp^cnses Accounts. 

(2) Correction of errors ot omission, e.g. omission of returns, 
etc. 

(3) (i) Special or abntumal charges against Profit and Loss 
Account. 

(ii) Appropiriations of Profits, e.g. commissions based upon 

profits. 

{a) Expenses Prepaid. Jlic book-keep)ing entry re(iuired to deal 
^vlth prepayments or jxryments in advance is: debit Expenses 
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Prepaid Account, credit Expense Account ; and the effect of the 
entry is to reduce the expenses debited to Profit and Loss Account. 
The Expenses Prepaid Account is an asset and will appear on the 
Balance Sheet as such. 

Illustration. A commenced business on ist April, 19. and at 
the date of the Trial Balance extracted on 31st December, 19.., 
has paid rates to 31st March next, the proportion of such prepay- 
ment, i.e. for the three months between ist January and 31st 
March, being £30. Make the adjustment for the purpose of preparing 
final accounts m respect of the period ended 31st December, 19. .. 


Journal 



i 

L 

Expenses I^repaid Dr. 

30 


To Rates 


30 

Being transfer of Rates prepaid at this date. 




The item will be shown in the Balance Sheet at 31st December, 
19. as an asset, and on the follo^\^ng ist January, 19. it will be 
transferred back to Rales Account, thus throwing the charge 
therefor on to the following ])eriod. 

This entry will b(' — 


Journal 



i 


Rates Dr. 

30 


To Expenses Prepaid .... 

Being transfer of Rates applicable to three months 

30 


ended 31st March, 19. . 




The Ledger Accounts will then be — 

Df. Rates Cr. 


Oct. 3 
(say) 

To Cash 


C 

130 

19 

Dec. 31 j 

By Exiwnses Prepaid 
„ Profit and loss 

Ai I'oiint 


£ 

30 

90 

- 

Jan 1 



(120 




£120 

To Ei}vns(» I’rrpaiii 

1 

30 





Dr. 


Expenses Prepaid 

Cr. 

IQ. 

I)«c 31 

To Rates Prepaid’ 


£ 

30 

1 

(Jan. i 

By Rates .. 


1 £ 

1 






\ 

1 




* This would appear in the Balance Sheet on 31st December, 19. as an 
asset, and on the following ist January, the first day in the new period, be 
re-transferred to Rates Account 
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The same procedure will be foDowed in all cases of prepayments. 

In practice, a simpler alternative method is generally adopted, 
whereby the adjustments are made within the one account. The 
method is as follows — 

The amount prepaid is credited to the Expense Account and 
brought down as a balance on the account (in the same way as a 
cash balance is brought down). The balance of the Expense 
Account is then transferred to the Trading and Profit and Loss 
Account. The amount brought down on the Expense Account is 
shown in the Balance Sheet as an asset. 

lUustration. The facts in the preceding illustration may be shown 
thus — 

Dr . Rates Cr. 


1 

T9 

Oct. 3 
(fray) 

1 

£ 

120 

19- . 
Dec. 31 

By Aiuount Prepaid 
,, and Loss 

Account 

£ 

c/d 30 

Ty . 

Jati. 1 To Rates Prepaid 


£120 



£120 

b/d 

30 





It is important to see that the final balance transferred to Profit 
and Loss Account shows a consistent result, e.g. if rates are £30 
prepaid, the rates tor the whole year should be £120, and tins can 
be seen with reference to the account for tlie lollowing year, which 
will appear as follows — 

Dr. Rates Cr. 


I To Rates Prepaid 

3 „ Cash 

b/d 

£ 

30 

120 

19 . 

Dec 31 

By Amount Prepaid 
,, Profit and Loss 
Account 

c/d 

£ 

30 

xao 

1 


£150 




£150 

] To Rates Prepaid 

b/d 

30 






The above assumes that the rates payable for the rating year to 
the following 31st March are unaltered. 

In order to make the principle clear the following example is 
given relating to insurance, which is usually payable in advance. 

Illustration. A commences business on 1st May, and draws 
up his accounts on 31st December. He has paid insurance £36 in 
respect of Fire on 15th May covering the year to the following 
30th April. In the next year he increases his cover and the new 
premium is to be £48. Show how these matters would be dealt 
with in the accounts for the eight months ended 31st December, 
and for the next year ended 31st December. As the form required 
for the Journal is precisely as before, only the Ledger Accounts are 
given. 

‘ Succeeding year. 
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First method (i.e. tlie emplovment of Expenses Prepaid Account) 


Dr. 


May 15 


Insurance 


3 

To Caah -Insurauu' (or 


1 ' i- 1 


ve.ir fuded loih 




April, iv 


1 36 









1 

lo PlCOaul 


; 1 


Atrount 


! i 

i 

Cash “Insurant* for 


' 


year end* d 30th 


1 


i April, If) 


j ! 



j 

! i 

1 

1 1 

To Ezpeases Prf'itaid; ; 

ll i 


Account 1 1 

I, 16 1 


10 

Dec 31 j By ICx^Hinses t^epaid 
I AccouQt . I 

1 ,, Profit and Loss 
Account 


!>e(-. ; r»v Expeti'ies PreiMKii 

1 Accoutit . I 

j ,, Piolit and l,(?is 
! An ount 


Cr 

£ 


£36 


16 

M 

£60 


JDr Expenses Prepaid 


It). . 
Dfv. 3t 

lo Insuraivcr Piepatd’ j 

1 

! 

1 ^ ill"''' • 

1 11 |!ltn I 

13v In'iuraricu Account 


lu . 
Dm 31 

"lo ln’juraii''<* Picp.ii f j 

! 

i !' ‘'’‘• 

. 16 j* )alj. 1 j 

I ‘“'ll 

Pv lusu.ancc Account 



Cr. 


L 

13 


j6 


Second Method (i e. the making of the adjustment within tiit 
Expense Account). 


Dr. Insurance Cr. 


U). . 

May 15 

To CaMi 


C 

36 

*9 

Utv. 31 

By Amount Picpaid 
„ Protif and Losj 
A ccoimt 

1 

c/d 

£ 

12 

34 




£36 




£36 

Jail 1 
May 13 

To limiiance Prt pAid*. 
,, t,ash 

b/d 

I ; 

48 

D»‘c. 31 

By Amount Prepaid 
,, Pro'fit and Loss 
Account 

c'd 

16 

44 

10 . 



£t )0 




£60 

lau. 1 

f 0 Insurance Pic paid ^ . 

b/d 

16 

( 






It will be observed that A has been insured in the first period for 
EIGHT months only (i.e. the period commencing ist May, 19. and 
ending 31st December, 19..), and as the Insurance is £36 per 
annum, it is equivalent to £3 monthly, therefore £3x8 should be 
the charge to Profit and Loss Account for the first period. As 


‘ These items will appear in the respective Balance Sheets as assets 
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regards the second period, A is insured for four months (i.e. from 
(he following ist January to 30th April) at £3 a month, and for 
hJGiiT months (i.e. from ist Mciy to 3rst December) at £4 a 
month; the amount of Insurance chargeable to the lYofit and 
Loss Account should bo, therefore, £44 [i.e. £3X4 (£12) plus 
i 4 X 8 (£32} ]. 

If A ceased to carry on business on 1st May in the year next follow- 
ing, there would be no further payment for Insurance, and the item 
uf £16 would be transferred to the Profit and Loss Account for the 
four months ended 30th April, which is four months' insurance at 
(4 per month, i.e. £16. 

(/?) Expenses Accrued and Accruing. The circumstances giving 
rise to adjustments under this heading are roughly the reverse to 
those relating to prepayments ; that is to say, where an expense has 
been incurred, but not brought into the accounts. Where an 
expense has become a definite debt this is termed an accruED ex- 
pense, but where it has not become a definite debt it is designated 
an accruING expense. The distinction from a legal point of view is 
important, but for the purpose of elementary adjustments is quite 
immaterial. In order that the student may thoroughly appreci- 
ate the difference, an example may be given in relation to Kent. It 
a tenant draws up his accounts to 31st January, 19. and has not 
paid his rent since the September quarter (29th September) then 
I'is Rent Accrued is for the quarter to 25th December, 19. and 
his Rent Accruing is from that date to 31st January, 19. .. Both 
must be dealt with in the accounts because the business has had the 
use of the premises for such period, but in point of law it is the 
accnied portion that actually constitutes a definitely enforceable 
debt, and the accruing rent will not become accrued rent, and 
therefore an enforceable debt, till 25th March, 19. . ; nevertheless 
both, as mentioned, must be the subject of a provision for Rent 
accrued and accruing in respect of the period ended 31st January. 

Illustration. A draws up his accounts to 31st December, 19. 
and his Rent is £180 per annum payable on the usual quarter days, ^ 
the last Rent being paid to 29th September, 19. . . 

At 31st December, 19. ., there is — 

i 

(a) Rent accrued to 25th December. 19. . . *45 

(£>) Rent accruing from 26th December, 19. to 31st 

December, I g i.e. 6 days, i.e. 6/go x £45 3 

The amount to be provided therefore is £48. 

The methods adopted for accruals will be founded upon the same 
principles as those adopted in dealing with prepayments ; that is, 

* The usual quarter days are 25lh March (I-ady Day), 24th June (Midsum- 
mer Day), 29th September (Michaelmas), 25th December (Christmas). 
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a separate Accruals Account may be opened or the adjustment may 
be made within the Expense Account itself. 

First Method. The Journal entry will be— 



Journal 



19. . 
Dec. 31 

Rent 

To Expenses Accruals • • 

Being transfer of Rent accrued and accruing 
at this date. 

£ 

48 

£ 

48 

19. 

Jan. 1 

Expenses Accruals • • 

To Rent 

Being transfer of Rent accrued and accruing 

48 

48 


at this date. 




Second Method. The amount accrued or accruing is debited to 
the Expense Account and brought down as a balance on the account, 
whereupon the balance of the Expense Account is transferred in 
the ordinary way to the debit of Profit and Loss Account. The 
amount brought down on the credit side of the Expense Account is 
shown in the Balance Sheet as a liability. 

Illustration. A started business on ist January, 19. and draws 
up his first accounts in respect of the year to 31st December. 
19, .. At this date he had not received the account in respect of 
his Gas and Electricity for the quarter ended 31st December 19. . . 
This account is estimated to be £30. The charges incurred for the 


first three quarters were — ^ 

Quarter ended 31st March . . 25 

i, 30th June . . 20 

„ 30th September . 15 


The journal entries to record the creation of this provision and the 
subsequent transfer to Profit and Loss Account are as follows — 


Journal 


19. . 


£ 

£ 

Dec. 31 

Electricity and Gas ..... Dr. 

To Expenses Accrued ..... 
Being amount accrued due and unpaid. 

30 

30 


Profit and Loss Account .... Dr. 

90 



To Electricity and Gas ..... 
Being transfer to Profit and Loss Account of 


90 


amount applicable to the year ended this 
date. 




^ Succeeding year. 
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The accounts will therefore be as follows — 


Dr. Electricity and Gas Cr. 


Jf) . 



£ 

19. 



£ 

Mar. 31 

To Cash 


25 

Dec 31 

By Profit and Loss 



fune 30 



20 


Account 


90 

.Sfpt, 30 

MM 


15 





Dtc 31 

„ Expenses Accrued* 


30 






1 


£90 




£90 


Dr . Expenses Accrued Cr . 




19 . 



£ 



IVc. 31 

By Electricity and Gas*i 


3 w 


In dealing with accruals, the student should be aware that if an 
Expenses Day Book is employed all expenses accrued will have 
been passed through the books and if the account, at the date of 
the completion of the accounting period, is still unj^aid, it will appear 
as a creditor so that provision is required only for items accruing. 
On the other hand, if no such book is employed, the expenses being 
entered upon payment direct from the Cash Book, tlien all exj)enses 
unpaid whether accrued or accruing must be provided for. In other 
words, in all cases, “ accruings will require to be brought into the 
adjustments, but not accrueds ” where the invoice has already 
been passed through the books. 

Care, however, must be exercised in obtaining all invoices for 
accrued items even if a Day Book is employed, particularly where 
time must elapse before the invoice is received, c.g. Electricity 
Account. The meter may be read to "Gth December'" and the 
accounts of the consumer be drawn up to loth December. At this 
date it is improbable that the invoice for the quarter to 6th December 
will have been received. The Expenses Day Book might be kept 
“open" till its receipt but, if it is closed off promptly, provision 
wall be required for (a) Electricity accrued to 6th December, and 
[b) Electricity accruing from 7th December to loth December. If no 
l^^xpenses Day Book is employed, the entries not being recorded till 
I)ayment (neither of the above having been paid) both (a) and (6) 
will have to be provided for. 

The above distinction, it should be emphasized, applies to all 
expenses. 

(c) (i) Unearned Income. Where sums have been received during 
a period in respect of future service, only part of such sums will be 
applicable to service rendered in the period of accounts during which 
they were received. The part apportionable to future periods will be 
treated similarly to an "accrued" expense. A debit entry above 

‘ Alternatively, the balance could be brought down below the line in the 
same account, thus dispensing with the Expenses Accrued Account. 

• This amount is shown as a liability on the Balance Sheet drawn up at 
31 St December. 



ACCOUNTANCY 


7 ^ 

tiic line ;iud a credit entry below the line in the income account will 
ensure that the Profit and Loss Account is credited with the cor- 
rectly apportionable amount. The credit balance will appear as a 
liability in the Balance Sheet. 

Illustration. A solicitor receives i'^oo premium from an 
articled clerk on ist January, 19.., entering into articles for five 
years. The solicitor makes up his accounts for the year to 31st 
December, . . 

The '‘Prennnrns on Articled Clerks*’ Account will appear— 

Df Premiums on Articled Clerks Cr. 


To l‘i of 1 1 a inf 
Account 
,, Ifal.iiiie 

1 . 0 s s 

1 

! 

c/<l 

i 

OO 

240 

19 

Jan 1 

By Casli 


£ 

300 




£300 




£300 





Jan. 1 

By Balance . 

h/d 

240 


(ii) Income Accrued and Accruing. The principle involved under 
this lieading is analogous to that of expenses accrued or accruing 
except that the adjustment will operate in the reverse manner. The 
accrual for exjicns^'s, it will be renn'inbered, has the effect of in- 
creasing ilie charge to the Profit and Loss Account and increasing 
the liabilities. The effect, therefore, of the adjustment now under 
consideration is to increase the income in the Profit and Loss Account, 
and increase the amount of the assets. 

The rule is: Credit above the “line*’; debit below the 'Tine.*’ 

Illustration. The amount standing to the credit of Loan Interest 
at 31 st Dec(miber, 1952, is £100 ; an amount of £30 is due and unpaid 
by a borrower to 3otli November, 1952, and £6 accruing. 

Show Journal entries (ignoring narratives). 

Journal 

ig-S2 I 

Dec 31 I Loan Interest Accrued and Accruing Dr 
I I'o Loan Interest .... 



Alternatively, the simple device of crediting above the “line” and 
debiting below the ‘dine** may be, and usually is, adopted. The 
Ledger account is show^n on page 73. 

In examination work the precise words used in the Trial Balance 
should be carefully scrutinized because if the words "Loan Interest 
received" are employed, the accrued and accruing amounts given 
in the question are not part of the balancing figures ; if, on the other 
hand, the words "Loan Interest received and accrued (and/or 
accruing)" are employed, the account has already been adjusted 
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and the accrual is a debit in the books ; hence it is part of the 
Trial Balance, calling for no further adjustment. In the former 
instance, where the loan interest shown is only the amount received, 
the adjustment must be made. 


Dr . Loan Interest Cr. 


— 



- — 


— 

' 




To Profit and los* 


i 

IQ 52 



i 

Dec 31 



Dec. 31 

By (details) 


100 


Account 


1 13 ^* 

,, Loan Interest Accrued 






1 

j 


to 30th Nov , IQS2 . 
Loan Interest Accru- 

c/d 







ing 

c/d 

6 




j 









i 




J-ii 1 

'lo L»jan ltit<*rest A^.trufd 

h/ii 

30 

|(a) 





„ Loan Interest Aciru- 





mg 

h/d 

6 

!(«) 

1 





(a) Sbowu <is an asset in the Balance Sheet. 


(</) Expenses Stock. When stock is held oilier than of goods for 
lesale, e.g. advertising or stationery stock, it should always be dealt 
with in the account to which it relates. It will therefoie be included 
in the particular expense figure in the Profit and Loss Account and 
in the stock of goods figure in the Trading Account. Thus, if 
the Trial Balance shows-- ^ 

Opening Stock (Stationery) . .100 
Stationery Purchases . . .470 

and as a note (not in the Trial Balance) closing stock of £70. the 
Profit and Loss Account will show a net debit of {fyoo, i.e. £100 -f 
“ £7^' 3 .nd the Balance Sheet, Stationery Stock £yo as an 
asset. If the closing stock is shown as part of the Trial Balance it 
presupposes that the Stationery Account has been fully dealt with, 
and in reference to the preceding illustration the Trial Balance would 
in these circumstances show — ^ 

Stationery Account . . . 500 (Profit and Loss Account) 

Stationery Slock (Closing) . 70 (Balance Sheet) 

In the Ex})en&e Account itself, the entries lor stock will be a 
credit “above the line” and a debit “below the line,” thus — 


Dr. Sta itoneuy Cr. 


19 .. 

1 ■! |i 19 

; 


jail. J To Stock 

j b/d Ij loo ji Dec 31 

: 1 By Stork . c/d 

70 

Dec. 31 Purchases . 

1 

Profit and ; 

Loss A/c 

5 (jo 


Iij57^ 


157 ^ 


19. 

jari. I T'o Stock I b/d 70^ 


* Shown as an Asset in the Balance Sheet 
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(c) (i) Depredation. In normal circumstances the question of 
providmg for depreciation is deferred until the Trial Balance is 
extracted and hence will not have been dealt with prior to the 
preparation of the final accounts. In examination work a note will 
be appended to the question stating the rate of depreciation to be 
provided. As the purpose at present is to explain the methods of 
entry of adjustments, detailed consideration of depreciation is 
dealt with in C}iaj)tcr VII, but in order to present the student with 
a rough conception of its nature, it may be stated that deprecia- 
tion is the inherent decline in the value of an asset from any cause 
whatever. The wearing out of a machine is a simple and obvious 
example, but it must be emphasizcii that this is but one of many 
causes. As with all other entries, tliere must be complete, double- 
entry for the depreciation adjustment. The required etitry is: 
debit Trading and Profit and Loss Account and credit the Asset, 
in respect of which depreciation is being recorded. This entry con- 
forms with the principles already enunciated in that tlie debit to 
Trading and Profit and Loss Accemnt is necessary because the 
amount written off represents an expense and the credit to the 
asset is required as the asset has, pro tanto, been reduced in value. 

As there arc usually several assets which must be treated in a 
similar manner it is not unusual to make the transfer for deprecia- 
tion to a Depreciation Account and transfer the whole of that 
account repnisenting the depreciation of several assets to the Trad- 
ing and Profit and Loss Account 

Ihe following would be the Jounial entries for Depreciation, 
assuming that an amount of £joo is to be written off Plant. 

Journal 

ig.. I 

Dec. 31 I Trading aud Profit and Loss Account Dr. 

To Plant ..... 

Being Depreciation for the year ended 
this date. 

If tile Depreciation Account is employed in preference to the 
direct transfer as above, the entries would be— 

Journal 


19.- 

Dec.31 


* See page 75 (end of first paragraph). 


Depreciation 
To Plant 


Dr.\\ 


I Being Depreciation for the year ended this' 
! date. i 


Trading and Profit and Loss Account » Dr.\\ 
To Depreciation ... 

Being Depreciation transferred 


£ 

100 


£ 

100 


i 

100 
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Depreciation dealt with before extracting the Trial Balance will 
appear among the accounts therein. The asset will already have 
been credited with the amount of depreciation and the necessary 
debit to depreciation made, so that only the formal transfer to 
Trading and Profit and Loss Account is required. Reverting to the 
above example the only entry required will be that marked (*). 

These points may be further illustrated by an example — 

Illustration. Fixtures Account at ist January, 19. appears in 
the books at £500 and 5 per cent Depreciation is to be written off. 
Tf no depreciation has been written off for the year prior to the ex- 
traction of the Trial Balance, the amount standing in the books 
against Fixtures of £500 will appear in the Trial Balance at 3rst 
December, 19. . . In order to write off depreciation an entry to the 
debit of Trading and Profit and Loss Account and to the credit of 
Fixtures Account will be required ; or, the depreciation may be first 
debited to Depreciation Account and credited to Fixtures, and then 
transferred to the Trading and Profit and Loss Account. 

On the other hand, if depreciation has been dealt with prior to 
the extraction of the Trial Balance the Trial Balance will not show 
Fixtures Accoun* as £^00 (for £25 has already been credited tt) it bv 
way of depreciation), but as £475. and Depreciation Account will be 
}>art of the Trial Balance at the figure of £25. Hence, instead of 
Fixtures £^00 there will be Fixtures £475 and Depreciation Account 
{25. Upon preparing the Trading and Profit and Loss Account the 
amount of £25 debited in the Depreciation Account will be trans- 
ferred to the former account by the following entry : debit d'rading 
<ind Profit and Loss Account, credit Depreciation Account. 

If the asset is to stay in the books at cost, the entries are — 

Debit Depreciation Account (or Profit and Loss Account). 

Credit Depreciation Provision or Fund Account.^ 

Where cash is invested outside the busine^ss to ensure that when 
replacement is required, tlie necessary cash will be available, the 
following additional entries will be made — 

Debit Depreciation Investment Fund. 

Credit Bank. 

Depreciation is usually computed at a certain rate per annum, 
e.g. 10 per cent per annum. The student must exercise great care 
\n the calculation, when the period covered by the accounts is not a 
year, lor when the accounts are prepared half-yearly the deprecia- 
tion would be 5 per cent actual. Examiners often omit the term 
"per annum,” so that if the actual rate is given, the amount to be 
calculated for depreciation will require adjusting accordingly. For 

^ This may also be referred to as “Depreciation Reserve." The difference 
between the terms Provision and Reserve is dealt w'ith in Chapter VII. The 
distinction is important in Limited Company accounts, but the student may 
hnd it useful to accu.stom himself to the terms by using them also in the 
accounts of sole traders and partnerships 
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example, if accounts are prepared half-yearly, depreciation at 15 
per cent per annum will mean 7^ per cent for the half year ; but 
if the words *‘per annum” are omitted, depreciation in that half- 
year will be 15 per cent instead of 7J per cent, that is at the rate 
of 30 per cent per annum. 

Where assets have been acquired during the period covered by 
tlie accounts, depreciation should be charged upon the new assets 
from the date of acquisition to the end of the accounting jjeriod. 
In the examination, if no indication is given as to the date of acquisi- 
tion, depreciation should be calculated on tlie closing balance, and 
an exjilanatory note made at the foot of the answer. The newly 
cK'ciniretl asset may be an addition to the existing assets, or may be 
merely a replacement. In the latter case the book value o^f the old 
asset must be completely eliminated by crediting it with — > 

(a) Loss on Sale (if a profit tiie entry will be a debit). 

{b) Depreciation to the date the asset ceases to be used. 

(c) IToceeds of Sah*. 


If any costs slnmld be incurred, lor example on dismantling plant, 
lhes(‘ also will appear as a debit to the old Asset Account. Thus— 


Plant Cr. 


'1 0 balance 

j ,, Cost of Disrnanllinn 

b/d 

i 

150 

32 


- - 

By Sale , . . . 

,, Deprpciation (to date of 
ceasing to be used) . 
,, Profit and Loss 
Ac(,n\int (I OSS on 
bale; 




072 

' 1 




H tho sale realized, say, £210 the account would be— 


Plant 


Cr. 


lo 

< osl of Dismantling 
, , P r 0 li 1 a 11 cl Loss 

byd 

' 

22 


By SaJe .... 
,, Depreciation 


Account (I'rolit on 
Sale) . . 1 


58 




i. i 

i 

l_ 

Oio 

i 




Illustration. Period of accounts ist June, 19. . to 31st December, 
IQ.. (I e. seven months). 

Plant and Machinery Balance, ist June, 19. . . 8 Lo 

1 lant and Machinery purchased 1st October, 19. . . 2I000 


Depreciation to be calculated at 6 per cent 
The amount of depreciation is — 
on £8,000 for 7 month.s . 

6% on ;^2,ooo for 3 months . 


per annum. 

£ 

280 

30 


[6% per annum « is. per £10 per month.] 
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Plant and Machinery Account will appear as follows — 


Dr. 


F^ant and 

Machinery 


Cr. 

19. ■ 

)une Z 
Oct. I 

To Balance 
,, Cash (or Creditor) 

b/d 

L 

8,000 
a, 000 

i 

Dec 31 

1 

By Depreciation 

Balance 

c/*l 

1 

310 

9,6qo 




£io,ooo 




£10,000 

19 • 

Jan. I 

To Balance 

b/d 

9,6qo 

1 





Depreciation is dealt with in more detail in Chapter VII. 

(ii) Provisions^ for Bad and Doubtful Debts and Discounts. The 
provision for bad and doubtful debts is usually made by taking a 
suitable percentage on Sundry Debtors‘^ and when com])uted the 
amount will be entered twice in the Bad and Doubtful Debts 
Account-- 

(1) On the debit side above the "'line/' and 

(2) On the credit side below the “line.*’ 

1'he latter figure will be shown either as a liability, or as a deduction 
from Debtors on the assets side of the Balance Sheet. The latter 
method is more frequently used in modem accounting. 

Where separate accounts for J3ad Debts and Provision for Bad and 
Doubtful Debts are kept, and it is required to carry forward to the 
next })eriod a revised ])rovision based iqxm a percentage of Sundry 
Debtors, the following steps must be taken — 

(1) The balance of Bad Debts Account, that is bad debts actually 
WRITTEN OFF, less bad debts that have been recouped, is transferred 
to the debit of Provision for P.ad and Doubtful Debts, or to the 
credit of that account if recoveries exceed amounts written off. 

(2) The new Bad and Doubtful Debts Provision will be del)ited 
above the "line" and credited below it in the Provision Account. 

(3) The balance will be dealt with thus — 

(a) if Debit, the transfer will be — Debit Profit and Loss Account 
and Credit Provision for Bad and Doubtful Debts. 

[b] if Credit, the transfer will be- -Debit Provision for Bad and 

Doubtful Debts and Credit Profit and Loss Account. 

Illustration. The following figures relate to the books of a trader. 

Bad and Doubtful Debts PTovdsioii at ist January, 19. . . Cr. ^800 

Bad debts written off during the year to 31st December ig. . Dr £<^00 

The Provision is to be maintained at 5 per cent of Sundry Debtors, 
which at 31st December, 19. are £20,000. 

^ These may also be referred to as Reserves instead of Provisions. See 
footnote on page 75. 

® Alternatively the Bad and Doubtful Debts Provision may be based on an 
t^'^timate of the worth of each debt at the balance sheet date or be taken as a 
percentage on credit sales. (Usually the former is prefeired, as it is more 
accurate, and being specihe, will be allowed for taxation purposes ) 
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The Bad and Doubtful Debts Provision will be — 


/)y Pkovision for Bad and Doubtful Debts Cr. 


Dec 31 


To Bad rVbts written off 
„ Tlalance 



£ 

19 


900 

Jan. I 

c/d 

x.ooo 

Dec. 31 


£1.900 




It) 



J,in. 1 


By BaUnce 
,, Pro6t and 
Account 


By Balance 


b/d 

Lobs 


b/d 


I, zoo 
£1,900 


Dr. 


Bad Debts 


Cr. 


Dec. 31 * To Debtors (detailed) 


£ 

900 


Dec 3» 


Bv Transfer to Trovisiori 
for Bad and Doubt- 
ful Debts 


It will be apparent that the “clearance" may be effected by trans- 
[(trring from Bad Debts Provision to Bad Debts Account and to tins 
alternative no objection can legitimately be raised. Eliminating; 
dates the accounts would appear- 

Dr, I^ROVTSION FOR IUD AND DoifftTFUL DeBTS Cr. 


To n<»l.*nce 

c/d 

1 

1 

1,000 


By Bnlnncr , 

,, Transfer to Bad Debts 
Account 

b/d 

L 

800 

200 



£l/»on 




£1,000 

1 




By Balance 

b/d 

1,000 


Dr. 

Bad Debts Cr. 

To Debtors (detailed) . ! 

,, Iraristcr fiom Rad and] 
Doubtful Debts 
ProviSKin 

1 

U|| 

1 

' 1 

j By Profit and Lossi 
1 Account . . j 


i 

I,IO( 


Alternative Treatment of Bad Debts. A consolidated account is 
often used whereby the provision is raised and adjusted in the Bad 
Debts Account, thus dispensing with the se])arate account, asbclow^ 


Dr 


Bad Debts Cr. 


To (details, etc ) 


£ . 
900 i 

,, Provision . 

c/d 

1,000 



£1.900 

1 


By Provision . . d b/d 800 

,, Probt and Loss' 

Account . 

By Provision . b/d 1,000 


Discounts. Where a Provision for Discounts is to be created on 
vSundry Debtors, the object is to charge against the current period 
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the estimated cash discounts that will be ordinarily allowed to 
debtors on sales during the period, and which will involve a reduction 
in the Balance Sheet of the book value of debtors. Naturally, such a 
discount will be allowed only upon payment being made within the 
iioriod stipulated expressly or impliedly in the contract, so that it is 
usually not necessary to provide for discounts on all the debtors, 
and further it is clear that if a debtor’s account is written off as 
bad no provision for discount is required. It is therefore important 
that the discount provision be calculated on the proportion of 
debtors likely to be “good,” that is, not merely those who will pay 
' sooner or later” but the prompt payers. As a matter of caution, 
It is the practice generally to assume that the pro])ortion of debtors 
wlu) are likely to pay will pay promptly and take advantage of the 
discount terms. Therefore, before making the Discount Provision 
the estimate of bad and doubtful debts must FIRST be made and 
provided for, and the Discount Provision created on the balance 
of debtors ; in other words, on the estimated good debtors, being 
the debtors according to the ledger less the Provision for Bad and 
Doubtful Debts.^ 

It is usual to confine the creation and adjustment of the Discount 
Ihovision to the last rnctliod shown in ndation to bad delds, i.e. the 
consolidated account. 

Illustration. 

Discounts allowed during the year to 31st December, 19 

Discount Provision at ist January, 19. . 

Debtors (none likely to be bad) at 31st December, 19 . . 

Discount Provision to be 5%. 

Dr Discounts Allowed Cr. 

II j To Sundries from Cash 
Book 

, Provision . . c/d 

£1,500! I £1,500 

19 I _ 

Jan. By Provision b/d 1 500 


19 . £ 

Jan. I By Provision . b/d *70 

1,200, Dec 31 ,, Profit and Lost 

30oj Account . 1,230 


£ 

1,200 

270 

6,000 


If, however, it is estimated that 20 per cent of the £6,000 are 
likely to be bad, tlie Bad and Doubtful Debts Provision would be 
adjusted to £1,200, leaving £4,800 as the basis of the Discount 
Provision ; so that the Provision of £300 as computed above would 
he 5 per cent of £4,800 — £240, the account being as follows — 

Dr. Discounts Allowed Cr. 


1 

1 ^ 

19. . 



£ 

Sundries from Cash 


Ian. I 

By Provision . 

b/d 

270 

Bonk 

1,200 

Dec 31 

,, Profit aid Loss 



Provision . . c/d 

240 


Account 

I 


1,170 


£1,440 




£1.440 



19. . 
Jan I 

By Provision 

b/d 

240 


^ The same principle must be followed in respect of Goods out on Sale or 
Return (see page 85). 
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The Balance Sheet at 3ist December, 19... would, as far as 
Debtors are concerned, appear — 

I L 

Sundry Debtors ...... 6,000 

Provision for Pad and Doubtful D<‘,bts '(20%) 1,200 


4,800 

I css Provision for Discounts^ (5% of ;£4,8oo) 240 

4.560 


Illustration. 

Tlie following figures appear in 

the books of Y — 

19- 


£ 

Jau I 

Bad auv! Doubtful Debts Provision 

1,200 

Disr(umts Allowed Provision 

560 

Dec 3 1 

Discounts Allowed during year . 

930 


Britl I )el)ts written off 

470 


Ffad Debt» recovered 

*5 


Debtors (per Ledger) 

10,060 


Write off a further / 240 (delinitidy bad). 

('rente a Discounts Allowed Pnivision of 3 ]H'r cent. 

('reate a Bad and Doubt nil Debts Provision of 10 per cent 
Show Accounts: crdeulati^ t(» TKMW'st 

Tlie accnnnt.s are — 

1h, PHOve.ioN i' 0 )< Hai> and JnniiriFUL Debts Cr. 


To BaUncr 

ICiti I>-bts 

il ^ 

c/.i 1 gS-f 

|! a.b 

10 

i<tu X 

By Haldiice 

b/d 

1 

x.auo 


jj 





! 

1 

l! 

ly . 

J«ori i 

By Balance 

b/d 

q6> 


Dr. liAD Debts Cr 





£ 

Jtg 



i 

Pec. 31 

lo (details) 


47U 

Dec 3J 

By (details) Had Debts 




,, Sundry Debtors wnl- 




Recovered ■ 




ten ofi . 


240 


,, Bad Lxebts ProviMon 


iiS 


,, Vrolit and T.oss 




,, P I 0 0 1 a u d Loss 




.\c< vmnt 


25 


Account 


4Q1 




£735 

1 





Dr. Discounts Allowed Cr 


D) 

Dec 31 

1 0 SDodru’s 
,, PiOMSum 

1 

c/d 

1 i 

O.lu 

i 

1 ly 
! Ian T 
;Dec. 31 

i?y Provision 

,, P r 0 h t and L.o s s 
Account 

b/d 

£ 

9 (»f) 

t »35 

1 



1 0.195 

19. 

Tan 1 1 



£1.195 




i 

^1“ 

Hv Provision . 

b/d 

26< 


^ These items are c redits in the books, and instead of being shown hs 
liabilities are deducted from the asset 

* J he debit is lo easli ; or ahernativelv the treatment is — 
l obu easli ; Ciedit Pcrsuiial Account. 

Personal Account , Credit Bad Debts Account. 
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Dr. Sundry Debtors Cr. 


Dtc 31 

To (detailed Ledger Ac 
counts) 


£ 

10,060 

19. 

Dec. 31 

By Bad Debts 
, , Balances 

£ 

240 

o/d 9,8ao 




£io,o6u 



'£xo,o6o 

]aa. I 

To Balances 

b/d 

Q,820 





Notes, (i) The Bad and Doubtful Debts Provision would be created on the 
\filiie of the debtors as shown in tlie books at 31st December, 19 i.e. 10% 
of lg,S2o. 


{2) The Discount Provision is on — 

£ 

Book Value of the Debtors * 

Less Bad and Doubtful Debts Provision 982 

^8,838 

3% j{8,8j 8 (taken to nearest £) ^2^5 


These Provisions will then appear in the Balance Sheet in the 
fallowing manner — 


Assets Side 

£ 

Sundry Debtors . . ... 9,820 

Less Provision for Bad and Doubtful Debts ( i n %) 982 


£ 


8,838 

Less Provision for Discounts (3% of ;^8,838) 263 

8.573 


Loan Interest. The lender of money usually requires a reward for 
ilio. use by the borrower of the sum loaned, the amount of which 
varies with circumstances. Such a reward is termed Interest and it is 
nistomary in normal circumstances to stipulate for the payment of 
loan interest at stated periods, yearly or half-yearly. Hence, if 
arrounfs are drawn up at a date other than that of the due date of 
tlic pa^Tuent of the loan interest (assuming that the borrower 
pays promptly), an adjustment is required to cover the loan interest 
accruing since the last due date. 

The same principle applies in connexion with other expenses, 
viz. that a charge may be required in respect of an amount accrued 
(unless this should happen to be paid on the due date) and an 
amount accruing in respect of the j>eriod elapsing from the due date 
the loan interest and the date to which tlie accounts are made up. 
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Illustration. Trial Balance at 31st January, 19. . . shows {inter alia): 

£ 

Loan Account (Cr.) at 6% per annum loo.ooo 

Loan Interest {Dr.) .... 

It is quite evident that, assuming the loan was made at least a 
year ago, there is accrued a half-year's interest and consequently the 
required adjustment is — ^ 

Debit Loan Interest Account above the " line " . 3,000 

Credit Loan Interest Account below the “ line" . 3,000 

I'he latter being a credit balance in the books will be shown in the 
BaJance Sheet at 31st January, iq. as a liability, either as a sep- 
arate item or with the loan, thus — ^ ^ ' 

Loan Account ..... 100,000 

Add Interest to date . . 3,000 

103,000 

The Loan Interest of £6,000 for the year will be transferred in the 
usual way to the debit of Profit and Loss Account. 

Illustration. A borrowed £5,000 on 30th April, 1951, agreeing to 
pay interest at the rate of 4 per cent per annum, on the 31 si 
October and the 30th April in each }Tar. He prepares his accounts 
yearly on 31st December. Show Loan Interest Account in A’s books 
for the years ended 31st December, 1951, and 1952. It may be 
assumed that the payments arc made promptly on the due dates. 


Dr. Loan Interest ^ Cr. 


1951 



£ 

s 

d 

1951 



£ 

5 

d 

Oct 31 

To Cash. Half-year's 





Dec 31 

By Profit and Loss 





Interest to date 


100 

0 

0 

Account . 


133 

6 

8 

Drc 51 

,, Interest accruing, 











a months 

c/d 

33 

6 

8 










/;i 33 

6 

8 




D 33 

6 

! 8 

1952 

A pi. 30 

To Cash- Half-year's 





1952 
Jan 1 

Bv Interest accruing 

b/d 

33 

A 

8 


Interest to date 


100 

0 

0 

l>ec 31 

Profit and Loss 





Oct. 3X 

,, Cash: do. . 


100 

0 

0 

Account 


200 

0 

0 

Dec 31 

,, Interest accruing, 












2 months 

c/d 

33 

6 

8 










£233 

6 

8 




£*33 

6 

e 







19 ') 3 
Jan I 

Bv Interest accruing . 

b/d 

33 

6 

1 ^ 


If in 1953 the borrower }>ays only the half-year's interest to 30th 
April, 1953, the half-yearly amount due on 31st October, 1953. 
being paid on loth January, 1954, the account for 1953 and 1954 
(assuming the 1954 payments are met promptly) would be — 

' In practice. Income-tax is deducted from each payment of Interest. This 
does not affect the principle above outlined and treatment of Income-tax 
m this connection is dealt with in Chapter XXL 



trading and profit and loss account-balance sheet 83 


Dr , Loan Interest C>. 


1953 



£ 

s. 

d. 

1953 



£ 

s 

Apl 30 

To Cash: Half-year’s 





Jan, I 

By Interest accruing . 

b/d 

33 

6 

Interest to date 


xoo 

0 

0 

Dec. 31 

,, Profit and Loss 




I>c 31 

„ Half-year’s Inter- 





Account . 


300 

0 


est to 3zst 
October, 1953, 











Accrued 

c/d 

xoo 

0 

0 







„ Interest accruing, 










2 months 

c/d 

33 

6 

6 









£233 

6 

8 




£233 

6 

1934 

To Cash: Half-year’s 





1954 





Jan. 10 





Jan. I 

By Half-year's Inter 





Interest to 3xst 






est to 3xst Oct., 





Oct., 1953 


100 

0 

0 


*95.3. Accrued 

b/d 

100 

0 

Af'l 30 

,, Cash : do. to date 


xoo 

0 

0 


,, Interest accruing . 

b/d 

33 

6 

Ott 31 

Cash : do. to date 


xoo 

0 

0 

Dec 31 

„ Profit and Loss 



Drc. 3X 

,, Interest accruing, 





Account 


300 

0 


1 months 

c/d 

33 

6 

8 









£333 

6 

8 




£333 

6 







*955 











Jan I 

By Interest accruing . 

b/d 

33 

6 


Where repayments of the loan itself have taken place it will be 
necessary to ascertain the date of repayment as the adjustment for 
loan interest accrued or accruing will be modified accordingly. 

Illustration. Reverting to the preceding example, on ist August, 
i()55, the borrower repays £1,000 and the interest payments are 
made promptly at due dates. 

The calculation of the accrual at 31st December, 1955, will be 
thus — 

Two months' Interest accruing on £4,000 at 4% per annum, viz. 

£26 13s. 4d. 

Moreover, the Loan Interest paid 31st October, 1955, will be — 
Three months' Interest on £5,000 at 4% per annum, that is, for £ 
the period between 1st May, 1955, S^st July, 1955 5 ® 

Three months' Interest on £4,000 at 4% per annum, that is, for 
the period between ist August, 1955, and 31st October, 1955 . 40 

. Payment of Loan Interest on 31st October, 1955 . £90 


The account would be continued in 1955, as follows — 


Dr . 


Loan 

Interest 


Cr. 

»955 
Api. 30 

Oct 31 
Oec. 31 

To Cash: Half-year’s 
Interest to datel 
,, Cash : do. . 1 

„ Interest accruing, 

3 months . c/d 

£ 1 *• 

100' 

90] 

36 13 

1955 1 
Jan. I 
Dec 31 

By Interest accruing . b/d 
„ Profit and Loss' 
Account * 

jjj -I 

J . 

1831 61 8 



i|£2*6 xs: 



|£ 2 x 6 lx 3 | 


Jaa. X j By Intereat accruing . | b/d | a6|x3 

^I.e. Interest for 7 months on £5,000 (£116 13s. 4d.) plus Interest for 5 
Months on £4,000 (£66 13s. 46.) at 4 per cent per annum. 
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The repayment of the principal would be debited to the Loan 
Account. 

In the books of the lender the entries will be exactly opposite 
to the above. 

If an Expenses Day Book is used the interest accrued will have 
passed through the books; hence an adjustment is required only 
for items accruing. 

if) Transfers. As the correction of errors requires detailed treat- 
ment (see Chapter XIV) all that need be stated here is that the 
transfer required will conform to ordinary double-entry principles, 
a simple illustration sufiicing for the present. 

Illustration. An amount of £io is paid for decorations to the private 
house of a trader, such amount being paid by cheque on the business 
banking account and debited to General Expenses. The correcting 
entries are — 

£ 

Debit Drawings (or Capital) Account . .10 

Credit General Expenses ... .10 

It is im])()rtant also that abnormal or exceptional items 01 
expenses should be shown (juito clearly and se])arateiy in the 
accounts and not merged with nonnal items or ex])enses. 


CONSIDERATION OF INDIVIDUAL ITEMS 

There is no uniform practice as to which items should be included 
in the Trading and winch in Die Profit and Loss section of the fuiul 
account. Lacli case must be considered on its own merits. In 
manufacturing coiicems, a Manufacturing or Working Account Ls 
often employed either m addition to or instead of a Tradmg Account 
these will be considered later in Chapter XXXIL In non-manufac- 
turing concerns where, goods are purchased for resale, and in 
manufacturing ccmcerns where no se]:)arate Manufacturing or Work- 
ing Account is prepared, the Irading Account should include ont\ 
those expen.scs which are directly attributable to putting the goods 
ill a saleable condition : all selling, distribution and overhead ex- 
penses will be included in the Profit and Loss Account. The most 
important point is that treatment must be consistent so that the 
rate of (xross Protit may be conqiart'd from one period to another 

(i) Stock. Opening and Closing Stock of goods held for' s^lle will 
be included m the Irading Account as already described. It is 
impoitanl that these items be confined to stock of goods purchased 
toi resale or foi manufacturing into saleable condition. This will 
exclude the following-- 

(a) h \ pensci^ Stock, i his has already been dealt with (see page 7 3) ■ 

(o) Stock in Special Ctrcumsiances. Goods which are in pos- 
session of the trader are not necessarily his property, e.g. they 
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may be goods received on sale or return, on consignment for 
sale, or as agent. The treatment will vary according to circum- 
stances, but it may be stated as a general rule that unless the goods 
have been definitely purchased they should be excluded from the 
stock; and if they have been definitely purchased a corresponding 
entry will be, or ought to have been, made in the Purchases Account. 

( onversely, when goods have been bought and the seller dates 
lurward the invoice (e.g. goods bought on 15th July, 19. may be 
invoiced as on 15th August, 19. .) the purchase should be duly 
recorded in July and the goods included in stock {unless sold), as 
such arrangement is rnerc'ly one whereby the pm chaser obtains 
( xtended credit. 

thus, the following goods must not be included m Stock — 

(£/) Goods held by the business as agent or consignee, or sold 
awaiting delivery to the purchaser. 

(b) Goods held by the business as security. 

(c) Goods out on Sale or Return, wluui tlu‘ title thereto has passed 
to the sendee. 

Conversely, the following must be included - 

(a) Goods purchased and entered, including goods ui tiansit or 
stored. 

(b) (roods purchased and entered which are m the hands ol agents 
and consignees, or held as security. 

(c) Goods purchased and entered which aie out on Sale or Return 
unless the title thereto has passed to the sendee. [If already 
entered out as Sales, an entry must be made to eliminate the 
^ale, e.g. by debiting Sales and crediting Goods out on Sale 
UI Return, the latter being deducted from Debtors in the Jkdance 
Slieet (see Chapter IX). J 

{d) Goods at Branches, unless dealt witli m sepaiate Branch 
Accounts. 

Stocktaking. Where practicable Slock should be taken on the 
expiry of the business accounting period. Olten this is not ])0ssible 
and the actual stocktaking may have to be done during the last 
day of the year, or may extend into llui next few succeeding 
days. 

In many retail businesses tlie^ Stock is evaluated at the rclail 
idling prices and reduced to cost by a deduction of the gross profit 
percentage on selling f)rice5, otherwise the valuation will be at cost. 

In all cases the necessary revision to rnarkiT prices if lower than 
‘ ost will be required. 

The principles to be follow^ed aie - 

(1) That the goods purchased and the invoices therefor are passed 
through the books in the same accounting period, so that the liability 
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is taken into arxount in tlie same accounting period as the appro- 
priate asset. 

(2) That where goods are sold, although not actually de- 
livered, they should be included in the Sales but excluded from 
stock. 

(3) That wliere goods, although not in its physical possession, 
belong to the business they must be included in Stock (and Rule i 
observed). 

(4) Where Stocktaking takes place during the time sales arc 
being effected, care must be taken to avoid inclusion of goods as 
Stock on hand and in the Cash (or Debtors), e.g. if a retdiler takes 
Stock during, say, the last day of the year the Cash received in 
respect of goods taken into Stock must be reduced to Cost arid deleted 
from Stock ; if tli<^ Stocktaking takes place during the day after tlie 
close of the accounting period the whole of the takings for that day 
must be added to Stock either at cost, or, if evaluations are based 
on retail selling prices less percentage deduction, then the cash 
takings augment the Stock at selling price and the deduction is 
taken from the total. 

Illustration. X's financial year ends on the last Wednesday in 
Sej>tember, but actual stock is not taken until the following Satur- 
day, when it is ascertained at £33,500. You find that — 

(1) Sales are entered in the Sales Day Book on the same day as 
despatched, and Returns Inwards in the Returns Book the day the 
goods arc received ba«. k. 

(2) Purchases are entered in the Purchases Day Book as the 
invoices are received. 

(3) Sales between the Wednesday and Saturday per Sales Day 
Book and Cash Sales Book were £1,720. 

(4) Purchases between the Wednesday and Saturday per the 
Purchases Day Book were £120, but, of these, goods amounting tu 
£40 were not received until after the stock was taken. 

(5) Goods invoiced dui ing September (prior to the last Wednesday) 
but not received until after the Wednesday amounted to £100 ol 
which £70 worth were received between the Wednesday and Satur- 
day. 

(6) Goods sold in the pjrevious week £60 were returned on tiic 
Monday but did not teach X until the Thursday. 

(7) ihe rate of Gross Profit to Sales is 25%. 

Ascertain the value of the stock as at the end of the financial 
year, assuming that the market value is higher than cost and that 
the Purchases and Sales Day Books are not to be amended. 
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Calculation of Stock Value at Last Wednesday in September 


Stock (Saturday following) ...... 33. 500 

Add Sales (Wednesday-Saturday) .... 1,720 

Less Gross Profit (25%) .... 430 

1,290 

34 . 79 « 

Less Purchases entered (Wednesday-Saturday) . . 120 

Less received after stocktaking .... 40 

80 

34.710 

Add Goods invoiced September prior to the last 

Wednesday not received until after stocktaking 30 

34.740 

Less Returns Inwards not entered in current financial 

period ........ 45 


Stock value at close of current financial period . . ;^34,b95 


It will be observed that all the Day Book entries, except (6) (see lielow) 
had been made to the Wednesday when tlie year ended, so that no adjust- 
ments are required in the Ledgers. 

As to (3), the addition to the stock is the goods sold since Wednesday to 
jfalore it to the position on that day. 

As to (4), all these purchases relate to the next period, so that if any goods 
aie received between Wednesday and Saturday they must be eUminated. 
Phis figure is £120 less £^o received after Saturday, i.e. £^o. 

As to (5), all these purchases belong to the financial period ended Wednes- 
day, so that any “late" deliveries must be added to stock. Those actually 
delivered lictween Wednesday and Saturday will automatically have been 
taken into stock, i.e. £^0 ; but those which have been delivered after Satur- 
day, i.e. ;^3o, are not included in stock and so must he added. 

As to (6), the goods returned are included in stock at a cost price of ^45, 
sn that they are included both m Stock and Debtors. Stock should therefore 
he reduced by £^$, but as the amount in the Debtors is still at the selling 
price of ;f6o, a provision of ^^15 should be made. The better treatment, however, 
which can be effected without amending the Sales Day Book or the Returns 
Inwards Book is to — 

(1) make no amendment to the stock figure, so that the deduction above 
£a5 would not be required ; and 

(2) adjust the Sales Account for the returned goods at selling price in 
the same way as making an entry for an accrual, thus — 


Dr. Sales Cr. 


1*0 Returns 


£ 

By Sales . . .! 


£ 

Returns unentered 

c/d 

60 

1'rading Account 




£ 



£ 





By Returns unentered 

b/d 

60 


The £60 would be deducted from the Debtors' total for Balance Sheet 
purposes. If the goods were returned by the purchaser on the Thursday, 
the deduction of £45 without any further adjustment would be correct. 


4-(B 2083) 
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Stock Valuation. The accepted nile is that closing Stock should 
be taken into account at Cost or Market Value, whichever is the 
lower. In this connection — 

(1) Cost means the net price ])ayable for goods, i.e. invoice 
price after deduction of trade discount and all allowances referable 
to the goods in question, e.g. allowances for defects. To this may be 
added direct and indirect expenses actually incurred, having regard 
to the stage of manufacture, condition or location of the goods, e.g. 
cost of transjjort, packing, mixing, breaking bulk, etc. 

The calculation of cost may be based on — 

{a) The ascertained cost of each item or batch (i.e. '' Unit " cost). 

(b) The average over a ])criod of time. 

(c) 1 'he goods re]>resctited by the latest purchases, on t\\Q "first 
in, first out " (FIFO) i)rinciplc (or even, in certain circumstances, on 
the earliest purchases, following the "last in, first out" (LIFO) 
principle’). 

'fhese are generally the most common methods of calculating 
cost, being based on actual ascertained cost, i.e. on cost as an 
historical fact. Where this is not suitable on account of the nature 
of the business, an estimated figure is taken, either — 

(i) on a budgeted cost per unit, particularly where the unit 

is manufactured in several processes, i.e. "Standard" cost, or 

(ii) on adjusted selling prices, by deducting from such prices 

estimated selling expenses and the normal profit percentage. 

(2) Market price means either — 

(a) The buying price ruling at the end of the financial period, 
assuming a jiurchase is made in the usual way, that is, of normal 
quantities under ordinary conditions — in other words, replacement 
cost, or 

(b) The estimated net selling price of the goods either in their 
existing condition or, after allowing for all expenditure still to be 
incurred, in their ultimate manufactured form. 

Other methods of valuing stock which may be mentioned are — 

(i) At the actual selling price subsequently received, less realiza- 
tion expenses (as with Tea, Rubber and Tin Companies), 

(ii) The Base Stock method, where such stock is permanently 
retained at a fixed figure at or under original cost. 

(iii) At a fair value to a going concern, calculated in a similar 
way to 2 (b) above; although not a very prudent method, it is 
advanced on the grounds that, in a (say) manufacturing concern, the 
benefit of effort should go to the period in which tlie effort was made. 

In all cases due regard must be had to the condition and location 
of the goods and to market conditions generally. 

* FIFO method is not in common use d.nd is generally not accepted for 
taxation puiposes, but see the 1952 Canadian case of Anaconda American Brass, 
Lid, V. Minister ot National Revenue. 
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No one method is suitable or practicable for all types of business. 
In normal circumstances, however, stock is a current asset intended 
to be held for the minimum length of time prior to realization and 
therefore the usual basis of valuation should be the lower of cost or 
market value, the former being calculated on whichever of the above 
bases will give a fair view of the trend of results, the latter preferably 

described in 2 (b). If less than 2 {b), 2 (f?) may be used, in which 
uise the Balance Sheet should show that the valuation is “at the 
lower of cost or replacement value." Where, on account of the 
nature of the business, any other method of stock valuation is used 
- as, for example, in the case of Tea, etc., companies as mentioned 
above — the fact should be stated in the Balance Sheet. Whatever 
method is adopted, however, it should be employed consistently. 

In dealing with the application of the “lower of cost or market 
e<iluc“ rule, there are two methods (to be applied consistently)— 

(1) To list all the Stock and obtain the aggregate cost and aggre- 
^aite meirket value, taking the lower total into the final accounts, or 

(2) To take eacli item or batch at the lower of cost or market value. ^ 

Illustration. 


STOCK LIST 

1 

Item j 

1 Cost Price 

1 

Market Price 


i 

\ 

L 

1 

40 

55 

2 

62 

Z3 


131 

137 


etc. 

etc 


^233 



Under (1), tlic amount shown in the Market Price column would 
be taken as the valuation. Under (2), tlie value would be £194 
(composed of each “lower" item, shown above in italics). 

The following points may also be noted — 

[a) Where the cost of stocks of by-products cannot be ascertained, 
they should be valued at current net selling price, the cost of the 
main product being reduced accordingl3\ 

(h) Where forward purchases are not covered by forward sales, 
}>rovision should be made when necessar}^ to reduce the cost to 
market value. Conversely, where forward sales are not covered by 
forward purchases or stocks, provision should be made where neces- 
sary to cover the excess over the sales value of anticipated cost, 

' This method was approved for tax purposes in CJ.R. v Cock, Russell 
Co., Ltd., and Worthington v. Oceana Development Co., Ltd., when it was 
proved that it was the normal commercial practice. 
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(c) Any deduction to reduce stock value below the appropriai« 
level described above is a reserve and should be shown as such m 
the Balance Sheet. 

(2) Purchases. Goods purchased for sale, whether immediate or 
ultimate, are included under this heading. Returns Outwaid will 
be shown as a deduction from the Purchases Account, and it is ai 
lit.le consequence whether the Returns Outward are recorded in a 
Returns Outward Account and transferred separately to the Trad- 
ing Account, or transferred to the Purcliases Account and the net 
balance only of the latter account transferred to the Trading 
Account, so long as the Trading Account correctly discloses the net 
purchases. 

The following adjustments are usmdly required in reference to 
purcliases (if the latter includes purchases of goods othen^ise than 
for sale) — 

(1) Purchases of fixtures^ plant and other assets. The adjusi- 
iiig entry is: debit Fixtures (or other assets), credit Purchases 
Account. 

(2) Purchases of goods for private use. The adjusting entry is: 
debit Capital or Drawings Aceciunt, credit Purchases Account. 

(3) Purchases of stalionery, advertising materials, and otho 
“ Expense'’ stock. Unless it has been separately recorded either In 
means of an ICxpcnsi^s Day Book or a separate column in tin 
Purchases Day Book, a transfer is necessary as follows — 

Debit Stationery Account (or other expense item) ; credit 
Purchases Account. 

Where the balances have been extracted and it is discovered that 
certain items of purchases liave not been entered, it is usual 1«> a-- 
rertain the total of sucli items and to pass an entry through on 
similar to those called for by an ‘‘accrual item," i.e. debit ab(/\< 
the “line," credit below the “line." The former entry will augnici a 
the Purchases Account, and the latter will represent creditors aiu* 
will be shown as such in the Balance Sheet. Tlie detailed purchase 
items will be passed through the books on the first day of tlie 
new period. 

Returns outward ^^dll be dealt with conversely. 

Illustration. In the Trial Balance on 31st December, 19. , 
appear — 

Dr. Cr. 

Creditors ^ 4.£)o 

Purchases Z2,ooo 

It is discovered after balancing off the books and preparing the 
Irial Balance that items to the sum of £$00 have been omitted from 
the Purchases Day Book. The adjustment will be as shown on 
page 91. 
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Dr. 


Purchases 


Cr. 


jg 1 

Dd'c. 311 To Sundnes (as per Trial 
Balaace) 

„ Purchases omitted 
from Purchases 
Daf Book . 

1 

c/d 

£ 

12,000 

500 

19. . 

Dec 31 

By Tradinu Account 

1 


£12.500 1 

IQ. 
Tau. 1 

1 i 





By Piu chases oinitted . b/d 


i 

la.joo 


T he Balance Sheet will show Creditors — 

£ 

Per Ledger . 4,000 

,, Purchases Account . 500 

4.500 


(3) Carriage. It is customary to charge carriage inwards (i.e. 
carriage of goods purchased) to the Trading Account, and carriage 
outwards (i e. carriage of goods sold) to the Profit and Loss Account. 
If tlie item represents an expense not connected with purchases or 
s.'iles a transfer is required to the appropriate account ; e.g. if carriage 
inwards includes carriage in respect of new fittings, an adjusting 
entry is made thus — 

Debit Fittings Account ; credit Carriage InM^ards Account. 

(4) Wages.^ For the purpose of convenience, salaries will be dealt 
with hereunder. The terms are generally distinguished by their 
method of computation (i.e. a wage is calculated or p^aid in refer- 
enre to a week, a salary to a month or year), but this distinction 

not necessarily form the true criterion of the work ])erformcd. 
Chily those wages should be included in the Trading Account 
wliK'h are directly attributable to the j>iirchase or production of 
jjrjods for resttle; selling, distribution, etc., wages are included in 
ihe l^rofit and Loss Account. 

The following p>oints should be considered- 
la) Wages and salaries, it incurred other than for the ordinary 
purposes of the business, should be transferred to the account to 
which they really relate, e.g. wages paid to workmen, {a) for repairs, 
ib) for constructi*m of a machine, (c) for private purposes. These 
should be transferred to («) Repairs, (6) Machinery Account, and (c) 
Proprietor’s Capital or Drawings Account, unless the business is that 
executing repairs or constructing machinery and such work is 
done for customers. 

(6) Where employees, owing to the na^^ure of the employment, are 
housed, fed and/or clothed (as at a Chib, Hotel or Hospital) a trans- 
fer should be made to the debit of Wages Account from the account 
to which the exp)ense has in the first instance been debited. In many 
cases no entry wliatever will Jiave been made and hence an estimated 
figure will be taken and the result incorporated in the accounts; e.g. 

^ See footnote on pago 57. 
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for meals of waiters: credit Provisicms or Meals Account; de])ii 
Wages Account, unless it is desired to keep separate accounts for 
Staff Meals, etc. 

(c) Where wages or .salaries are stated at a rate “ free of Income 
Tax/* i.e. the employer pays the tax on behalf of the employee, 
the n(;t amount payable to the cmplo3^ee must be “grossed up' 
and it is this latter amount which must be debited to Wag(‘s 
Account. Such ]jayments come under the system of P.A.Y.1{ 
which IS dealt with m Chapter IX whexT a detailed illustration will 
b(^ lound. 

{d) Wages accruing should be provided for. 

(r) Where wages are shown net ** after deduction of National 
Insurance contributions borne by the employee, a transfer 
should be made by debiting Wages and crediting the ' National 
Insurance Account. P'or example if the Trial Balance shows- 

t 

Wages paid . . .1,725 

National Insurance . , . 305 

(the aiuoimt deducted from the employees being -(175) a tnuisier will 
be made accordinglv : debit wages /175 ; credit National Insurance, 
£175, the revised figures being -- 

£ 

Wages ..... i,Qoo 
National Insurance 130 

(5,) Sales. Tliib account will normally lie made up of goods sold, 
less return.s. The question of dealing willi returns in the Trading Ac 
count i.s analogous to that relating to purcliases. Where goC)ds aie cat 
on consignment or sale or return, it is important to ascertain what 
part is really sold. Tliat pari sc'ld and not paid for must be shown as 
DEBTORS (and not iiu hided in sti^ck), that part unsold must be shown 
as STOCK at cost pi ice, or market price if lower, and not as Debtors. 
Where a business sells goods on condition that the invoice shall In* 
dated “forward,” this is usually equivalent to giving the buyer extra 
credit, but so far as final accoxmts are concerned the transaction 
must be treated as a sale, hence passed through as sales and included 
in Debtors (but not included as Stock). Where the account includes 
realization of assets a transfer from Sales to the credit of the Asset 
Account will be required. It should be turther observed in connec- 
tion with the sale of an asset that a resultant transfer will be almost 
inevitable, i.e. writing off an}^ profit or loss on sale of the asset, as 
well as depreciation to date of sale. 

Illustration. Sales as shown in the Trial Balance are £3,000, wliicli 
includes the sale of a car (effected half-w’ay through the yearly 
accounting period) realizing £120. The book value of the car at the 
commencement of the period was £210, and in the past 20 per cent 
depreciation has been written off yearly. 
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The entries will be: debit Sales £120, credit Car Account 
£120; but as the car stands in the books at £210, there is still a 
debit of £90 therein to be disposed of, as follows: £21 (i.e. 
at 20 per cent per annum on £210 for half-year) and £69 for deprecia- 
tion and loss on sale respectively. 

The Car Account will be thus — 


Dr. 


Car 


Cr. 


To BaJanre . 1 b/d 

1 


£ 

I 210 

I 


r 




r 

by Trausfri from Saleii 
,, Depreciation . .j 
,, Profit and Loss, 
Account: Loss onjj 


£ 

120 

21 


69 

(,210 


the inclusion of the proceeds of the car in Sales Account, more- 
over, may convey the hint that the purchase of a new car (if any) 
has been included incorrectly in Purchases Account ; thus involving 
a transfer from Purchases Account to debit of new Car Account. It 
may be mentioned further that in the purchase of a new car the 
vendor often makes an allowance for the old car, and pays the 
licence for the new car, charging the latter to the purchaser. Such 
a transaction may involve several adjustments. An illustration is 
given on pages 117-8, 

Where goods are purchased and re.sold without profit (c.g. where 
a tobacconist sells to another at cost, in order to obtain the benefit 
‘)f the bonus given by the Tobacco Co.) the amount of such sale 
should be transferred to the credit of Purchases Account. Similarly, 
goods sent out on consignment or to branches should be credited 
to a separate account and not treated as sales. (These matters 
will be fully dealt with in the chapters on Consignment and Branch 
Accounts respectively.) 

Where the balances have been extracted ^md it is discovered that 
a batch of sales has not been entered, it is usual to remedy the omis- 
sion by ascertaining the total of such sales and passing an entry 
through on lines similar to prepayment items (i.e. credit above 
the line; debit below the line). The former will augment the Sales 
Account and the latter will represent and be shown as Debtors in 
the Balance Sheet. The detailed sales hguies will be passed through 
tlic books on tlje first day of the new period. 

Returns inward will be dealt with conversely. 

Illustration. The following items appear {infer alia) in the Trial 
Balance on 31st December, 19.. — 


Debtors 

Sales 


£ 

3,500 


15,200 
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After ruling off the Day Books and extracting the Trial Balance 
it is discovered that invoices to customers amounting to £729 have 
been omitted. 

The adjustment will be as follows — 


Df. Sales Cr. 


19.. 
Dec, 31 

To Trading Account 


£ 

15,929 

19.. 

Dcc.31 

By Sundries (per Tnal 
Balance) 

„ Sales omitted from 
Sales Day Book 

c/d 

£ 

15,200 

729 




£15,929 




£15,929 

19.. 
Jan. I 

To Balance: 

Sales omitted 

b;d 

729 

i 

J 


\ 



'i'he Balance Sheet will show Debtors — 


Per Ledger .... 3,500 

Sales Account . . . 729 

4.229 


Various terms are commonly used in relation to Sales. These are— 

(i) Cost of Sales. This term is enij)loyed freqiumtly both in 
ordinary and cost accounting. It is simply the cost price of the 
goods sold, or the price at which goods would be sold to recover 
exactly their cost, that is, without cither profit or loss. Hence, 
assuming that in arriving at gross profit no unusual items are in- 
cluded, the cost of sales equals the amount of sales (less return-^) 
less gross profit. 

Illustration. Goods are sold for £2,000 (no returns inwaids) . 
opening stock is £500. Purchases are £1,200 and closing stock is 
£300. Find the cost of sales. 


Gross Profit is ;^2,ooo plus /soo 

2,300 

L^ss ;^500 plus 200 

. . . 1,700 

Gross Profit 

• 

Cost of Sales is Opening Stock 

500 

Add Purchases .... 

, . . 1,200 


1,700 

Less Closing Stock .... 

300 

Cost of Sales 

. ;^I,400 
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This gives the same result as — £ 

Sales ....... 2,000 

Le$s Gross Profit ..... t>oo 

Cost of Sales 


(2) Turnover. In addition to its simple meaning of Sales, this 
term is frequently used to mean the number of times the Stock is 
'turned over”; m other words the s})eed of the “turn-over” of 
the average stock. 

The usual criterion is the money equivalent of the yearly sales as 
(om pared with that of the average stock, the former being divided 
i)V the latter. It is important to hav'e th(i average stock converted 
into selling price for this purpose. 

There are also tw'o other modes of arriving at the speed of the 
turnover — 

(1) The cost of sales divided by the cost of the average stock. 

(j) The quantity (as distinct liom the money equivalent) of the 
f;(;ods sold divided bv the quantity normally in hand. 

When a wide range of goods is carried, it is usually necessary to 
' alculate the turnover figure for each class of goods since the rate 
will vary considerably for each class. The turnover rate of, say, 
Motoi Lorries or Grand Pianos wdll be much less, for instance, than 
that of Groceries, Tobacco, and Meat. The average stock on hand, 
100, may be greatly affected b}' bulk purchases made with a vdew 
In I educing the buying ])iice. 

How the various adjustments dealt with so far in this chapter 
rLlt('cl the Final Accounts can be seen from th(‘ lollowing illustration. 


Illustration. j vv ^ alters 


Trial Balance as at 31ST Decembep 

IQ 

Dr. Cr. 

1 Wallers : Capital 


1 £ : £ 

! 1 4.250 

j Walters: Drawings , . . .1 


710 1 

Plant and Maciuiiery ..... 


950 i 

Stock, I St January, ig . 


1,460 

Purcha.ses . . . . . .1 


10,362 

Purchases Returns , . i 


291 

Sales . . . . , . . . 1 


11,906 

Sales Returns . . . . . . j 


210 

General Expenses ... 


440 

Kenl . . . . . . . 1 


120 1 

Kates 


200 

Apprenticeship Premiums .... 


80 

Bank Overdraft ...... 


240 

Bad Debts ....... 


172 

Sundry Debtors . , ... 


3,200 

Sundry Creditors ...... 


1,000 

Cash in Hand ...... 


48 

Bad Debts Provision ..... 

1 

1 105 

1 

1 

/17.872 i /17.872 
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¥> 

You are required to prepare Trading and Profit and Loss Account, 
for the year ended 31st December, 19. and Balance Sheet as at 
that date, showing the adjustments and closing entries in Journal 
form, having regard to the following — 

(1) Write off depreciation on Plant and Machinery at lo per cent 
per annum, 

(2) The Bad Debts Provision is to be increased to 5 per cent on 
Sundry Debtors. A discount provision of 2 \ per cent on Sundry 
Debtors is to be created. 

(3) Walters has drawn out Goods for his own consumption 
amounting to £40, of which there is no record in the books. 

(4) £100 Plant and Machinery purchased on 31st December, 19. . , 

has been inadvertently included in Purchases. \ 

(5) Rent Accrued is £40. 

(6) Rates of £80 are paid in advance. 

(7) Stock-in-hand at 31st December, 19.. is valued at £1,730 
including stock of stationery £20. 

(8) £100 Apprenticesliip Premium was received on ist January 
in the previous year in respect of a five years' period, and £20 was 
written off. The same amount is to be written off this year. 

(9) General Expenses include — 

(a) Purchases of stationery £50. 

{b) Carriage inwards £80, including £20 on the Plant and 
Machinery purchased on 31st December, 19. .. 

(c) Wages £180, including £30 for installation of the new 
Plant and Machinery, There arc £10 wages accruing on 31st 
December, 19. .. 

(10) Sales include £100 resale without profit. It is discovered 
that sales to the value of £200 have not been entered in the books at 
31st December, 19. .. 


J. WALTERS 
Journal 


I I 

Dec. 31 Depreciation . , . Dr. 95 

To Plant and Machinery . . 95 

Being io% per annum written off. 

J. Walters, Drawings Dr.\ 40 

To Purchases .... 40 

Being Goods drawn out of the busi- 
ness for private consumption. 
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Journal — (contd.) 




i 

i 

Plant and Machinery . . Dr\ 


150 


To Sundries : 1 




Purchases .... 



200 

General Expenses (Carriage) . 



20 

General Expenses (Wages) 



30 

Being transfers from Purchases and 




General Expenses of items in- 
cluded therein in error. 




Rent ..... Dr. 


40 


To Rent Accrued 


40 

Being Balance carried forward. 



Rates Prepaid . Dr. 


80 


To Rates .... 



80 

Being Balance carried forward. 




Sundries .... Dr. 




To General Expenses 

Stationery ..... 


50 

260 

Carriage Inwards .... 


60 


Wages ...... 

Being allocation of General Expenses 


150 

vV 

to correct accounts. 




Wages ..... Dr. 

To Wages Accruing . 

Being balance carried forward in 


10 

TO 

respect of wages accruing. 




Sales ..... Dr. 


TOO 


To Purchases , 



100 

Being transfer in respect of goods 




resold without profit. . 




Sundry Debtors' Total Account (or 




Sales Account "below the line")Z)r. 


200 


To Sales ..... 



200 

Being sales omitted from Sales Day 




Book. 





Journal (Closing Entries) 





£ 

£ 

Trading Account . 

. Dr. 


II.35I 


To Sundries : 





Stock . 




1,460 

Purchases^ , 

;flO,I 22 




Returns* 

. 291 








9,831 

Carriage Inwards . 




60 

Being Balances transferred. 






* Purchases per Trial Balance 0,362, less transfers £2^0 (see the second, 
third, and eighth previous Journal entries). 

■ Alternatively, the Returns may be transferred by means of separate 
Journal entries. 
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Journal (Closino Entries) — ( wmftl.) 


19^ 


Dr, 


£ ' 

£ : 

D^, St 

Sundries . , . . 



t 3 . 5<»6 

To Trading Account 





Salesi .... ^12^6 





Less Return^ 

210 


11,796 

' 'V' . 







Stock 



1,710 



Being Balances transferred. 



i 



Trading Account . 

Dr. 


2.155 



To Profit and Loss Account 




2 . 1.55 


Being Gross Profit transferred. 




1 


Apprenticeship Piemiums 

Dr. 


20 

! 


To Profit and Loss Account 




\ 20 


Being yearly sum written off. 




\ 


Profit and Loss Account 

Dr. 


1,013 

\ 

\ 

' To Sundries: 




1 1^0 

1 Wages [£130 plus accrual ;£io] 



j Rent [£120 plus accrual ;£4o] . 



160 

1 Rates [£200 less prepaid /80] 



120 


Stationery [/50 less Stfick £20] 
General Expenses* 



30 




130 

Bad Debts 




172 

! Bad Debts Provision* 




<>5 

Discounts Provision® 




81 

; Depreciation . 



1 

95 


Being Balances transferred. 






Profit and Loss Account . 

Dr. 


1,162 



To J. Walters, Capital 

Being Net Profit transferred. 



1,162 



J. Walters, Capital* 

Dr. 


750 



To J. Wallers, Drawings . 
Being Balance transferred. 



750 



. ' Sales per Trial Balance ;£i 1,906, plus net transfer £100 (see the eighth 
and ninth Journal entries, page 97). 

, • Alternatively, the Returns may be transferred by irtM-na of separate 
Journal entries. 


• General Expenses per Trial Balance £^^o, less transfers ^£310 (see 
third and sixth Journal entries, page 97), 

* Sundry Debtors per Trial Balance ;£3,2oo, plus transfer £200 (sec 
ninth Journal entry, page 97) — /3,40o; 5 per cent of ;£3,40o is /170, 
provision per Trial Balance ;£io5, which leaves ;£65. 

• :£ 3.400 

170 


• Sundry Debtors 

Less Bad Debts Provision 


the 

the 

less 


24 per cent of ;£3,23o is £Si (to the nearest £). 

• Drawings per Trial Balance £710, plus transfer /40 (see the second 
Journal entry, page 06). 
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J. WALTERS 


Tradiiyg and Profit and Loss Account for the Year Ended 
Dr, 31ST December, 19.. Cr. 


To Stodc »t Jan., 19. . . 

„ Purchaaet 

1ms Retumt 

£ 

10,122 

2gi 

£ 

1,460 

By Sales 

Less Returns 

£ 

X 8,006 

2X0 

£ 

11,796 

1,710 

9,831 

60 

2,155 

„ Stock 3i8t Dec., 19. . 


„ Caniage Inwards 
„ Gross nofit c/d 





£13,506 



£13,506 

To WaRcss .... 

„ Rent .... 

„ Rates .... 

„ Statione^ 

„ General Expenses 

Bad Debts— 

Written off . 

Provision 

172 

65 

x6o 

x6o 

120 

30 

X30 

237 

8x 

95 

X,x 62 

By Gross Profit b/d 
„ Apprenticeship Premium. 


2,155 

20 

„ Discounts Provision . 

„ Depreciation of Plant 
„ Net Profit transferred to 
Capital Account 







£2,175 



£2,175 







J. WALTERS 

Balance Sheet as at 31ST December, 19. . 



Capital — 

Balance at ist Jan., 19. . 

Leu Drawings. 

£ 

4,250 

750 

£ 

Plant and Machinery — 

Balance at xst Jan., 19. . . 
Additions 

0 0 

£ 

Add Net Profit 

3,500 

1,162 

4,662 

60 

Less Depreciation 

1,100 

95 

1,005 

Apprenticeship Premiums 

Less written off . 

80 

20 

Stock in hand — 

Goods .... 

Stationery. 

H 

0 0 

Sundry Creditors — 

Trade .... 

Expenses .... 


1,730 


1,050 

240 

Sundry Debtors 

Less Bad Debts Provision . 

3,400 

170 

Bank Overdraft 




Less Discounts Provision . 


*•‘12 

4 « 




Rates prepaid 

Cash in baxid 




£6,012 



i«.o» 








EXAMINATION PROCEDURE 

As the t3rpes of questions on this subject-matter are illimitable, it 
is essential that students should make it a habit in tiie early stages 
of their preparation of working, under time conditions, exercises 
involving the compUation of accounts* 
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It is neither practicable nor desirable to lay down dogmatically 
any precise method of approach to these problems, but the 
author has found the foUowing methods adequate to meet the 
general requirements of students — 

(1) Take a rough preliminary survey of the question , carefully 
underlining dates, nature of business, and unusual items. 

(2) Obtain agreement of the Trial Balance. 

(3) Note against each individual item in the Trial Balance any 
adjustment required. 

(4) Proceed to build up in skeleton in the Trading and Profit and 

Loss Account and Balance Sheet only those items that are straight- 
forward/* that is, those items that require no adjustments, ticking 
each item in the Trial Balance as it is ^sposed of. ( 

(5) Next deal with remaining items (i.e. those requiring adjust- 
ment), making sure that the double-entry has been completed; 
the Trial Balance item should be ticked up to the adjustment note. 

(6) Insert closing stock first in the Trading Account and th^ in 
the assets side of the Balance Sheet, ticking up the adjustment note. 

(7) Avoid, if possible, a piecemeal” treatment of adjustments 
and stock; that is to say, deal at one and the same time com- 
pletely with the adjustments, and if several items are involved, 
open rough working accounts to avoid confusion. 

(8) Until the problem is complete it is advisable to insert totals 
in _ ncil. 

(9) In case of ambiguity in the question, think out the most reason- 
able and common sense view and proceed accordingly ; state your 
assumptions, supporting them with reasons, and other possible 
assumptions. 

(10) Ascertain whether any self-evident adjustments are required 
in accordance with the facts given in the problem, e.g. where the 
Trial Balance shows a loan outstanding and there is a debit charge 
for loan interest for a period only. If, for instance, the accounts 
are for a year and the debit for loan interest is for the half-year, an 
adjustment is clearly required (provided that the loan did not arise 
halfway through the year) to increase the loan interest debit to a 
full year's charge, with a corresponding liability for the half-year's 
interest unpaid.^ 

^ In examination work it is usually unprofitable to spend much 
time attempting to discover the out-of-balance where such exists. 

The following points are illustrative of common failings in this 
type of problem — 

(i) Failure to complete the double-entry of the adjustments? e.g. 
insertion of closing stock in the Trading Account, but its omission in 
the Balance Sheet ; the increase of an expense in the Profit and Loss 
Account and omitting to show the accrual as a liability in the 
Balance Sheet. 

' The same principle applies where Loan Interest is shown "net," i.e. after 
deduction of Income Tax (see Chapter XXI). 
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. ( 2 ) Incorrect or mcomplete treatment of Bad and Doubtful Debts 
and similar provisions ; the most frequent error being the addition 
of the Bad and Doubtful Debts Provision to the Debtors instead of 
deduction in the Balance Sheet. 

(3) Failure to carry out ** inset'* items. 

(4) Failure to provide for interest on loans and depreciation 
where the facts in the question clearly indicate the necessity for so 
doing. 

(5) Failure to " clear*' all the Trial Balance figures or the careless 
insertion of amoimts on the incorrect side of the Profit and Loss 
Account and Balance Sheet. 

(6) Failure to close off by a transfer to Capital Account of the 
balance of the Profit and Loss Account. 

(7) Careless lack of observation of important details, e.g. the 
period of the accounts, nature of the business, distinction between 
capital and revenue and the like. 

As the examination bodies frequently require the preparation of 
Final Accounts from a schedule of balances, illustrations are 
provided in the succeeding pages of the working of the final accounts 
both from the orthodox Trial Balance and from a schedule of the 
balances. 

(i) From the Complete Trial Balance. It should be noted that 
rough workings — this is imperative where the adjustments arc com- 
plicated — should be submitted, as the examiner's purpose is to test 
knowledge of principles ; and further, he is not oblivious to the fact 
that the examinee is working under what may be considered as very 
unfavourable conditions. 

Illustration. The Trial Balance of A on 31st December, 19.., 

follows— _ 

Dr. Cr. 

£ £ 

2,000 (i) Closing Stock, £1,470. 

1^400 (ii) Stock destroyed covered by 
420 Insurance (not yet paid). 

2,600 i £150. 

1.200 (iii) Provide 20% on Debtors 

6.200 for Bad Debts. 

7,302 (iv) Included in Sales is £30, 

00 being Sale of Fixtures, 

900 book value, £80; Depre- 

350 ciation thereon, to date 

290 ! of sale, £5. 

(v) Expenses accruing, £25. 
400 (vi) Included in Purchases is 

172 a new Typewriter, £13, 

210 bought on 31st Decem- 

ber of the curJ?€n^^ year, 
(vii) Write 10% Depreciation 

off Fixtures. 

£11,702 £11,702 


Debtors 
Creditors . 

Drawings . 

Capital 

Stock, 1st Jan., 19. . 
Purchases . 

Sales. 

Sales Returns 
Wages 

General Expenses 
Bank 

Fixtures and Equip- 
ment 

Bad Debts 

Bad Debts Provision 


The items in heavy type are straightforward and do not require adjustment* 
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The skeleton will first be prepared by the insertion of the items com- 
plete in Jthemselves and not influenced by the required adjustments. 
This will appear as follows — 


Trading and Profit and Loss Account for thb Year Ended 
Dr, 3 1 ST December, 19 > . Cr. 



To Stock 
,, Purchaaes 
„ Wagea 


£ , ' 

x,aoo|Dec. 3z BySalea 

Lass Ratuma . 
9001 „ Stock Destroyed 

„ Stock on hand . 


„ General Expenses 
„ Bad Debts 
„ Depreciation : Fixtures 
„ Loss on Sale of Fix 
tures 


Balance Sheet as at 31ST December, 19. . 


Capital — 

Balance iit Jan., 19. 

£ 

£ 

Fixed Assets— 

a, 500 


Fixtures and Equipment 

Leu Drawings . 

430 

3,080 

Balance xst Jan., 19 

Less Sale 
„ Loss on Sale 
,, Depreciation 

Add Purchases 



Current Liabilities— 



Creditors 

Hank Overdraft . 

1,400 

390 


Current Assets — 

Expenses accruing 


Stock . 

Debtors 

I,eu Bad Debts Provision 
Insurance Co. 




At this stage all the items that can be completely disposed of have 
been inserted in the appropriate place in the Trading and Profit and 
Loss Account or Balance Sheet ; and in an exercise will have been 
duly ticked up. 

In addition, it will be observed that other expenses and adjust- 
ment items, not in the Trial Balance itself but required by the ques- 
tion, have been inserted without figures, thus facilitating the double- 
entry of the adjustments by avoiding the necessity of having to 
perform the “writing*' part at the time of insertion of the relevant 
figures. 

It is now necessary to deal with each adjustment. 

(i) Closing Stock, This will be inserted in the Trading Account 
on the credit side and immediately after this entry in the Balance 
Sheet on the assets side. 

(ii) Stock Destroyed, The Trading Account should be credited 
with the amount as if it actually existed, and the Profit and Loss 
Account debited as a separate item if not covered by insurance, or in 
the probable event of its being so covered, the amount will go to the 
debit of the Insurance Company. The adjusting entries will tb#efore 


Debit Profit and Loss Account ) x * j 
Credit Trading Account } “ msured. 

Debit Insurance Company i t/ a « • j 
Credit Trading Acco^ \ 


In the event of the loss bong partly covered, the proportion 
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insured against will be debited to the Insur^e Company and the 
uninsured portion passed to the debit of Profit and Loss Account, the 
total of the two being credited to Trading Account. 

It is quite conceivable that the insurance claim may have been 
passed through the books as a sale and the Insurance Company 
debited ; in these circumstances a transfer should be made by debiting 
Sales and crediting Trading Account as a separate entry for such 
amount, the Insurance Company’s account having already been 
debited. 

The transfer required where there is no insurance of the goods, 
or if partly insured, then to the extent of the loss not covered, will not 
reflect itself in the Balance Sheet at all, and actually will not amend 
the NET profit, but will increase the gross profit and increase 
the debit side of the Profit and Loss Account. 

(iii) Bad Debts Provision. The following rough working account 
will be prepared, and although such working account would be 
attached to the written answer to the problem there is no 
necessity to embellish it so long as it is made perfectly clear to the 
examiner what accounting process or processes it contains. Thus — 


Bad Debti A/c Bad Debt! Provision 


T.B. 

£ £ 

. If 2 

New Provision (in 

£ 


n 

B.D.P. . 

. . X90 

— 368 Dr. P. & L. 

B.S.) 

400 




Hence £362 will be debited to the Profit and Loss Account and the 
new Provision of £400 shown as a deduction from Debtors, Both 
of the above will completely dispose of the Bad Debts Account, and 
the Bad Debts Provision appearing in the Trial Balance. This 
is made clear by a comparison of the Trial Balance and the Final 
Accounts figures, i.e. — 

Trial Balance: Df. ^172 and Cr. £iio\ difference Dr. £$8. 

Final Accounts : Dr. £362 and Cr. £400 ; difference Dr. £38. 

(iv) Expenses accruing £2$. This will merely increase the Ex- 
penses in the Profit and Loss Account and be shown in the Balance 
Sheet as a liability. 

The next adjustment is of a composite nature because the adjust- 
ments called for are interwoven with more than one account, so tliat 
the appropriate accounts may be referred to by letter or some other 
specif designation. 

Adjustment for sales, fixtures, depreciation, etc., are referred to 
as A " in the final accounts on page 105. 

Rough working accoimts will be prepared — 

Sah* PurchMM 


i 

50 

fas* 


T.B. 


I 

7.30a 


T.B. 


£ 

6 ,«oo 


FIXTURES, etc. 
TndlDf . • 6,i$7 


fixtures 

Trediikf . 
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Fixtures aad Equipment 


Depreciation 



i 


i 


i 


i 

T.B. 

400 

SALES , 

50 

FIXTURES 

• , 5 



DEPS. . 

P. & L. . 

: all 

FIXTURES 

. ‘sa 

P. A L. . 

. 37 



PURCHASES . 

IS 

DEPk.\ 

3 a 






Balance \ 

. sox 






The transfers between the accounts themselves have been inserted 
in BLOCK letters for clearness. 

After these adjustments have been effected, the balance of the 
Trading and Profit and Loss Account will be transferred to Capital 
Account or (as it is unnecessary formally to open the latter account), 
added to or subtracted from the Capital Account in the Balance 
Sheet, according to whether the result disclosed is a profit qr loss. 

The Final Accounts will then be as shown on page 105. \ 

Illustration. The Trial Balance of A at 31st December, 19 .y , is— 


Trial Balance 


Dr. 


Capital 
Drawings 
Sundry Creditors . 

Loan on Mortgage 
Interest on L<^n . 

Goodwill 
Cash in Hand 
Sundry Debtors . 

Bad Debts Provision 
J Stock, 1st January, 19 
Plant and Machinery 
Bank * 

Land and Buildings 
Bad Debts . 

^Purchases . 

* Purchases Returns 
Sales . 

Sales Returns 
Carriage Outwards 
Wages 
Salaries 

Carriage Inwards . 

Rents and Rates . 

Gas, Water, and Electricity 
Insurance 
Advertising 
Discounts Received 
Discounts Allowed 
Investments, at Cost 
General Expenses 
Payable 

Bills Re^vable . 
Dividends Received 


£ 

10,000 


300 

5.000 
50 

20,100 

4.839 

8.000 

2.555 

12,000 

525 

51.458 


7.821 

2.004 

15.485 

6.097 

929 

2.000 
720 
171 

3.264 

560 

5.000 

3.489 

1.800 




i 

22,000 

iu,40f 

9.500 


710 


i.34t> 

116,246 


1.100 

1,614 

250 




* On £400 — iotm ^320 at 10% . per aaanm. . 


Trading and Profit and Loss Account for the Year Ended 31ST December, 19. . Cr. 
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Notes, (i) If the Stock had been insured for, say, ;^ioo only, ;^5o would be debited to Profit and Loss Account and 
to the Insurance Company. 

(2) As the question is not clear as to whether the loss on Stock bad already been adjusted prior to the Trial Balance, a footnote 
riiould be made to the student's answer. 
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You are required to prepare Trading and Profit and Loss Account 
for the year to 31st December, 19. and Balance Sheet as ^t that 
date, after making provision for the following — 

(1) Depreciation— Plant and Machinery, 10 per cent per annum ; 
Land and Buildings, 5 per cent per annum. 

(2) End Stock on hand— 31st December, 19. £5,100. 

(3) The Investments at 31st December, 19.., are worth £5,500 
at market values. 

{4) £200 is outstanding in respect of Rent and Rates, 

(5) Insurances are prepaid, £50. 

(6) The Bad Debts Provision is to be maintained at 5 per cent of 

Sundry Debtors. j 

(7) Loan Interest at 6 per cent per aimum is to be chargid for full 
year having regard to the fact that £500 was repaid on 30th June, 19 . . . 

(8) The Manager is to get a commission of i/ioth on the net trad- 
ing profits after charging his commission. \ 

(9) Transfer £2,250 to Reserve. 

(10) 3/4thsof the Rent and Rates are to be charged against trading. 

(11) i7/24ths of Gas, Water, and Electricity are to be charged 
against trading. 
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To Transfer to Reserve . 

,, Net Profit transferred to 
Capital Account . 


£ 

a.asoj 


By Ket Profit for Year 


tB, ooo| 


b/d 


£ 

so.s«o 


Balance Sheet as at 31ST December. 19. . 


Capital iBt Jan.. 19. . 
l^ess Dra^ga 

£ 

22,000 


Fixed Assets — 


i 

xo.ooo 


Goodwill . 


5,000 

12,000 


Land and Buildings 

Las Depreciation 

12,000] 

6oo| 



Add Net Profit per Profit and 




11,400 

Lnfis Appropriation Account 

xB.ooo 


Plant and Machinery 

8,ooo| 



30,000 

Las Depreciation 

8001 


Rpserve ..... 


2,250 



7,200 

Loan on Mort^Age 

Current Liabilities — 


9,500 

Investments at Cost (market 
value £5,500) . 


5,000 

Sundry Creditors: 




Trade .... 

10,401 




38,600 

Rent and Rates . 

200 1 


Current A^setb — 


Manager's Conuniasioa 

2,000 


Stock 



Mortgage Interest due. 

285 


Sundry Debtors £30,100 



Jiills Payable 

2,614 


Less Had Debts Prov. 1,005 

*9.095] 





Expenses prepaid (Insurance) 
Bills Receivable . 

50 





x,8oo 





Ca'ih ui hand 

50 





Cash at Bank 

3,555 

28,630 



1 



57,3.50 


Notes. (1) The Loan Interest has been computed as follows 


6% per annum on ;£i 0,000 for 6 months 300 (already paid) 

6% per annum on £9,500 for 6 months 285 (outstanding) 

£5^5 


(2) G^mputation of Manager's Commission equals i/iith of the 
profit of the business before the Profit and Loss Account has been 
credited witli dividends and debited with the commission, viz — 


£ 


Net profit 

20,250 

Commission . 

2.000 


22.250 

Less Dividends (non-trading receipts) 

. 250 


£22.000 


One-eleventh thereof £2,000 


Subject to agreement, depreciation should, for the purpose of calculating 
commission, be computed on the straight line method. 

The commission is based, in the absence of an agreement otherwise (as 
ifi this problem) on the profits before charging commission. 
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(2) Where the Items are Shown in Single Cohxmnar Form. No dif- 
ference in principle arises in these circumstances as compared with the 
presentment of a complete Trial Balance. The additional work 
mvolved is the separation of items, so as to form, prior to the 
preparation of the Final Accounts, the Trial Balance. The time 
entailed in rewriting is usually considerable and cannot easily be 
spared in examinations, so that a ‘‘short cut’' method should be 
employed. 

The method usually adopted is to add the whole list (after 
ascertaining that the list or schedule comprises only Ledger 
Balances) and either extract the credits by the side of the 
schedule or on a separate sheet, and the total schedule ^less the 
credits extracted should equal the latter figure. Thele is no 
reason why credits instead of debits should be extracted, but 
from the point of view of expediency it is almost invariably better 
to extract credits inasmuch as they are comparatively \few in 
number. 

Many of the advanced problems require adjustments of errors 
or omissions before the list of balances is complete; that is, 
not infrequently the list of balances does not contain the whole 
story. In subsequent chapters will be found illustrations of this 
type. 

When the Trial Balance is obtained the problem will be worked 
out on the usual lines. 

Illustration. Ihe following is the Schedule of balances on 31st 
December, 19 . . , of X— 


Ledger items 

Balances 

Debits 

Credits 

Purchases . 

i 

i 

£ 

Debtors 

1,200 

1,200 


Bank Overdraft ..... 
Loan , . 

1,700 

50 

1,700 

50 

Fixtures 

180 


180 

Capital • ■ ! ! ! 

Drawings 

200 

1,500 

200 

1,500 

Expenses ■ . ! 1 ’ 

300 

300 


Bad Debts Provision 

Creditors . . . . ’ 

420 

00 

420 

90 

Sales 

S 80 


280 

Sales Returns 

1,000 


1,900 

Stock 

50 


X 


130 

130 




£8,000 

£4.000 

£^.oao 


The items are also shown in Trial Balance form for reference. 
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The procedure in a question of this nature will be — 

£ £ 

(x) Total of balances . . . 8,000 

(2) Credit items .... 50 

x8o 

1.500 

90 

280 

1,900 

Deduct (2) from (i) 4.000 


/. Total Debit items ;^4,ooo 


Where items (e.g. Bank, Loans, Discounts) are ambiguous, the 
question will generally give some indication or hint as to the correct 
side of the particular item. For instance. Bank Interest (Dr.) would 
suggest a bank overdraft. 

Illustration. The following are the balances which appeared in the 
books of X, who is an Hotel Proprietor, at 31st December, 19. . — 


Apartments and Attendance 


, , 

. 28,000 

Meals .... 



. 16,000 

Provisions 



7.750 

Stocks .... 



510 

Cash in Bank . 



. 5.000 

Capital .... 



. 110,000 

Debtors .... 



400 

Creditors 



4 .B 00 

Provision for Depreciation of Buildings 

. 12,000 

Buildings 



105,000 

Furniture and Equipment 



. 30,000 

Bank Interest . 



565 

General Expenses 



13.705 

Wages .... 



3,000 

Income Tax 



240 

Drawings 



760 


Prepare Final Accounts after making adjustments as follows — 

(1) Increase Provision for Depreciation of Buildings to £15,000. 

(2) A sum of £400 representing accommodation £120, and meals 
£280 to be charged to X. 

(3) A sum of £800 representing accommodation £280 and meals 
{520 to be charged up in respect of Staff, 

The ** Trial Balance'' is — 


(1) Total of all the items . 332,730 

(2) Total of Credit items . 168,865 

- ;^i66,365 


Total Debit items 



no 
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Profit akd Loss Accoomt for the Year Ended 


Dr. 3XST Dbcsuber, 19.. Cr. 


To Provuiout . 

„ Wages .... 

„ General Expenses 
„ Depreciation of Buildings . 
„ Net Profit transferred to Cap- 
ital Account 


1 

7,750 

3,800 

13.705 

3,000 

X 2 , 5 I 0 

By Apartmenta, etc. 

,, Meals . . . . 

„ Bank Interest 

1 

t 

33400 

X 6,800 

565 



£40.765 



m 


Balance Sheet as at 31ST December, 19. . 


Capital— £ £ 

Balance at let Jan.. 19. . . xzo,ooo| 

Less Drawings . . i,40o| 


Fixed Assets— 
Buildings 
Less Depreciation 



zo8,6oo| 

Add Net Profit per Profit 
and Loss Account 

Current Liabilities- 
Creditors 


Furniture and Equipni't . 
Current Assets— 

Stocks . . 

xai.xioj Debtors . 

Cash at Bank 

4,8oo| 


5io| 

4001 

5.ooo| 




90.000 

30.000 


Notes. The General Expenses (which should include the complete upkeep 
and renewals of furniture, crockery, linen, etc.) would be in more detail in an 
examination question. 

The adjustments will be effected thus— 

Apartments I Meals I 

Debit Drawings 400 Credit . . 120 Credit . 280' 

Debit Wages . 800 Credit . 280 Credit . 520 


£i,2oo Increase of . Increase of . l^oo 

Income Tax, ^^240, will also be transferred to Drawings ; hence total Drawings 
arc ;ii,4oo, i.e. ^760 + ;^240 + l^oo. 

Stocks are Closing Stocks (the credits already having been made to the 
appropriate Nominal Accounts). 


J Illustration. From the following balances prepare Final Accounts 
in respect of the year ended 31st December, 19. 

Loan 

Sundry Expenses 
Stock (ist January, 19. .) 

Purchases 
Wages 

Discounts Allowed . 

Rent and Rates 
Sales 

Carriage Inwards 
Bank 

Sundiy Debtors 
Buildings 


500 Creditors . 

£ 

. «,740 

398 Income Tax 

. 203 

5,470 Investments 

. 2,000 

31,400 Fixtures and Fittings . 

600 

2,000 Motor Vans 

126 Investment Provision . 

• 

m 

170 Bad Debts written off . 
87,000 Bad Debts Provision . 

. t 20 

820 

224 Bank Interest . 

15 

3,247 Capital . 

. 9,150 

1,900 Dividends on Investments 

107 

2,674 Drawings 

400 


tne amounts representing meals may be 
vinoiis Account instead of being credited to Meals Account. 
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(1) Stock in hand at sztt December, 19. , £3,5x7 ^including Stationery Stock £17). 

(2) Sundry Expenses include stationery purchased. £37. 

{3) The Loan was made on ist March <n the current year; Interest at the rate ot 6% per annum, 
no provision for which has yet been made. 

(4) Investments valued at £Xr42o; adjust Investment Provision accordingly. 

(5) Ihovide 5% on Debtors lor DiscounU and ao% for Bad Debts. 

(6) Write off for Depreciation on Buildings. 

(7) Included m Sundry Expenses is £26 for Legal Charges in connection with the acquisition of 

certain buildings (included in the item of ^(2,674). 

(8) Dividends accruing. £27; Rates paid in advance £ao and Rent owing £30. 

(g) The opening stock Induded Stationery Stock £20. 


Trading and Profit and Loss Account for thb Year Ended 
Dr. 3IST Dbcbmbbr, 19.. Cr. 


10 • 

To Stock 


£ 

10 ■ 



! £ 

Tan. z 


5.450 

Dec. 31 

By Sales 


137,000 

Dec. 3Z 

„ Purchases 


31.400 


., St(«k 


1 3,500 

„ Carriage Inwards 


224 





„ Wages 


2,000 




1 


,, Gross Profit 

c/d 

X.426 

1 



1 



£ 

40,500 



£ 

40,500 

Dec 3x 

To Rent and Rates 


180 

Dec.az 

By Gross Profit 

b/d 

1,426 


.. Sundry Expenses 


335 


., Bank Interest . 

15 


„ Stationery . 


40 


Dividends 


134 


„ I joan Interest .1 

1 

25 





.. Bad Debts 


80 


1 




Discounts (net) . . 1 

, Depreciation — 

j 

202 

i 

i 

1 

1 


Buildings . £135' 



1 

1 

1 

i 


Investments , 801 


II 

1 1 

! 


1 

2 X 5 ! 

1 


1 



.. N^t Profit transieired 





1 ' 

1 


to Capita) Account 


408 

1 


1 j 





£1,575 

1 

i 


1 

1 

j £1.375 


Balance Sheet as at 31ST December, 19. . 


Capital — 

Balance zst Jan., jg. . . 

Less Drawings . 

Add Net Profit per Trading 
and Profit and Loss A/c . 

£ ■ 
9.130 
603 

8.547. 

498' 

£ 

9.045. 

300' 

1 Fixed Assets — 

1 Buildings : 

Balance 1st Jan., 19 . 
Additions 

Add i.egal Charges on 
Purchase . 

Less Depreciation at 5% 

£ 

? 

? 

2,674 

26 

2,700 

*35 

£ 

l^n .... 

Current Liabilities— 
Creditors 

Rent owing . 

Loan Interest 


3.740 

30 

25 

2.563 

(}00 

500 

1.420 


3.795 

Fixtures and Fittings 
Motor Vans 
Investments 

Less Provision 


2,000 

580 





Current Assets — 

Stock: G^oods 

Stationery 

Sundry Debtors . £1,900 

Less Bad Debts Prov. 380 

3,500 

17 

3,085 






1,520 

76 




In absence of date 
of purchase of new 
buildings, deprecia- 




Less Discount Prov. 







Add Rates paid In 
Advance 

Add Dividends accru- 
ing 

1.444 



j 

tion tak<m at 5% on 
the balance at stst 
December, 19. . 




20 

27 

1.491 






Cash at Bank . . 


3.247 

8,233 








i^ 3,540 

asasBaBn 
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MISCELLANEOUS ADJUSTMENTS 
Having grasped the principles relating to the preparation of final 
accounts with comparatively elementally adjustments, a student 
will now be the better able to advance a step further. Therefore, 
examples will now be given illustrating as many t3^s of adjustment 
as are compatible with the degree of knowledge that, at this stage, 
the student is reasonably assumed to have attained. 

It will be recognized that many adjustments call for a consider- 
able knowledge of advanced accounting and these will be dealt with 
in Chapters XXII and XXIII. 

The almost inexhaustible number of adjustments mak^s it im- 
possible to illustrate them completely, but the following are typical — 
(i) Included in the accounts are Plant and Machinery ,\ 3^2,000 ; 
Investments, £3.200 ; Loose Tools, £720. \ 

Plant and Machinery are to be written down by 10 per cent Invest- 
ments are revalued at £1,950; Loose Tools at £780. ' 

During the year certain investments have been sold for £750, 
realizing a profit of £170 and passed through Sales Account ; sundry 
loose tools have been purchased for £240 in respect of which carriage 
of £5 has been expended, the items being charged respectively to 
Purchases and Carriage. 

As no dates are given, the assumption is naturally that the figures 
given in the first sentence are those in the books at the commence- 
ment of the period. 

The adjustments are — 


Re Plant — 

(a) Trading and Profit and Loss Account Dr, 
To Plant and Machinery 

Re Investments — 


(b) Sales Account .... Dr. 
To Investment Provision 
,, Investment Account 


£ 

200 

750 


The book value ol Investments now is £3,200 / 

^5** 2,620 

And as the revised value is . . 1,950 

A Provision is necessary for ... £670 * 


£ 

200 


170* 

580 


Re Loose Tools — 

(c) Loose Tools 

To Purchases 
„ Carriage 


Dr. 245 


But assuming no other items appear in the Provision, e.g. a commencing 
p rofits or losses on realization, the Investment Provision already 
requiring a further £500 more to augment it to £670. 


Profit and Loss Account . 

To Investment Provision 


Dr. 300 


300 
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Assuming there had been no saleb of Loose Tools or other trans- 
actions not disclosed, the amount of Loose Tools will now be — 


Per Accounts .... 720 

Add Purchases and Carriage 245 

965 

As the revised value of Loose Tools is 780 

The required Depreciation is . 


Entries for Depreciation of Loose Tools — 

I L 

(c) Trading and Profit and Loss Account Dr. 185 

To Loose Tools ... 185 

Alternatively, LooseToolsmay be treated exactly like Stock, i.e. the 
commencing figure of £720 would be debited to Trading Account ; 
Purchases and Carriage (£245) transferred separately to Trading 
Account; and the closing figure £780 introduced into the Final 
Accounts by the familiar entries — 

i i 

Loose Tools . . Dr. 780 

To Trading Account 780 

Actually Loose Tools will be unlikely to appear in accounts other 
than those relating to manufacturing, but the adjustment is intro- 
duced here for purposes of illustration. 

(2) A acquired a business from C on ist September, 1952, and 
included in his expenses was one quarter's rent to 29th September, 
1952, to the amount of £60; he makes up his accounts to 31st Jan- 
uary, 1953. September quarter rent paid 2nd October, 1952; 
December quarter 31st January, 1953. 

When he acquired the business A would receive credit for the rent 
accruing up to the date of acquisition, viz. two months from 24th 
June, 1952, to 1st September, 1952. Actually the computation 
would be in days and there would almost necessarily be several other 
items to be allowed or charged as between A and C. 

The entries would be as under — 

Dr. Cr. 


Sept.'t To Accniing Rent 40* 

^ This debit will have been settled up either against the cost of acquisition 
of the business, or against adjustments in favour of C, e.g. prepayments, or 
in cash. 

If, by error, the £40 debit to C and credit to Rent had not been efiected 
at the date of acquisition, it would probably be done at the date when A paid 
the quarter's Rent to 29th September, 1952 ; or upon the preparation of the 
final accounts. 



II4 

Dr. 


ACCOUNTANCY 


Rbnt 


Cf. 



£ 

195a 
Sept. X 

By C for Rent aooruing to 


£ 



Mt Sept., 1952 


40 


60 

*953 
Jan. 3* 

Profit and Loss 





Account 


xoo‘ 


60 





c/d 

20 






£240 

1 

1 



£140 



Feb. X 

By Balance : 






One Month's Rent 
accruing 


eo 


195a 

Oct. a 


1W3 
Jan. 3* 


To Cwh; One Quarter’t 
Rent to 29th Sept., I 
1952 

„ Cash; One Ouarter*e| 
Rent to asth Dec., 
1932 . . 

„ One Month's Rent 
accruing to 3 xtt Jan. , 
*953 ■ 


* As the Rent is £20 a month there should be a charge to Profit and Loss Account of j[xoo, made 
up of five months from 1st September, 1952, to 3x8! January, 1953, at £ao a month. ^ 

{3) The Trial Balance of X shows the account of the Z Building 
Society as credit £1.225. ' 

It is ascertained that the balance due at the commencement qf the 
year was £1.346. 

From the records supplied by the Building Society it is found that 
the £i2t paid (i.e. £1,346 - £1,225) is made up of — , 


Bepaymeots of Capital 

• 34 

Loan Interest . 

. 86 

Fire Insurance . 

z 


£121 

ired entries are — 

I 1 

Fire Insurance . 

« t t 

* Dr. I 


Loan Interest 

To Z Building Society 


Dr. 86 


87 


The Ledger Account of the Z Building Society will be 

Dr. Z Building Society 


To Cash. 
Balance 


I c/d 


£ 

121 

*.3^2 

£*.433 


By Balance 
,, Interest (a) *. 

,, Insurance (b) ^ . 


b/d 


Cr. 


£t,433 


By Balance' 


b/d 


' Alternatively “By Sundries £87." 

' Beginning Balance . 

L*$s Repsymetits of Capital . 

Qosing Balanc ? 


£ 

‘ *.346 

34 

^*. 3*2 


(n) wd (b) The postmgs will be made to the debit of the appropriate account , the usual adjust- 
meat for prepayment (Insurance) and for accruals (Interest) unless (as v oul j be probably the case) 
the amounts were trivial. ^ / 


(4) A trader with property standing in his books at £12,300, sold a 
portion of it for £4,200. The latter represents a profit of 20 percent 
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on book value. The date of the sale was 30th June. 19 . . , the account- 
ing period ends on 31st December, and depreciation at 10 per cent 
has always been written off. 

[a) If the phrase "profit of 20 per cent on book value" means 
value left standing in the books at ist January, 19. the entries, 
ignoring narrations, are — 

Journal £ 


Depreciation 
To Property 
Cash . 

To Property . 
Depreciation 

To Property . 
Property 

To Profit on Sale 


Dr. 175 
Dr. 4,200 


Jao. z To Balance 
June 30 „ Profit and Loss 

Account : Profit 
on Sale . 


Jan 1 1 To Balance (t) 


LEDGER 

Property 


b/d 

£ 

X9.. 

X 2,300 

June 30 


87.5 

Dec 31 


£13,175 


b/d 

7,9*0 



Depreciation 
5% on ^3,500 
Depreciation 
10% on £8,800 
Balance . 


(f) Book value of remaining Property (£12,300 - £3,500) ^ 8,800 

Less 10% Depreciation ...... 880 

Balance per Ledger ...... £7»92o 

It will be seen that if the sale had realized exactly the depreci- 
ated value at 30th June, 19. it would have been £3,500 less 5 
per cent depreciation. Thus — £ 

Book Value .... 3,500 
Less Depreciation . . . 175 

£3r3^5 

As the sale price is £4,200 the profit is £875, as shown below— 

£ 

Sale Price .... 4,200 
Less Depreciated Value . . 3,325 

n Profit on Sale . . £875 


^ The book Taliie vt tbe property lold wai five*aixthe of lale price, 1 .e. £3,500, therefore the profit 
must be-> £ 

Sale Price 4, too 

Lest Book Value . 3,5oo 


Plus Depreciation. 
m tafiton Sale . 
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(b) If the phrase ‘'profit of 20 per cent on book value" means the 
value aftet' depreciation on the part sold has been dealt with on 3uth 
June, 19. the entries, ignoring narrations, are — 

£ 5. d. 


Depreciation 
To Property 
Cash . 

To Property 
Depreciation 
To Property 
Property 


Dr. 

19 - 



Journal 

£ *• 

d. 


. Dr. 

184 4 

3 


\ *. Dr. 

4,200 0 

0 


\ Dr. 

861 11 

7 

>ale 

\ \ Dr. 

8 

0 

0 


LEDGER 

Property 


184 4 3 
4,200 o o 

861 II 7 

700 o o 

Cr. 


Jwi. 

June 


Jan. 




i 

s. 

d. 

19.. 



¥ 

To Balance . 

„ Profit and Loss 

b/d 

za,3ou 

0 

0 

June 30 

By Cash * Sale 
„ Depreciation 

5% on 


4,900 

Account : Pro 







184 

fit on Sale . | 


700 

0 

0 

Dec. 31 

£3,684 4»- 3tl. 

,, Depreciation 









10% on 
£8,615 15s. 9d. 

c/d 

861 







„ Balance . 

7,754 


£ 

13.000 

0 

0 



£ 

13,000 

To Balance (») 

b/d 

7,7 H 

4 

2 






(f) Total Book Value of Property at ist Jan., 19. . 
Less Book Value of Property Sold 


Less 10% Depreciation 

Balance per Ledger 


£ s. d. 
12,300 o o 
3*684 4 3 

8,615 15 9 

861 II 7 

l 7 > 75 ^ 4 * 


The January book value of the property sold must be of the 
written down value ; and the latter must be {; of the sale price of 
£4,200 (equals £3,500). 

Therefore — 

Book Value at ist January, 19 . . , of the property sold £ s. d. 

•= W X £3.500 3.684 4 3 

which, after providing Depreciation at 10% per annum 

for half-year (i.e. 5%) ..... 184 4 3 


Leaves net Book Value at 30th June, 19 . . £$,500 o o 


Proofs 

Side Price ....... 

Book Value at 30th June, 19. ., as written down 


.£ s.U. 
4,200 o o 
3,500 o o 


Profit 


£700 


This is a profit of 20% of Book Value (as written down), i.e. 1 X £3500 » £700 
do. i6|% of sale price i.e. 4 X £4200 ■■ £700 
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(5) Included in the Purchases Day Book of a trader, who draws 
his accounts up to 31st December of each year, is the following 
item — 


19.- 


£ 

5 . 

d. 

May 17 

Dud & Co. (Motor) ..... 

516 

0 

0 

On examining the invoice you find the following material facts — 

19.. 


£ 

S, 

d. 

April 30 

Purchase of New Car ..... 

650 

0 

0 


Accessories ....... 

30 

0 

0 


Licence to 31st December, 19. . 

17 

5 

0 



697 

5 

0 


L$ss Old Car 

100 

0 

0 



597 

5 

0 


Less 10% Trade Discount on £$^0 . 

55 

0 

0 



5-1 

5 

0 


Less 5% Cash Discount on £$25 

20 

5 

0 




0 

0 


Received Cash, 

I'jth May, 19. . 

(Signed) Dud A Co. 


Assuming depreciation at 20 per cent per annum you are required 
to make the necessary adjustment. 

The old car stood in the books at £180. 


Adjustments Statement 


Particulars 

Gross 

Trade 

Discount 

True 

Price 

Cash 

Discount 

Net 


£ 

s. 

d. 

£ 

5. 

d. 

£ 

5. 

d. 

£ 

s. 

d' 

£ 

s. 

d. 

Cost of New Car 

650 

0 

0 

65 

0 

0 

585 

0 

0 

29 

5 

0 

555 

15 

0 

Accessories 

30 

0 

0 




30 

0 

0 

I 

10 

0 

28 

zo 

0 


680 

0 

0 

65 

0 

0 

615 

0 

0 

30 

15 

0 

584 

5 

0 

Deduct Old Car 

100 

0 

0 

10 

0 

. 0 

90 

0 

0 

4 

10 

0 

85 

10 

0 



1 

0 

55 

0 

0 

525 

0 

0 

26 

5 

0 

498 

15 

0 

Add Car Licence 


1 

0 

j 









17 

5 

0 


£597 

— 

5 

0 










£516 

0 

0 
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19.. 

New Car ..... Dr. 


£ 

fl 

I 

£ 

s. 

d. 

April 30 


555 

m 

E 




Licence Dr. 


17 

5 

0 





Accessories .... Dr. 


28 

10 

0 





To Purchases .... 





516 

0 

0 


„ Old Car 





85 

10 

0 


Being the necessary adjustments as per 









statement attached. 








Dec. 31 

Depreciation .... Dr. 


86 

2 

0 





To Old Car 





12 

0 

0 


„ New Car 





|74 

1 

2 

0 


Being depreciation at 20% on the Old 








Car for 4 months, and on the New 
Car for 8 months. 





\ 




Profit and Loss Account . Dr. 

To Old Car ..... 
Being the loss on the Old Car written 


82 

10 

0 

82 

10 

0 


off. 









Notes, (i) The question indicates that the Trade Discount would only be 
allowed on the motor-cars. 

(2) The transaction was entered in the Purchases Day Book on the day the 
receipt was given, namely, 1 7th May ; this, however, is not correct, as the car 
was actually purchased on 30th April. 

(3) The narratives are added for purposes of illustration, but are not neces- 
sary when working an exercise on the final accounts. 

(4) Actually there would be an allowance to the purchaser in respect of 
the unexpired licence on the old car, which would be offset against that in 
respect or the new car. 

(6) A company draws up its accounts half-yearly to 31st July 
pd 31st January. On ist October, 1952, it commences to occupy 
its own factory newly built. 

The rating authorities assessed the company at a rateable value 
(net) of £800. The company on receipt of the assessment in 
December, 1952, appealed, which appeal at 31st January, 1953, 
had not been heard. 

On 15th December, 1952, the company paid rates on account £ 220 . 

The appeal was heard and settled in February, 1953, the assess- 
m^t bemg reduced to £600 net. On loth May, 1953, the Company 
paid £210 on account of the following Demand Note — 

Ratos for 1953-54. ^6oo at i6s. . 480 

Add balance of Rates 1952-53 80 


L$ss allowance for the over-assessment, £200 at 158. 73 
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On ist November. 1953, the whole of the balance due. viz, £275. 
was paid. 

Write up the Rates Account of the Company in respect of the 
three periods ended 31st January. 1954. 


Dr. 


Ratss 


Cr. 


195a 

Dec. 15 


1953 

Feb. z 

May zo 
July 31 


Aug. X 
Nov. 1 


1934 

Feb 1 


To CMh OQ account 


£ 

sao 

,*953 
Jan. 31 



£220 


To Balance — 

Rates inepaid 
.. Cash on account 

Rates Adjustment Ac- 
count: over-payment 
of Rates for the half 
year ended 3zst Jan< 
vary, 1953 on £200 
at Z5S. in £ for 4 
mondis (1) 

b/d 

20 

2 ZO 

50 

July 31 

To Balance — 

Rates prepaid 

Cash balance of Rates 

b/d 

£280 

43 

273 

*954 
Jan. 3Z 



£320 


To Balance — 

Rates prepaid (5) . 

b/d 

80 



By Rates prepaid 
, Pxoftt azid L 
oonnt (4 nionthe 
£800 at z^ft. in £) 


Ac- 


By Rates prepaid (s) 

,, Profit aiid Loss Ac-' 
count (a) 


By Rates prepaid <5) 

„ Profit and Loos Ac- 
count (4) 


e/d 


c/d 


c/d 


|£aao 


43 

ass 


i CaBo 

80 


ksao 


Notes. (1) This item should be shovrn separately as it is in effect a relief 
in respect of the preceding period. The true rates for the period to 
31st January. 1953, are ;£6oo at 15s. in £ for 4 months ■■ £150, which 
is the £200 a^ve. less the relief in the following period. 


(2) Th’ item is arrived at as follows — £ 

Ratf for 2 months (1st February. 1953. to 31st March. 1953) 
o. _'6oo at 15s. ........ 75 

RatV for 4 months (ist April. I953» to 3i8t July, 1953) on 
£0wO at 16s. ........ z6o 


£*35 


(3) This item is arrived at — 

The pa3rment of £210 discharges £$ still owing to 3 ist March. 
1933 (i.e. balance of ^;£8o less allowance £75) leaving ^205 on account 
of &e current rating period i953-*54* The rates in respect of the 
current rating period, i.e. ist April. 1953» to 3i8t July. 1953. 

4 months on £600 at 16a. in £ amounting to £160 as against £20^, 
leaving £4$ prepaid. 

(4) This item is half-year's rates, viz., ;£6oo for 6 months at i6s. 

in ^ “ ^240. 

(3) This item is £600 for 2 months at i6s. in / £So being the 
prepayment of 1953-54 rates, i,e. paid up to 3 ist March. 1954 - 

^ Half-year's Rates. £800 at 15s. bi £ £300. less Cash paid ^£220. 

3— (B.S083) 
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The identical result would ensue if the Rates expenditure were 
passed through an Expenses Day Book. 

(7) On 1st April, 1952, Hardcastle Ltd., whose financial year 
ends on the 30th June, took out a policy with Crag Insurance Co., 
Ltd., to cover Employer’s Liability for the year ended 31st March, 

1953. 

The premium was at the rate of los. per cent of wages paid during 
the year covered. As the current wages cannot be ascertained till 
31st March, 1953, the premium was to be calculated on the wages 
paid for the year ended 31st March, 1952, and an adjustment 
to the premium on current year's wages was to be effected by 
a balance payment to or by Crag Insurance Co., Ltd. on the 25th 
April, 1953. 

On 1st April, 1953, the insurance was renewed under \similar 
conditions (i.e. pro tern, on 1952/3 wages, adjusted on 25tn! April, 

1954, to actual 1953/4 wages and cash paid to or by the Insurance 
Company) except that the premium was to be £i per cent of wages 
paid for the year covered. 


The wages paid were — 

£ 

Year ended 31st March. 1952 . 60,000 

Three mouths ended 30th June, 1952 15.000 

Nine months ended 31st March, 1953 41,000 

Three months ended 30th June, 1953 25,000 


Journalize the entries (except cash) to record the transactions 
and the closing entries on 30th June, 1952 and 1953, in the books 
of Hardcastle Ltd. 


Journal 


1952 i 1 

Apr. I Emp^loyer's Liability Insurance Suspense . Dr. 

To Crag Insurance Co.. Ltd. , i 

Premium for I 952~3 ou wages for year ended 
31st March, 1952 : J% on £60,000. 


June 30 Employer's Liability Insurance^ , . Dr. 

To Employer's Liability Insurance Sus- 
pense ..... 
Transfer of proportion of premium for 3 mos. 
ended 30th June. 1952: J% on £15,000. 


£ 

300 


£ 

300 


75 


75 


1953 

Apr. I Employer's Liability Insurance Suspense . Dr. 
To Crag Insurance Co., Ltd. 

Premium for 1953-4 wages for year ended 
31st March. 1953; 1% on £56,000. 


560 

560 


^ This item will be transferred to Profit and Loss Account. 
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' ~i 953 
Apr 25 

Crag Insurance Co., Ltd. Dr. 

To Employer's Liability Insurance 

Suspense ..... 

Refund due in respect of premium for 1952-3 
on adjustment to actual (J% on £56,000 as 
against provisional ;^6o,ooo). 


£ 

20 

June 30 

1 

! 

Employer's Liability Insurance^ . . Dr. 

To Employer's Liability Insurance Sus- 
pense ...... 

Transfer of premium for year ended 30th 

June, 1953; 

9 mos. to 31 st March, 1953^ — J% on £ 

£4^»ooo 205 

3 mos. to 30th June, 1953 — 1% on £25,000 250 


455 







It will be seen that the insurance suspense account will be cleared each 
25th April, but on the 30th June of each year the balance thereon will be 
carried forward as an asset. If each year's suspense account is kept separate, 
the clearance will become more apparent — 


Dr. E.L.I. Suspense (i) Cr. 


Apr.” I 

To Crag Insurance Co. . 



1952 

June 30 

By E.L.I. . 

„ Balance . 

c/d 

£ 

75 

225 

July 1 

To Balance . 

b/d 

225* 

1953 

Mar. 31 
Apr. 25 

By E.L.I. . 

„ Crag Insurance Co. . 


305 

Dy . 


E.L.I. Suspense (2) 


Cr. 

1953 

Apr. 1 

To Crag Insurance Co. . 


560 

1953 

June 30 

By E.L.I. . 

„ Balance . 

c/d 


July X 

To Balance . 

b/d 

310* 





Dr. 



E.L.I. 



Cr. 

, 195a 

June 30 

To B.L.I. Suspense (x) 


£ 

75 . 

tW 
June 30 

By Profit and Loss A/c . 


£ 

^*953 
Mar. 31 
June 30 

To E.L.I. Suspense (il . 
„ E.L.I. Suspense (2) . 


303 

350 

1953 

June 30 

By Profit and Loss A/c . 


455 

' 










^ See note ^ on previous page. 

* These items appear in the Balance Sheet as assets. 
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(8) Included in the Trial Balance of Trader are the following-- 

PnrchaBes (indu<ling Samples £1,0^0) at invoice price . j£22,o50 
Sales (including £Hoo of goods out on Sale or Return) 17,600 

The arrangement between Trader and Supplier is that the latter 
finances the former and supplies him with all goods at ordinary 
price plus 5 per cent, no discount being allowed. 

Trader decided that 25 per cent of the goods out on Sale or 
Return should be regarded as sold. 

The Stock of goods and samples on hand at the date of the Trial 
Balance at invoice price was £5,208. £200 of the samples purchased 
have been used and it was decided to write down the remainder, i.e. 
those on hand, by 25 per cent. \ 

The Gross Profit, before allowing for samples used and Cost of 
Finance, uniformly earned is 10 per cent of selling price. \ 

Show Trading Account, and write up accounts for Pur<ihases, 
Sales, Samples and Cost of Finance. 


Dr. 


Trading Account 


Cr. 


To Purchases 
„ Samples used 
„ Gross Profit^ . 


£ 

20,000 

200 

1.500 

By Sales . 

„ Stock 


£ 

17,000 

4.700* 



£21,700 



jfaijoo 








^ Gross Profit before charging samples and Finance » £1,700 » xo% of 
£17.000. 


* Calculation of Stock— 


Good! and Samples at invoice 
inrioe . . . . , 

A.dd Goods “out”: 

Selling price . .600 

Last zo% G.P. 60 


Add 3% Finance . 37 


Last Samples at invoice price : 
Ordinary coat . . 800 

Add 3% Finance . 40 


Goods at invoice price 
Last 3/103 . 


£ 

3,308 


567 

5.775 

840 

4.93S 

435 


Alternative calculation--- 


Goods and Samples at invoice price 3,308 

Last Finance Cost : 

5/to5 X £5.408 ... 345 

4,960 

Add Goods “out” 600 

Last xo% G.P. 60 

— 540 

5.500 

Last Samples at ordinary cost 
(i.e. oxcludlng Finance Coat) . 800 


>700 

Generally ^>eaking, tibis method 
takesstighUy less time than the other. 
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Df, PtJRCRASXS Cf. 


To Sundries 


£ 

22,050 

By Samples 
„ Finance 
„ Trading Account. 


x#o5o 

1*000 

20,000 



;£22.050 



^22,050 

Df. 


Salbs 


Cr. 

To Goods on Sale or 
Return 

„ Trading Account . 

c/d 

£ 

too 

17,000 

By Sundries . 


£ 

17,600 



;fl7.600 



7,600 




By Goods on S or R. 

b/d 

600 

Dr. 


Samples 


Cr. 

To Purchases 


£ 

1.050 

By Finance 
„ Trading Account. 
„ P. & L. Account . 
„ Balance 

c/d 

£ 

50 

200 

200 

600 



ii.o$o 



^1.050 

To Balance 

b/d 

600 




Dr. 


Finance 


Cv. 

To Purchases 
„ Samples 


£ 

1,000 

50 

By Balances : 

Goods— 
5 %of;£ 4 , 70 o . 
Samples — 

5% of ^ 6 oo 
„ P. ft L. Account . 

c/d 

c/d 

235 

785^ 



;il.050 



;£i,050 

To Balances : 

Goods 

Samples 

b/d 

b/d 

235 

30 





* ^785 is made up of — 

Ordinary cost of goods used : j^ao.ooo — £i,^oo 
Ordinary cost of samples used and written off 


£ 

i5»5oo 

400 


i 785 


5% thereof 
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Tbe following problem involves more intricate adjustments than 
those outlined in the preceding pages. 

Illustration. The following is tbe list of balances extracted from 
the books of X. a trader, at 15th December, 1952 (after the Trading 


Account had been prepared) — 

£ 

Gross Profit ..... 3,aoo 

Rates ....... 80 

Rents Received 4* 

Property (England) .... 2,000 

Plant 1,500 

Investments . . . . .1,100 

Dividends on Investments Received . 49 

Dividends on Investments Accrued . 8 

Removal Expenses .... 200 

Travelling Expenses .... 470 

Travellers' I.O.U.’s . . . 100 

Property (U.S.A.) $5,357 at 4.87 . . i,ioo 

Electricity ...... 20 

Electricity Deposit .... 2 

Debtors — 

English 4,450 

U.S.A. $400 at 4 . 100 

Portuguese Escudos 50,000 at 100 . 500 

Canadian $ 1,000 at 4 . . 250 

General Expenses .... 458 

Creditors ...... 1,720 

Bad Debts (written ofi) . . 368 

Drawings ...... 700 

Discounts Allowed .... 394 

Discounts Received .... 395 

Bank (Dr.) ...... 550 

Telephone Charges . 32 

Stock ....... 2,000 

Exhibition Expenses .... 242 

Exchange Reserve . . . 130 

Investments Provision .... 280 

Provision for Depreciation (Property and 

Plant) ' . 600 

Bad Debts Provision .... 200 

Capital less Drawings .... 9,300 


Prepare from the above balances a Trial Balance, and a Profit and 
Loss Account for the year ended, and a Balance Sheet as on, I5lh 
December, 1952, after making adjustments for the following — 

(1) Rates prepaid, ^5. 

(2) Increase Provision for Depreciation to 25 ppr of the 
combined value of the English and U.S.A. property and plant. 

(3) Removal Expenses ^ to be carried forward. 

(4) A cheque for £60 was given on 2nd January, 1953, to recoup 
the tmvellers for their expenses, £47 of which was incurred before 
t5th December. 
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(5) Exchange Reserve to be adjusted to revalue foreign assets 
and liabilities at the following rates of exchange — 

U.S.A 260 

Canada .... 2*80 

Portugal .80 

Switzerland . .12 

(6) Among the Creditors is included a debt due to Herr Froppan 
amounting to 2,000 Swiss francs at 20 to the £ payable in Swiss 
francs. 

(7) The Canadian debt is payable in sterling. 

(8) Under arrangement made at the commencement of the hnan* 
dal year the installation of electricity is to be paid for by the addition 
of id. a unit to the electricity bill till 5,000 units are paid for, the 
normal charge being 4d. a unit. The charge in the accounts (includ- 
ing the above-mentioned penny per unit) is to 12th October, 1952, 
Units consumed from 12th October, 1952, to 15th December, 1952. 
are 200. 

(9) The Telephone Account includes the charge to 30th Septem- 
ber, 1952. The charge for the December quarter represents 230 calls 
at 2d. (of which 25 were made subsequent to 15th December), as weU 
as a charge for increase of deposit from £i los. to £3, the extra 
/i los. being included in this year's accounts. 

So far no Telephone Deposit Account has been opened. 

(10) Investments are to be brought into the accounts at £917, 
having regard to the fact that a dividend of £10, received after a 
purchase during the year, was included in the price paid. 

The balance of the Investments Provision is to be carried to 
Profit and Loss Account. 

(11) Y, a debtor, is shown in the books for £300, but during the 
year he assigned his Life Policy (for £500) in complete settlement. 
The policy at the time of the transfer was worth £170 and at 15th 
December, 1952, £185, A premium of £20 was paid by X and charged 
to General Expenses. The balance of Y's Account is to be written 
off to the Profit and Loss Account. 

(12) Included in the debtors is £300 owing by A and in the cred- 
itors £200 owing to A. The latter is to be set off against the former 
both for Bad Debts and for Discounts. 

(13) Adjust the Bad Debts Provision to 20 per cent of the English 
Debtors, and provide for discounts at 3 per cent on all debtors, 
and 2| per cent on creditors. 

(14) On 16th December, 1952. the bank notified the dishonour of 
a cheque paid by a customer £97 (the discount allowed amounted to 

£3). 

(15) Rents accruing on property let £io. 

(C^culations, except those arising out of (8) and (9) to be made to 
nearest £. Ignore tax.) 
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Trial Balancx as at 15TH Dscbmbvr, 1952 

Df, Cf, 


Gross Pzofit 
Rates 

Rents Received . 
Property (England) 

Plant .... 
Investments 
Dividends Received 
Removal Expenses 
Travelling Eimenses 
Travellers* I.O.U/s 
Property (U.S.A.) 
Electricity . 

Electricity Deposit 
Debtors — 

English . 

U.S.A. . 

Portuguese 

Caandian 

General Expenses 
Creditors . 

Bad Debts . 

Discounts Allowed 
Discounts Received 
Bank .... 
Telephone . 

Stock .... 
Exhibition Expenses 
Exchange Reserve 
Investments Provision . 
Provision for Depreciation 
Bad Debts Provision 
Capital 


i 

80 

2,000 

1,500 

1,100 


i 

4.450 

100 

500 

230 


200 

470 

100 

1,100 

20 

2 


5.300 

458 

368 

394 

550 

32 

2,000 

242 


3.SOO 


42 


49 


1,720 


395 


280 

6qo 

200 


£15.916 


9.300 

£15.916 


Notes, (i) Drawings (;£7oo) have already been debited against capital 
so that ^e item is ignored. 

(2) Dividends Accrued ;£8. This is not a balance because the Dividends 
Received Account haa not been credited with the accrual. If th# latter 
account had been credited with Dividends Received and Accrued it would 
have been in place of the £49, and the Dividend Accrued Account /8 as an 
asset. 






Balancb Shsst as at 13XU Dbcembbr. 1952 


^ 000 0 

« 0 p 0 


« 0-go 

g : g g-. 

m 


5 - S 

2 8 . '8 S 

M ts. M 

1 

H 

M 

^ 000 

0 0 

000 

0000000 

0 0 

s* 

vi 000 

0 0 

000 

0000000 

_g-g- 


?|8 
VO < 50.“3 

M N M 

•0 fO 

M «o 

lO M 

00 




Fixed Assets — 

Property (U.S.A.) 

Property (England) . 

Plant ..... 

Less Depreciation 

Electric Fittings 

Investments .... 

Current Assets — 

Policy on Life of Y (Surrender 

Value) 

Deposit: Electricity 

Telephone . 

Stock in hand .... 
Debtors (as per Schedule) . 
Accruals: Rents 

Dividends . 
Prepayments: Rates 

Cash at Bank .... 
Cash in hand (Travellers) . 

Deferred Revenue Expenditure — 
Removal Expenses 

Less written off . 


« 0 0 0 1 

00 


5. 

9 

0 

0 

7 

i 

xb 

M 


N r>. ^ 

ON H M 

1 

M 

M 


^00 

0 N 

0 0 

or. .r 


oi 0 0 

0 ON 

0 0 

0 

4 

3 


88 

0 N 

0 *0 

m 

Ch 

0 

00 

»o 

M 

t>.fO 


O^ital at i6th December, 1951 

Less Drawings. 

Add Net Profit per Profit and 
Loss Account 

Exchange Reserve .... 
Current Liabilities — 

Sundry Creditors 

Less Discount Provision . 

Expenses accrued : 

Travelling 

Telephone {£i 14s. 2d.-f los.) 
Electricity . ^3 ^ ® 

Electric Fittings 16 8 

- 


ia7 
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PnortT AND Loss Account for the Y^ar Ended 
Dr , 15TH December, 1952 Cr. 




£ 

f. 

A 



£ 

«. 

d. 

To Goneral Bipeniet 


438 

0 

0 

By Gross Profit . 

b/d 

3,200 

0 

a 

„ Electricity 



6 

8 

„ Rents receivable 


5 * 

0 

0 

„ Tnivellio« Bxpcniei . 


5x7 

0 

0 

,, Dividends (received and 





„ Rates 


75 

0 

0 

accrued) 


47 

0 

0 

„ Telepbone 


32 

4 

3 

„ Investments Provision no 





BadDebU 


X.IOj 

0 

0 

longer required 


X07 

0 

0 

Dlaoouots 



0 

0 






M Depreciation 


758 

' 0 

0 






„ Lite Policy 


J 

0 

0 






„ Exhibition Expenses . 


142 

' 0 

0 






„ Removal Expenses . 


80 

0 

0 



1 



„ Net Profit transferred 







1 



to Capital Account. 


52 


2 



i 





£3.406 

0 

0 



^,406 

0 

0 












Schedule of Debtors 





£ 

Debtors (England) (see below) 

• 


4,030 

Less Bad Debts Provision 20% 



810 

Debtors (U.S.A.) [100 + 43] 

£ 

143 


3»240 

(Portugal) [500 4 - 125]. 

625 



(Canada) 

250 




— 


1,018 

Less Discounts Provision, 3% 



4,258 

138 






Dr. Depreciation Cr. 


X952 
Dec. 15 

To Balance 

c/d 

£ 

x ,353 

X95I 
Dec. x 6 
X952 

Dec. 15 

Dec. x 6 

By Balance 

„ Profit and Loss 
Account 

By Balance 

b/d 

b/d 

£ 

600 

753 

£x .353 

D .353 


1,353 

Dr. 


Removal Expenses 


Cr. 

Dec. 16 

' Tp Baknce 

b/d 

£ 

200 

195* 

Dec, X5 

By Profit and Loss 


£ 






Account 


80 






„ Balance . 

c/d 

ISO 

t 9 M 



£soo 




£200 

Doc. x6 

To Balance 

b/d 

120 
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Dr. Exghamgb Rssbbvx Cr. 


195a 

Dec. X 5 

To Crediton (Swiss) 
t. Balance 

c/d 

L044 

Dec. x6 

195a 

Dec. X5 

By Balance 

„ Property (U.S.) . I813 
.. Debtors (U.S.) . 43 

Debtois (Portufal) 

b/d 

£ 

ISO 

856 

135 




£1,111 









Dec. x6 

By Balance 

b/d 

i »044 

Dr. 

Dividends Receivable 


Cr. 

1953 
Dec. 15 ' 

To Investments Account . 
.. Profit and Loss 
Account 


£ 

10 

47 

195a 

Dec. 15 

By Sundries (per Trial 
Balance) 

Accrual 

c/d 

£ 




£i7 




£57 

Dec. 16 

To Accrual 

b/d 

8 






Dr. 


Investments 


Cr. 


1931 

Dec. x 6 

To Balance 

( including purchases 
to 15th l^cember, 
1953) 

b/d 

£ 

1,100 

1953 
Dec. 15 

By Dividends Account 
„ Investments Pro* 
vision . 

„ Balance 

c/d 

£ 

10 

173 

9»7 




ii,ioo 




£1,100 

*953 

Dec.xfi 

To Balance 

b/d 

917 





Dr. 

Investments Provision 


Cr. 

1953 
Dec. X3 

j 

To Investments Account . 

1 

B 

1951 

Dec. z6 

By Balance . 

b/d 


Profi t and Loss 
Account 

1 



£380 


Dr. 


English Debtors 


Cr. 


To Sundries . 



£ 

4,450 

*953 
Dec. 15 

By Life Policy Transferred 


£ 

*70 

„ Bank : Cheque 

Die* 



„ Bad Debts Account . 


130 

honoured and 

Dis- 




„ Crediton . 


too 

count , 



100 


.. Balance 

c/d 

4.050 




£4,550 




£4,550 

To Balance 


b/d 

4»050 



























130 

Dr. 


ACCOUNTANCY 

CUBDITOIIS 


Cr. 


» 95 a 
Deo. 15 

To Debtor* . 

„ Balance 

c/d 

£ 

aoo 

^ 5 * 
Dee. 16 

195a 

Dec. 15 

By Balance . 

„ Exchanfo Reserve 
(Frofqnn) 

b/d 

£ 

x.7ao 

67 




£ 1 . 7*7 




£1.787 





Dec. x6 

By Balance . 

b/d 

1.587' 


Dr. U.S.A. Property Cr. 


Dec. 16 

To Balance . 

b/d 

£ 

x.xoo 

X 95 a 
Dec. xs 

By Balaooa 

1 

L 

£ 

x. 9 t 3 

* 95 * 
Dec. 15 

„ Bzchanfe Reserve 


813 



\ 





BBS 



\ 

£1,913 

Dec. 16 

To Balance 

b/d 

1,9x3 



\ 


Dr. 



Bad Debts 



Cr. 

195a 

Dec. 15 

To Bad Debts (per £ 

Trial Balance) 368 

,, Debtor (Life 

Policy) . 130 

„ Balance » 

c/d 

£ 

498 

8x0 

X 95 * 
Dec. 16 
X 93 a 
Dec. X5 

By Provision . 

„ Profit and Loa* 
Account 

b/d 

£ 

aoc 

l.XOl 




£x. 3 o» 




£x. 30 « 





Dec. x6 

By Provision . 

b/d 

8x0 


Dr. Discounts Cr. 


195a 
Dec. X5 

To Sundries (per 
Balance) 

„ Balance 

Trial 

c/d 

£ 

594 

leS 

X 95 a 
Dec. 15 

By Sundries (per Trial 
Balance) 

„ Debtor (Dishonoured 
Cheque) 

„ Balance « 

Profit and Loss 
Account 

c/d 

£ 

393 

S 

40 

84 





£5aa 




£ 5 aa 

Dee. 16 1 

To Balanoa 

■ 

b/d 

40 

Deo. x6 

By Balance . 

1 

b/d 

laS 


Dr. Telephone Cr, 


195a 
Dec, 15 

To Sundries (per 

Trial Balance) 
tp Accrual 

c/d 

£ 

Sa 

X 

t. 

0 

X 4 

d. 

0 

s 

X953 
Dec. 15 

By Telephone Deposit 
Account . ^ . 

„ Profit and Loss 
AooDunt , 


sa 

f. 

XO 

4 




£33 

14 

8 




£35 

14 







Dee. x6 

By Accrual 

b/d 

1 

X 4 


* ProvliiCT thereon at 8| per cent «■ £40, (See Dteoonnte Aeoonnt.) 
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Dr. TsuiFBOits Dspom Cr. 





£ 

1 . 

d. 

105 * 



B 

B 

1 

To Cash . 


30 

0 

0 

Doc. 15 

By Proftt end Lom 



n 


Accrual 

c/d 

4 

s 

4 


Account . 



w 

n 







„ Fittings Account . 



E 

• 



£u 

3 

4 





f 

D 






Dec. 16 

By Accrual 

b/d 


1 

1 


Dr. Elsctrxc Fittings Cr. 




£ 

s. 

d. 






To Electricity Account 


4 

x 6 

B 







Dr. 


Lxfb Poucy 


Cr. 


195* 



£ 

i. 

d. 

X 9 S 3 



£ 

$. 

d. 

Dec. xs 

To Y . 


*70 

0 

0 

Dec.xs 

By Profit and Loss 





„ General Expenses 


30 

0 

0 

Account . 


5 

0 

0 







„ Balaiice 

c/d 

*85 

0 

0 




£190 

0 

0 




£190 

0 

0 

Dec. x 6 

To Balance 

b/d 

185 

0 

0 








Noirs. It should be noted that the Electric Fittings Account can be 
treated in another way. The total liability in respect of electric fittings (i.e. 
5*000 pence £30 16s. 8 d.). may be entered in the books as an asset, a liability 
being entered in the books for a .similar amount. As the fittings are paid for, 
m the quarterly instalments, the amounts will be posted to the debit of the 
latter account. 

The Asset Account in the Balance Sheet ma^ be shown, less the liability, 
or they may both be stated s^arately on opposite sides of the Balance Sheet. 

In this case where the total liability is already in the books, it will naturally 
not be necessary to provide for the amount accrued due for payment, it 
being already provided for. 


Dr. Elbctricity Board Cr. 


*95* 
Dec. X5 

ToCaab . 

„ Balance 

c/d 

i 

xi 

t. 

9 

x6 

A 

0 

8 

195* 
X^. X3 

By Bleetrlc Fittings . 


£ 

so 

s. 

xfi 

A 

8 




m 

x6 

8 





xfi 

8 




■ 



I>ec.x« 

By Balsnce 

b/d 

xfi 

xfi 

8 
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ELBcntic Fittings 


Cf. 


iw* 
Dm. x5 


To Blcctricity Boaxd 


i6| 


The accounts in the Balance Sheet may appear — 

£ s. d. I s. d. 

Electric Fittiags . . . . . 20 i6 8 

L$ss Amount owing . . . x6 x6 8 


or be shown separately on opposite sides of the Balance Sheet. 

It will be observed that the net result of the entries in the book 
is precisely the same as in the original Balance Sheet, viz. — 1 


Electric Fittings . 

Less Amount owing . 

4 16 8 

16 8 

£ s. 

The Depreciation charge is arrived at as follows — 


Property (England) 

Property (U.S.) 

Add increase in value 

i 

1,100 

813 

£ 

2,000 

Plant 


1 ^ 

Cn 0 

0 

1 0 



^5,413 

Provision 25% thereon 

Already provided 


1.353 

600 

Charge to Profit and Loss Account 


i753 


o \ 


The £200 owing to and by A being a contra item must be elimin- 
ated from Debtors for the purpose of calculating the Bad Debts 
Provision, as the debt is covered by the contra. However, for the 
purpose of computing the Discounts Provisions the contra item, 
jfzoo, might be included in both Debtors and Creditors — particularly 
as the amount provided on Debtors (3 per cent) differs from that 
provided on Creditors (2^ per cent). 

It must be observed that the Bad Debts Provision on the English 
Debtors cannot be computed until the Debtors figure has been 
subjected to the other adjustments required. The corrected 
balance of £4,050 is ascertained, as shown in the English Debtors 
Account. jj 

The items in the Profit and Loss Account need not be shown in 
precisely the order shown above. This matter is considered on the 
next page. The amount brought in from Investments Provision is 
not really a profit of the year and. if desired, the Profit and Loss 
Account could be balanced off before crediting this item so as to 
sbow the true net profit for the year. 
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As regards the items in the Balance Sheet, the Assets and Lia- 
bilities are grouped under appropriate headings (see page 134). 
Reserves and Capital are, in the accounts of sole traders and 
partnerships, sometimes found at the foot of the Liabilities side 
of the Balance Sheet. 

Subdivision of the Profit and Loss Account. Various views are 
found as to the most suitable subdivision of the Profit and Loss 
Account. The most important methods of arrangement are set out 
below — 

(1) Separation of Trading from Profit and Loss Account or Section. 

(2) As in (i), with a further subdivision of the Profit and Loss 
Account or Section into (a) Commercial and (6) Financial. 

(3) As in (i) or (2), with a further extension for the appropriation 
of the Profit. 

Sequence of Items in the Profit and Loss Account. As regards 
the order of items on the debit side — the credit side will be built 
up similarly, substituting gains for charges and costs — the follow- 
ing alternatives are met with — 

A . (i) Current Fixed Charges — usually comprising those charges 
that must necessarily be incurred whilst the business is in existence. 

(2) Depreciation. 

(3) Losses — as distinct from Charges — incurred, e.g. Bad 
Debts, Exchange losses, etc. 

(4) Expenses in relation to Capital— e.g. Interest on Loans. 

B. (i) Normal Charges, subdivided into (a) Charges of an exact 
nature, (6) Charges of an approximate nature, and (c) Losses. 

(2) Abnormal Charges. 

The above are often dealt with according to their being recurring 
or non-recurring. 

C. (i) Charges common to all businesses. 

(2) Charges common to all businesses of the type under review. 

(3) Charges peculiar to the particular business under review. 

(4) Exceptional Charges. 

(5) Losses. 

D. (i) Relating to Premises — e.g. Rent. 

(2) Administration. 

(3) Selling Wages and Commission of Travellers. 

(4) Distribution and Despatch. 

(5) Finance — Discounts, Interest. 

Usuidly, capital expenses written off are placed either last in the 
Profit and Loss Account (or Section) or m the Profit and Loss 
Appropriation Account (or Section). 

Whatever method of subdivision and sequence is adopted, it is 
of paramount importance that the treatment should be consistent, 
so that, for instance, the rates of Gross Profit may be compared 
from period to period; and that whenever items of an unusual 
nature appear in the accounts, their inclusion and amount can be 
readily seen. 
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BALANCE SHEET 

The effects upon the Balance Sheet of the various adjustments 
have been shown during the progress of this chapter, and conse- 
quently it will be only necessary to deal with one other important 
matter, namefy, the sequence of the items. 

The Balance Sheet lends itself much more teadily 
than does the Profit and Loss Accotmt to a natural sequence of 
presentation of items. No two Balance Sheets will follow precisely 
the same order, but it is usual to set out assets and liabilities 
either — 

(а) In order of permanence, or 

(б) In order of liquidity. j 

Generally speaking, {a) is most commonly used by industrial and 
commercial businesses, (b) by banks and concerns of a similar 
nature. \ 

In order to comprehend the rule, a clear conception of the \Wious 
terms applied to assets and liabilities is necessary. 

Assets are designated under the following heai^gs — 

I, Fixed. 2. Floating or Current. 3. Fictitious. 

Fixed Assets may be regarded as those assets of a business which 
are of a permanent nature, and are definitely held for the purpose of 
earning revenue and not with a view to resale, e.g. Plant and 
Machinery, Buildings. Assets of a wasting nature are sometimes 
included under a separate heading, but this distinction is hardly 
necess^, as they are really Fixed Assets, which by their nature 
depreciate rapidly in value or content. Assets may be further sub- 
divided into Tangible and Intangible, but it must be borne in 
mind that the latter are not necessarily fictitious. Goodwill, for 
example, provided it is represented by actual value, is definitely a 
fixed asset, notwithstanding its intangibility. 

Floating or Current Assets may be regarded as those assets which 
are made or acquired and merely held for a short period of time, 
with a view to sale at a profit in the ordinary course of business; 
that is to say, they are easily convertible into cash, e.g. Cash, 
Debtors, Stock, Bills Receivable. 

Fictitious Assets are merely deMt balances not written off ; that 
is, items of expenditure or losses of an unusual character whi^ are 
not recoupable: Preliminary Expenses of a Limited Company, 
property lost through confiscation and not yet written off, Removal 
Expenses carried forward, etc. 

if ujodem practice is to dispense with the gener^ headings of 
“assets'* and ** liabilities'' and to arrange the assets and liabilities 
in groups with appropriate headings and with sub-totals to show 
^ raount of (1) fixed assets, (2) current assets, (3) current liabilities, 
(4} l(^-term liabilities, and (5) proprietor's interest. By making 
nae of these arrangements the comparison of assets and liabilities 
is facilitated. 
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Where the order of permanence is chosen, the Fixed Assets will 
come first, usnsUly commencing with Land and Buildings, Plant 
and Machinery, and so on (Goodwill, however, is oft^ placed first}| 
followed by the Current Assets in order of realizability ending with 
Cash. In the liquidity order, on the other hand, the r^everse is 
followed, the most liquid (i.e. Cash) being taken first, the remainder 
following in descending order of liquidity. Fictitious Assets, 
which are obviously not assets at all but merely debit balances not 
yet written off, will in either case appear at the bottom of the list. 

Liabilities should as far as possible be placed in the same order 
as the assets, 'l^us, where the permanence order is chosen, Capital, 
Reserves and undistributed profits — comprising the proprietor's 
interest — ^will come first, followed by Long-term Liabilities (Mort- 
gages, Debentures, etc.) and Current Liabilities and Provisions. 


Balance Sheet as at 


Capital . 

Current Account 


Loan on Mortgage . 

Current Liab^es — 

Sundn Creditors . 

Bills Payable 
Accruals: Rent etc. 

Bank Overdraft . 
Mortgage Interest accrued 


£ 

Z3.00O 

3.350 


18.350 

6,000 


X,05O 

z.eoo 

750 

s,ooo 

150 


6,65o| 


Fixed Assets — 

Land and Buildings: 

(X) Fteebold 
(2) Leasehold . 

Plant and Machinery 
Leu Depredation at zo% 

Fumituze and Fittings . 
Leu Depredation at 5% 

Goodwill 

Secret Processes . 

Patents and Trade Marks 


Investments: 
Quoted 
Not quoted 


a,ooo 

3,000 

2,5001 

250| 

x.5oo| 

75 

2,000 

2 , 000 | 

Z.OOOj 


2,750 

X,000 


Current Aaeets — 

Stock: 

Raw Materials . iC3.35o| 

Finished Goods . . x,400 

Work la Progress . 7^5 
Goods on Consignment 500 
Stationery 125 

Sundry Debtors £% 7 $o 

Leu Bad Debts Prov. 450 

2,300 


Lu$ Discounts Providon iod| 

Bills Receivable 
Prepayments: 
Advertising 
Insuranoe . 

Rates 

£ x8o 
. X08 

X2 

Cadi in hand 

Cash at Bank: 
Deposit 

Current 

£ *5 

■ 48: 

FictitiouB Assets— 



Property in X land confiscated 
Imt not written oflF 


5.ooo| 


2,200 

575 


300 


3.000 


5,000 


2,250 

X.4SS 


5,000 


3.750 

17 . 4*5 




^ See notes on page 136. 


X1.075 

2,500 

g3i.ooo 
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The principles outlined on pa§e 134 relate to ordinary concerns and 
do not apply to certain companies whose Balance Sheets are required 
by law to conform with a set layout ; in the case of limited com- 
panies» certain requirements are laid down by the Companies Act. 
1948, relating to the Balance Sheet, not so much in relation to 
sequence as to disclosure of specific details. These requirements are 
dealt with in Chapter XXIII. In addition the attention of the 
reader is directed to the Recommendations of the Institute of 
Chartered Accountants on the Form of the Balance Sheet and 
Profit and Loss Account of industrial and comn vg rcial companies 
and a booklet issued by the Institute entitiH “The Com- 
panies Act, 1947.“ It will be realized that no such tform is 
laid down for partnerships and sole traders, but it is considered 
that, as far as possible, their accounts should follow the same 
principles. \ 

On page 135 is set out an illustration of a Balance Sheot con- 
struct^ on the “Permanence** principle, but it should always be 
borne in mind that there are considerable variations and modifi- 
cations according to the nature of the business, the particular 
purpose of the Balance Sheet, and the wishes of the proprietor. 

Notes, (i) The question as to whether investments are fixed or current 
assets is sometimes difficult to determine, but, generally speaking, investments 
in affiliated companies are classified as fixed assets. Short-term investments, 
however, may be regarded as current assets as they are merely a substitute 
for cash. 

(а) In the case of stock the basis of valuation should be clearly indicated ; 
that is, whether it is taken at cost or market price, etc. 

(3) Where prepaid expenses represent payment for services to be performed 
in the future, they may be treated as current assets. 

(4) It is usual to subdivide investments into those quoted on the Stock 
Exchange and those not quoted, the former being more easily realizable than 
the latter. 

(5) It will be noticed that whereas ordinary liabilities such as loans, cred- 
tors, etc., appear on the left-hand side of the Balance Sheet, certain credit 
balances in the nature of reserves or provisions, e.g. Bad Debts, are often 
deducted from the particular asset to which they refer. 

(б) Instead of deducting depreciation for the year from the fixed assets 

balance brought forward and carrying forward the new balance, as is done in 
this illustration, the fixed assets may be shown at cost (or valuation) less the 
aggregate of the provisions for depreciation to date {vide Chapter XXIII for 
the requirements of the Companies Act, 1948. in this respect). ^ 

There are many alternative methods of presentation. In one 
method the proprietor's interest is shown on the left-hand side and 
the net assets, subdivided, on the right-hand side. This method 
len<k itsdf particularly to presentation in colunmar form, as shown 
m the following abbreviated example — 
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Balance Sheet as at 


Current Assets 7.000 

Less Current Liabilities 3, 100 

3,900 

Add Fixed Assets 3.zoo 


7.000 

Less Long-term Liabilities 2.200 

Bepn 

Share Capital . . . £4iOOO 

and undistributed profits 800 


General Surrey. From the aspect of examination work the follow- 
ing matters are worthy of the most careful attention : — 

(1) The Nature of the business; e.g. if an extractive business 
like a quarry, attention will be directed to depletion ; if an exporter, 
to the question of foreign exchange. 

(2) The Period covered by the accounts. The matters most usually 
affected by the period are Depreciation, Loan Interest, Partners' 
Salaries and Interest on Capitsd, Investment Income ; on the other 
hand, the Provision for Bad Debts will not be affected thereby as it 
depends upon the amount of Debtors at a particular date. 

(3) Provision should be made for expenses and charges accrued 
and accruing where possible. Should no information be disclosed 
in the question, a footnote should be made. On the other hand, 
appropriations of profit and "prudent" (as distinct from com- 
pulsory) reserves should not be made, but the matters relegated to 
a footnote. For instance, Loan Interest paid for six months only 
in a twelvemonth period (or indeed any period longer than six 
months) will indicate the necessity for provision in the accoimts for 
interest accrued or accruing; or in the less frequent instance an 
adjustment in respect of a payment in advance. Care must be 
taken to note any change in the amount of the Loan or in the 
rate of interest in respect of the period not covered exactly by the 
payment, e.g. by a repayment of principal. Depreciation wiU be 
provided for if the rate of depreciation is g^ven, but not otherwise. 

(4) If an item paid in advance or accruing appears in the Trial 
Balance, that is if it is a balance, the Double Entry will already 
have been made. Frequently the wording of the question Will 
^rve as a guide; thus "Rent paid and outstantog" dearly 
indicates that the provision for Rent accruing has been made so 
that the latter item is a balance. Likewise Depreciation may be a 
balance if the Asset to which it relates is " net, after Depreciation." 

Otherwise adjustment items are not part of the Trial Balanceor if 
inserted must appear twice, once as a debit and once as a credit. 

Stock on hind (if closing) will, by the same rule, be (a) 
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dtba: a balance (after the Trading Account has been closed otf), 
in which case the Trading Account bdance — usually credit — ^will 
appear in the TrUl Balance; or (6) an adjustment item requiring 
crediting to Trading Account and insertion in the Balance Sheet 
as an Mstt In this case the Opening Stock, Purchases, Sales and 
other Trading items will all appear in the Trial Balance as the 
Trading Account will not have been closed o£f. 

(5) Items which may properly appear either as a debit or as a credit 
must be carefully scrutinized, particularly as there may, notwith- 
standing errors, he agreement of the Trial Balance. Bank Interest, 
IMscounts, Bank, Profit and Loss balance forward ire typical. 

On the other hand, certain items inevitably indicate incorr^tness 
of accounting, e.g. credit balance on Cash Account, credit balance 
on Short Workings in Royalties (as will be noticed in Chapt^ XV). 
But a credit balance on an Investment (Asset) Account or su debit 
balance on a Bad Debts Provision Account indicates not so much 
incorrectness as incompleteness of the accounting, the f<k 
involving a profit on sale of investment and a consequential traiisfer ; 
the latter an incurring of bad debts of an amount larger than the 
existing provision. A transfer to Bad Debts Accoimt (usually after 
creating the new Bad Debts Provision) is required, but the fact of 
there being a debit balance on the old account will not necessarily 
mean that the provision was inadequate, because the account may 
include bad debts incurred since the date of the provision. 

(6) Goods acquired in connection with expenses — and similarly 
stock on hand — ^must be dealt with in the appropriate account, and 
not in the Trading Account, which deals with gooch bought for resale. 

(7) Goods withdrawn for private purposes are not sales. The 
latter account should include goods sold at selling prices. When 
the proprietor takes goods for private use he reduces his business 
purchases, so that the credit is to purchases, not sales. Logically, 
any cash discount, if identifiable, is not a business profit, and a 
transfer should be made to the credit of drawings. 

(8) Where “no profit “ sales take place (e.g. by a tobacconist tc 
obtain the Tob^co Bonus) they should be separately shown oi 
deducted in an inset colunm from general purch^s. 

to) Particular care is required in “placing" debits of a “Profii 
and Loss" nature. It is of vital importance to dis tin guish betweer 
the CHARGE agamst, as distinct from appropriations of profit. 

As to depreciation, where a Manufacturing Account is requirec 
thm appears to be unanimity as to depreciation of mac^er] 
being charged in that account, but otherwise there appears tcl^ye i 
divergence of view as to whether depreciation should be charged ii 
the Trading section or the Profit and Loss section. The prope: 
course to adopt is to insert the charge in the latter account and stab 
the alternative in a footnote. 

ilo) Where ambi^ties occur or essential dates arc laddng anj 
reasonable assumption (supported by reasons) may be made 
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e.g. if IntErest on A Loan has to be diarged; th^ Loan may be 
assumed to have been in existence at the commcmcment of the 
period ; where interest on drawings has to be charged, the drawings 
may be assumed to have be^ made uniformly over the period. 

(xi) Frequently an adjustment will require a consequential 
entry, e.g. if goods sent out on sale or return have been incorrectly 
treat^ as sales, in addition to the reduction of Sales and Debtors 
there will be an increase of Stock at cost or market value in respect 
of the goods in hands of customers. In addition, sudi adjustment 
may affect the amount of Bad Debts Provision, because as a result 
of the correction the amount of debts is diminished. Again, if the 
question requires the writing off of a loss on sale of an asset, part 
of the debit balance on the account may be in effect depreciation. 

(12) In regard to the Balance Sheet, the important matters are — 
{a) Sequence and grouping of Assets and Liabilities. 

{h) Deduction of provisions from the appropriate assets.' 

(c) A Bad Debts Provision is computed upon the book debts less 
contra accounts of customers, whilst the provision for discounts on 
debtors is based on the book debts less the Bad Debts Provision. 

{d) Contingent Liabilities should be dealt with at the foot of 
the Balance Sheet in a note. 

(13) Finally, mere arithmetic balancing will not gain full marks, 
nor will failure to balance necessarily cause serious loss of marks, so 
long as the principles involved — ^always present in the mind of the 
examiner— be adequately and intelligently dealt with. Hence, support- 
ing schedules and computations should be attached to the answer. 

So far as balancing is concerned the most frequent sources of 
trouble are (i) that the Trial Balance is not in agreement ; (2) errors 
in dealing with the adjustments either by reason of omission of 
the double entry or by making them both debits or both credits; 
(3) overlooking the carry out of inset items into the main column. 

The Use of Percentages in the Trading and Profit and Loss Account. 
Much valuable information can often be gained by comparing the 
accounts of one yeaT with those of another on a percentage basis, 
since comparisons are more easily made on this basis than between 
actual money values. Unless due care is exercised, however, par- 
ticularly in regard to the basis on which the percentages are made, 
the results may be very misleading. Thus, the usual basis from 
which the percentages are worked is Sales (i.e. Sales are taken as 
100 per cent) but it is obvious that there can be little interest in 
the percentage on Sales of Purchases alone, the real figure to be 
taken being the cost of the goods sold, that is, opening stocV pli^ 
purchases, less closing stock. Similarly, wages should ^ related to 
output, carriage inwards to purchases, and so on. 

A distinction must also be made between those items which may 
be expected to vaiy with Sales and those which may be expected to 
remain c<Mistant. Thus, whereas the percentage of Gross Profit will 
normally be related to Sales, standing charges generally bear no 



ACCOUNTANCY 


140 

relation to them, so that the fomer will normally be variable in 
amount but constant in ratio, whilst the latter tend to be fixed in 
amoufit but variable in ratio. For this reason the use of percentages 
is often confined to the Trading Account. The term “standing 
charges “ is, of course, only relative, e.g. there may be rising costs, etc., 
but even so some will remain the same, such as Rent on a long lease. 

A business will seek to earn the marginal gross profit ne^ed to 
cover its fixed charges, so that gross profit beyond that amount will, 
broadly speaking, be net profit, e.g. if standing charges are £400 per 
annum and the rate of gross profit 20 per cent, then the minimum 
net annual sales should be £2,000. Hence, if the net annual sales 
(assuming the same rate of gross profit) are increased tfa £6,000, 
there will be an increase of gross profit of £800 and a corresponding 
increase, subject to additional selling and distribution exj^nses, in 
net profit. Actually there will be included in the Profited Loss 
Account some items which do with sales, e.g. carriage put, and, 
where there are credit sales, discounts allowed and bad debts, so 
that for this purpose these items should be brought into account in 
arriving at gross profit, leaving only the fixed charges to be debited 
against it. Naturally these fixed or standing charges may themselves 
vary over a period — increases in salaries, rates, etc. — but these 
increases are not caused by, nor have any relationship to sales. 

Illustration. X intends to purchase a retail shop and has the 
choice of two similar ones, the comparative figures of which are— 

A Shop B Shop , 

i I 

Annual Sales ..... 4,000 12.000 

Fixed Charges ..... 250 400 

The percentage of Gross Profit is 15 per cent in both cases. Both 
shops are run by their owners but X intends to instaH a manager at 
£350 per annum for A or £375 for B. 

Assuming that conditions remain the same and the fixed charges 
contain no proprietorship items, the comparative position is — 


A • B 

Gross Profit: 15% ot 600 15% of 12,000 . 

Fixed Charges: £250 4- £350 600 £400 4 - £375 ... 775 

£1,025 


The marginal gross profit (i.e. sufficient only to cover fixed 
charges) of A is £600 and of B £775. Regard will be had to the price 
of goodwill, stock to be carried, and working capital requfied. If X 
hsis ftl^tifficient funds to cover these, he will have to resort to borrow- 
ing and the cost thereof will increase the fixed charges and convert A 
into a losing proposition. The charge for borrowing in connection 
with the goodwill would be a fixed charge, whereas that in con- 
nection with stock and working capital would be a variable and 
should be first deducted in arriving at the marginal gross profit. 



CHAPTER VI 

BILLS OF EXCHANGE 

It is not within the scope of this book to deal with the purely l^[al 
aspect of of exchange, promissory notes, and cheques, and 
reference will be made to &e legal side only in so far as is 
necessary to enable the student to obtain a proper perspective 
of the subject. 

A bill of exchange is defined in the Bills of Exchange Act, 1882, 
as follows — 

A bill of exchange is an unconditional oritf in writing addrtsud by one 
person to another, signed by the person giving it, requiring the person to 
whom it is addres^ to pay on demand, or at a fix^ or determinable future 
time, a sum certain in money to, or to the order of, a specified person, or to 
bearer, (Sect. 3.) 

By the same Act a promissory note is defined as follows — 

A promissory note is an unconditional promise in writing made by one 
person to another signed by the maker engaging to pay on demand or at a 
fixed or determinable future time, a sum certain in money, to, or to the order 
of, a specified person or to bearer. (Sect. 83.) 

By the same Act a cheque is defined as follows — 

A cheque is a bill of exchange drawn on a banker, payable on demand. 
(Sect. 73.) 

The important distinctive words are put into italics for 
emphasis. Beyond stating that the law is generally similar for 
bills of exchange and promissory notes with certain essential 
(lifierences, the present chapter will not consider the legal incidents 
of promissory notes, and will be exclusively confined to bills 
of exchange. 

When a bill is drawn up it is known as " drawing” a bill and the 
person who draws it is the creditor (or his agent) of the person to 
whom it is addressed, that is the debtor ; they are known respectively 
as the drawer and drawee, the former being the creditor, the latter 
the debtor. When the drawee signifies hb assent to the order in 
writing he becomes the acceptor, and as such b liable to a holder 
of the bill according to the tenor thereof. The creditor or drawer 
may make the bill payable either to himself or to another person. 
Under the Bills of Exchange Act, the acceptor is always liable to 
pay the bill, all other parties being in the position of sureties, so 
that if the document has already passed through several hands 
(the parties having endorsed it in the same way as a cheque), the 
holder in whose possession it b when the bill matures (that b to 
say, becomes due), must, in order to safeguard and preserve hb 
rights against the parties other than the acceptm: (who b always 
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liable on the bill) comply with certain formalities should the bill 
fail to be paid at maturity. 

The custom of drawing bills of exchange dates from the 
Middle Ages and carried, and still carries, two very important 

rights, viz. — , . , 

(1) It enables the holder, who is technically m law an assignee, to 

SUE in his own name, and— 

(2) It entitles the holder to enforce payment “free from 
equities." 

These two characteristics are the essentials of a negotiable 
instrument — ^which term is a term of law, not of commerce. Con- 
fusion exists, unfortunately, by the common employment of the 
term negotiation in relation to bill transactions whra persons deal 
with, transfer, buy or sell a bill ; but whilst a transferable docu- 
ment is one which may be transferred from one person to another, 
that is quite a different matter from its being a negotiable docu- 
ment. A common example may be cited by reference to a postal 
order. Such a document is freely transferable, but is not a negotiable 
instrument. 

With reference to the first characteristic, the importance of this 
privilege is not so great as in the past when the Common Law did 
not recognize assignments of certain things, usually choses in 
action — rights which depend not on possession, but on the court's 
willingness to enforce them — so that the assignee had to join the 
name of the assignor if it became essential to enforce his rights ; 
but the law relating to bills of exchange was gradually moulded and 
shaped by the law merchant which contained much foreign law 
through its contact with the ideas and customs of other nations. 
This fact, together with the practical needs of the mercantile com- 
munity, led from the very outset to the rule that the assignee of a 
bill had the right, without being at the mercy of a capricious assignor, 
to go ahead with his action. In short, whether his assignor objected 
or not, the assignee's right to sue was, in the absence of nuUifying 
causes, absolute. 

The second characteristic is, however, of the greatest importance. 
The right here, as in the preceding paragraph, owed its origin to 
the law merchant. Prorided that the holder of a bill has become 
technically a Holder in due course, " he may sue on the biJB 
despite the lack, or deficiency of, title of his assignor. It is this 
more than any other characteristic that determines whether or not 
a document is a negotiable instrument. Where the assignor can be- 
stow a better title to his assignee than he himself possesses, the 
instrument so passing is a negotiable instrument, subject always 
to the presence of good faith on the part of the assignee. 

The use of bills of exchange is not confined to financing exports 
and imports, but extends to the home trade and the book-keying 
entries follow the same principles quite irrespective of the particular 
purpose of the bill transaction. 
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The nature of a bill may be understood better by considering ^e 
following example. Suppose A owes B £i,ooo, the latter may <baw 
up a bill, addrem it to A, and make it payable (say in three months' 
time) to himself (B) or even to a third party (C). After he has 8%ned 
it B wUl in the ordinary way obtain A*s acceptance. The document, 
as will be seen, may be transferred (very much like a cheque) or 
may be kept "in hand" for the three months ; or may be taken to 
the bank for discounting. 

It will be seen that should A owe B £1,000 and B owe C £1,000, 
and all parties agree, the one bill settles the mutual debts ; that is 
when A accepts the bfll (i.e. signifies his assent in writing thereon) 

B will credit A's account in the same way as if a cheque had be^ 
received ; at the same time B will debit C*s account as if he had pdd 
him a cheque. A wiU debit B*s account when he accepts the bill; 
the fact that the payee is C is immaterial. So far as C is concerned 
he wUl credit B just as if a cheque had passed between them and the 
fact that the acceptor is A is immaterial. The word ‘'immaterid" 
is naturally meant to signify that the nature of the book-keeping 
entry is the same for C whether the acceptor is A or B. The bill 
comes (as between B and C) from B, and A is not one of the accoimting 
parties: but in a business sense the standing and reputation of 
the acceptor of a bill is of prime importance, as C would not take 
the bill either as payee or as endorsee if there were doubts as to A's 
capacity and willingness to fulfil his written obligation, notwith- 
standing C's right against B should the bill be dishonoured by non- „; 
payment at its maturity. 

Inland Bill. From the legal standpoint an inland bill is defined 
as one which is, or purports to be, drawn and' payable in 
the British Isles or drawn in the British Isles on a person resident 
therein. All other bills are considered to be foreign for this 
purpose. 

From the viewpoint of the Stamp Act the ccmceptioM of inland 
and foreign bills are considerably different. A foreign bill is 
defined as a bill which is ^awn and payable outsi^ Ae United 
ICingdom, but paid, endorsed, or n^otiatcd in the United lUngdmn. 
All other bills from the viewpoint of stamp duty are considered as 
inland bills. \ 

The significance of the above definitions is that fcr the purposes of 
determining the legal incidents of a^ bill of exchange (English law 
apply ifig to an inland bill and fordgn law to a ibreign bill), one 
criterion is employed, and for determining the rate of stamp duty 
to be paid another criterion is applied, , v , . 

A good examine of this is that bills drawn m the Channel Isl^ds 
and the Isle of Man are " legally " inland bill^witbin British 
Isles ^ yet for the purposes of stamp duty they are foreign bdls^ 
outside the United Kingdom. , j 

It is important to note that only one defimtion (i.e* of an mland 
bill) opcnrs in the Bills of Exchange Act, 1882 ; the other (i.e. of a 
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foreign bill) occurring in the Stamp Act, 1891, and being applicable 
for stamp duty purposes alone. ^ 

The stamp duty on inland bills (as defined for the specific pur^ 
pose) is — 


When the amount does not exceed /lo . 

2d. 

Exceeding £10 but not exceeding 

£25 . 

. 3d. 

** ^^3 •» *» 

£50 • 

. 6d. 

£50 

£75 • 

. 9d. 

It £75 It f ( 

£100 , 

IS . 


When the amount exceeds £ 100 , is. for the first £100 and an 
additional is. for every £100 or fraction of £ 100 , When bills are 
drawn payable on demand (which includes those payable on presen- 
tation or at sight) or within three days after date or sight, no matter 
what the amount, the stamp duty is only 2d. 

The stamp duty on foreign bills is— 

to j^5o, like an inland bill. 

Exceeding £50 but not exceeding £100, 6d. 

„ ^loo, 6d. for every jfioo or fraction of £100. 

The following is a specimen of an inland bill. 


£1000 



ONDON, 

Uth January, 19 . . 

THREE (or, if arranged, 

to C/*) or tho'usand pounds, 
value rece' 


^ V V / 


To A, Manchest 


A-'*’ 
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£342 12s. 4d 


Mancbbstbr, 

30tkOcMi$r, 19., 


4 %. Stamp. TWO MONTHS after date pay this First of Exchange 
(Second and Third same date and tenor unpaid) to 
Fritz Troppau, or order, the sum of Three hundred and 
forty^two pounds twelve shillings and four pence, at the 
rate of exchange as per first London endorsement, 
value received. 


To Herr F. Ludwig, 
Berne. 


M. Smith. 


Both the above bills are inland bills for stamp duty purposes. 

The following are the chief advantages of a bill of exchange — 

(1) It is a means of settlement of foreign debts and the financing 
of exports. It bridges, as it were, the gap between the date of ship- 
ment and receipt at destination. Naturally, the exporter does not 
wish to wait for, say, three weeks for payment in respect of his sale 
to a South African importer, nor does the importer feel it incumbent 
upon him to pay until receipt of the goods. By drawing the bill, 
accompanied usually by bills of lading and other documents, the 
exporter is able to obtain his money from his banker, who, on his 
part, forwards the documents to his South African agent, who will 
transfer the documents necessary to enable the South African im- 
porter to claim the goods upon his acceptance or payment, according 
to circumstances. 

(2) In all cases it permits a debtor to defer payment until 
maturity. 

(3) It is evidence of indebtedness. 

(4) It enables (as has been shown) the holder in due course to sue 
in his own name and "'free from equities.'*^ 

(5) It fulfils to a certain degree, in this country, the function of 
currency. 

(6) It enables a person to lend his name'* and so finance another 
by means of an accommodation bill. This is not a truly legitimate and 
normal function of a bill of exchange. 

BOOK-KEEPING ENTRIES 

The position of the acceptor will first be dealt with. By his 
acceptance he engages to pay the required sum at the due date, but 
by the same act i? relieved of liability to pay before such date. 

^ Nots. a person cannot obtain a better title to goods, chattels, etc., than 
that possessed by the seller, subject to certain excei^ons, the most important 
of which is a bill of exchange. 
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It is immaterial to him what the drawer does with the docttoent 
during the interval; his retention of it in his safe, his endorsmg it 
over to his creditor, or his obtaining a loan from the on 

its security do not interest the acceptor. The latter is con’- 
cemed alone with meeting his obligation cm the due date and 
not before. 

Where bill transactions are extensive a 3ills Payable Book and/or 
Bills Receivable Book will be used for dealing with bills accepted, 
and drawn or received respectively, which may be incorporated, if 
desired, in the double entry system. But as such book will not dis- 
pense with Journal entries, if kept on non-double entry lines, and, if 
so kept, will be but a Journal in modified form, for the purpose of 
concise explanation the entries in the examples below will be shown 
in Journal form (without narratives). 

Where thought necessary, Ledger Accounts will be appended to 
supplement the explanation. 

Entries in the Books of the Acceptor [i.e. the DEBTOR] 


Journal 


Dates 

Date of 
Acceptance 

Creditor (Drawer) 

To Bills Payable 

. Dr. 



i 

Date if and 
when Drawer 
discounts the 
Bill 

No entry 




Due date if 
paid by 
Acc^tor 

Bills Payable ' 

To Bank 

. Dr. 




Due date if 
dishonoured 
by Acceptor 

Bills Payable * 

To Creditor , 

. Dr. 





The first entry against the creditor is precisely the same as if a 
cheque had been given, so that, so far as this transaction is concemed, 
it balances the creditor’s account, and consequently when the bill 
is met the acceptor will not debit the account of the creditor, but 
Bills Payable. If the acceptor fails to pay the bill, the original 
debit to the creditor must be reversed, as the acceptor ha s paid 
creditor nothing; not only must the amount of the bill be credited 
teck to the creditor, but with it any discount allowed to the debtor. 
It should be cle^ly grasped that whether the bUl be paid or dis- 
honoured, the original bill is dead ; it has been either d^daiged in 
me normal way by payment or dishonoured by non^paymenL 
ci^ce, the Bills Payable Account must be closed. 
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lUuittation. A owes B £zfioo. On isl! Januaiy, 29. . , A accepts a 
tliree months' Bill for £975 bn^g in fuU^settlement. At its due date 
the lull is met. 

Entrks in the acceptor's books are — 

(i) On acceptance — 

A’s Journal 


19- 


■ 

£ 

i 

Jan. I 

B Dr. 


1,000 


To Bills Payable .... 


975 


„ Discounts Received 

■ 


*5 


The payment will be recorded in the Cash Book, but in this entry 
and subsequent entries relating to Bills the Journal will be used. 

(2) On payment — 

A's Journal 


19- 

April 4 

BiUs Payable ^ . . . . Dr. 

To Bank 


£ 

975 

£ 

975 

(3) If dishonoured t instead of (2), the entry will be — 

A’s Journal 

19.. 
April 4 

BiUs Payable ‘ . . . . Dr. 

Discounts Received . . Dr. 

To B 


975 

25 

£ 

1,000 


Unless the Bill otherwise provides, three days of grace are added to the 
term of all bills payable after date or after sight (but not at sight or on 
demand). These three days must, therefore, be taken into account in calcu- 
lating toe due date, and also for discount and interest. Thus, the due date 
of this bill is the 4th and not the xst April, 19 . . 

Since bills are only payable on business d^s, the following provisions 
(Section 14) apply when the third day of grace mils on a non-business day — 

(a) If the last day of grace falls on a Sunday, Christmas Day, Good Friday, 
or a day appointed by Ro3ral Proclamation as a public fast or thanksgiving 
day. the bill is due and payable on the preceding business day* 

(h) If the last day of grace is a bank holiday other than the above, or if 
the last day of grace is a Sunday and the second day of grace a bank h<^day, 
the bill is due and payable on the succeeding business day. 

Apart from the addition, where relevant, of days of grace, the day of 
payment is found as follows—* 

m). The day of pajrment is included and the day from which the term is 
to Mgin to run ^ excluded. 

(b) '‘Month'* means calendar month. 

(4 A bill payaWe on demand, at sight or on presentadon, is payable oa 
the day of demand. 

» The due date U 4tih April, 19- ellowing lor Huta day* at gnce. 
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Entries in the Books of tte Drawer [i.e. the CREDITOR] 
(i) Where ihe drawer discounts the bill — 


Journal 


DaUs 

Date of 
Acceptance 

Bills Receivable . 

To Debtor (Acceptor) 

Dr, 

1 

L 

Date if and 
when 

discounted 

Banki .... 

To Bills Receivable . 
Discounting Charges Account 
To Bank 

Dr. 

Dr. 



Upon its due 
date if paid 
by Acceptor 

No entry* 



Upon its due 
date if 
dishonoured 
by Acceptor 

Debtor .... 

To Bank* 

Dr. 

1 



When it is realized that the bank is lending money for the period 
between the date the bill is discounted — not necessarily the date of 
acceptance—and its maturity date, the justification for the charge 
for discounting needs no further explanation. The charge made by 
the banker is called banker’s interest or discount as distinct from 
tvne discount. It is simply explained by the fact that the banker in 
discounting a bill of £1,000 for three months at (say) 5 per cent per 
annum wdU give credit to the customer for the £1,000, and at the 
same time debit him with discount or interest on £1,000 at 5 per 
cent for three months, which is £12 los. ; that is, the banker lends 
£r,ooo - £12 los. = £987 los. for which he charges £12 los. interest. 
If a true 5 per cent interest rate were charged, that is to say on 
the amount which plus interest at 5 per cent per annum for three 
months would amount to £1,000, the charge would be £12 6s. iid,, 
calculated as follows — 

X £ 1.000 - £i 2 6 s. lid . 


Thus interest on £987 13s. id. for 3 months at 5 per cent 
£12 6s. lid. i, 

' '?* ' 

the two entries separate, that is first the payment 
discoMring * *** value; and secondly the banker's charge for 

“.“«t no further entry is required, because the bill has been 
^ preceding transaction ; but if the acceptor 
Ws account will be debited and the bank credited, 
Si >ts customer— the person who has received 

aSl^btttt^ai^^w^ *t— hence the bank's customer will credit the bank 

' V ****^ annum for three months equals il%. 
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Thus £12 108, is chargeable (banker's discount) instead of 
£12 6 s. iid. (true discount). 

The difference is slight ; in this case (on the £1.000 bill) the amount 
is 3s. id. which is — 

X ;£ia 108. - 3s> id. 

(2) Where the bill is ** paid** away — 

When the bill receivable is transferred to a creditor of the drawer 
the entries are (after debiting the bills receivable account and credit- 
ing the customer upon the latter's acceptance) — 


Journal 


Dates 

When 

transferred 

Creditor .... Dr. 
To Bills Receivable 


£ 

£ 

Upon its due 
date if paid 
by Acceptor 

No entry 




Upon its due 
date if 
dishonoured 
by Acceptor 

Debtor (Acceptor of the Bill) Dr. 
To Creditor .... 





For reasons already mentioned, an entry will be made only if the 
acceptor fails to pay. when the drawer (the creditor of the acceptor) 
will redebit the acceptor and recredit the person to whom he assigned 
the bill. 

(3) Where the bill is held till maturity — 

The bill will be presented at the bank, [in fact it will be paid in 
on a separate slip like a cheque], tlie entry for which is — 


Journal 


Dates 

Due date 
whether 
Acceptor 
mM||^tornot 

Bank 

To Bills Receivable . 

. Dr. 

1 

£ 

£ 

If met by 
Acceptor 

No entry 

1 



If 

dishonoured 
by Acceptor 

Debtor 

To Bank 

. Dr, 

1 




Before proceeding with the illustration, students may. at this stage, 
observe — 
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(x) That in the acceptor's books the important factors are the date 
of acceptance and the due date of the Iml, in that any intervening 
transactions relating to the bill (whether discounting, or transfer, or 
payment into bank by the holder) are not of importance to the 
acceptor ; nor, in the case of the bill being discounted, are the dish 
counting charges. 

(2) That in the drawer's books, the important factors are the date 
of acceptance, date of transfer or discounting as well as the due 
date of the bill, but no book-keeping entries will be required in the 
drawer's books at the latter date, if, having disposed of the bill 
by discoimting or transfer, he is not notified of its dishonour. 

(3) Whenever any one party has received discoimt (cash discount), 
and the bill of exchange in question is dishonoured, thus necessi- 
tating the recrediting of the Personal Account of the creditor, 
the cash discount must be reversed ; conversely, when one party 
has allowed to an acceptor cash discount and the bill is 
dishonoured. 

(4) The phrase "no entry" relates only to the ordinary books of 
account, so that if Bill Books are utilized suitable entries vrill be 
made therein. 

Summarizing the chief points of (i) and (2) normally — 

(1) There is no entry in the acoqitor’s books when the drawer 
disposes of or discounts the bill during its currency, whilst — 

(2) There is an entry in the books of the drawer upon discounting 
or disposing of the bill, but no further entry at its due date, unless it 
is dishonoured. 

Illustration. 

Entries in the drawer's books when the bill is discounted, 

® £i»ooo ; on ist January, 19. . , A accepts a three months' 
Bill for £975# in full settlement. Dbcounting cl^ees /12 los. od. 
(1) Vl^ere the bill is met. 

B's Journal 
19.. 

Jan. X On acc^piance — 

Bills Receivable Dr. 

Discounts Allowed Dr. 

To A . 

On discouniing {assumed same date\ 
as acceptance ) — 

Bank . : . . Dr} 

To Bills Receivable 
Diarou ^n g^ Charges . . Dr. 

19.. 

April 4 On Iteing met. No entry 


975 

25 


i.ooo 


975 


IS 10 


975 
12 to} 
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(2) Where the bill is disdionoured. 

The entries wH be the same m those just outlined, except as to 
4th April, 19. . ; instead of there being No entry** the following entry 
will be made — 


B'S JOURKAX. 


19 .. 


£ 

£ 

April 4 On being dishonoured — 




A 

. Dr. 

z,ooo 


To Bank 

, , 


975 

„ Discounts Allowed . 

• 


*3 


Entries in the drawer's books when the biU is transferred to his 
{fhe drawer's) creditor. 

Illustration. Same facts (as before) except that the bill is trans- 
ferred to C in complete settlement of an account of £985 (ist 
February). 

B's Journal 





See stages x^e and 153 to poetiag to Indger. 
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These entries have the effect of — ^ 

(1) Debiting A back with £i,ooo. 

(2) Recrediting C with £985. 

(3) Cancelling the original discount received ^d allowed entries, 
resulting in a net credit of £15. 

Entries in the drawer* s books when the Bill is held by B till maturity — 


B's Journal 


19,, 
Jan. I 

On acceptance — 

Bills Receivable 

Discounts Allowed . 

To A . 

. Df. 
. Dr. 


i 

975 

25 

£ 

1,000 

April 4 

On paying bill into bank — 






Bank .... 

. Dr. 


975 



To Bills Receivable 

• 



975 

April 4 

On being met. No entry. 





If the bill is not met but dishonoured at maturity, instead of 
"No entry" there will be the following — 


B’s Journal 


19.. 
April 4 

A Dr. 


£ 

1,000 

£ 


To Bank ..... 


975 

25 


,, Discounts Allowed 




T^e postings will be made in the usual way to the Ledger e g 
taking the entries in the drawer’s books when he passed the bill on 
to his creditor, tlie bill being dishonoured. (See page isi where 
Journal entries are folioed "L.”) ^ ^ ^ 


B’s LEDGER 



* Th* cbcuantaoces may reqnm the balance to be written off aa bad. 
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Dr 


Bills Rxcbxvablb 


Cr. 


To A : BiU due 4th 


£ 


By C . 


19 


975 





Dr. 



C 



Cr. 

19.. 
Feb. z 

To Bill due 4th April, 
19 . . (Acceptor A) 
„ Discount 


£ 

975 

xo 

19.. 

? 

By Balance 

b/d 

9I5 




£98] 




£985 





April 4 

By Bill due this date 
dishonoured by A 
Discount received 
written back 


975 

10 

Dr. 


Discount Allowed 

Cr. 

19.. 
Jan. 1 

To A . 


£ 

*5 

»9 • 
April 4 

By A : Discount allowed 
written back . 

* 

£ 

*5 









Dr. 


Discount Rbcbivbd 

Cr. 

19.. 
April 4 

To C : Discount received 
written back 


£ 

xo 

19.. 
Feb. X 

By C . 


£ 

xo 










General Illustration. On ist July, 19.. /Smith owes Jones £1,200 
and accepts three bills of £400 each due respectively in one, 
two and four months. The first bill is retained by Jones and met in 
due course; the second is discounted (charges £2) and met in due 
course; the third is discounted (charges £2) and dishonoured, the 
noting charges being los. (For an explanation of noting charges, 
see page 155.) 

New arrangements are immediately made whereby Smith pays 
£100 cash immediately and accepts a bill due in two months for the 
balance of the account with interest at 6 per cent per annum. The 
bill is retained by Jones till maturity, Chi presentment the bill is 
dishonoured — ^noting charges 5s. Smith is shortly afterwards made 
bankrupt, his trustee pa3ang a first and final dividend of 5s. in £. 
Write up the ^Ledger Accounts in Jones's books. 



154 

Df. 


AOCOOKTAMCY 
Smith I 
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X55 

Cr. 


W 

Dr, 







19.. 

1 By Smith . .| 


1 

i. 






Nov. 4 



SI 

1 

0 


Dr, Bad Dbbt3 Cr. 



Where a bill is dishonoured, the bank will incur charges attendant 
upon the formalities required by the law, called noting charges, 
and as the bank has incurred the expense on behalf of its customer 
it will debit him with the sum so spent. The customer will then 
credit bank and debit the acceptor to whose fault are attributable 
the charges for noting. 

It may be stated, then, that the effect of dishonour is that the 
account of the debtor will be readjusted to the position at which it 
stood before the acceptance was given, together with noting charges 
necessai^y incurred by the drawer through his bank. New arrange- 
ments will now be required to discharge the debt and not infrequent- 
ly the new arrangement will involve a pa}mient of interest by the 
defaulting acceptor. 

The position arising when the drawer transfers the bill to hb 
creditor b similar as between themselves. The transferee has relied 
upon the acceptance passed on to him and naturally he looks to hb 
transferor (not the acceptor) to reimburse him — ^just as if the trans- 
feror had himself accepted the bill instead of passing on another's 
acceptance. The drawer will consequently debit the acceptor {as 
before), credit transferee (his creditor). 

So far as the acceptor is concerned, he will in the circumstances 
now discussed, simply debit expenses and credit hb drawer's account 
irrespective of whether the bill had been retained till maturity, dis- 
counted or transferred. 

The entries for noting charges thus may be summarized — 

(i) In Acceptor*^ books — 

^ Debit Expenses, Credit Drawer. 

^ (2) In Drawer* s hooks — 

Debit Acceptor, Credit Bank or (if the Bill had been trans- 
ferred) Tra^feree. 

(3) In Transferee* s books — 

Debit Transferor, Credit Bank. 

Ittustratbiu If, reverting to the previous illustration (page 151) 
^ had incurred noting charges los. on the dishonour of A^s accept- 
nce|iihe entries would be — 

(r) In A^s books. 

Debb^Expenses, Credit B. 
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(t) In B's books. 

Debit A (the acceptor). Credit C. 

{3) In C’s books. 

Debit B (the transferor). Credit Bank. 

From the outline given in the preceding pages, it will be 
perceived that even if the bill is discounted there is no certamty that 
It will be paid at maturity and hence the amount appearing in the 
bank, assuming that the bill has been discounted, is always subjMt 
to a possible reduction at any time in respect of unmatured bills, 
and this makes it necessary to have full records of such bills in 
order to know what risk is involved. This risk is an example of what 
is known as a Contingent Liability. 

Retiring a Bill. If all parties agree, a bill may be withdrawn 
before maturity either because the acceptor desires its withdrawal 
to avoid its dishonour or because he is desirous of paying the 
amount without waiting till its due date. The entries are similar to 
those outlined where a bill is dishonoured substituting the words 
Bill Retired for Bill Dishonoured ; except that no noting charges will 
be incurred. Interest may, as in the case of dishonour, be charged 
to the original acceptor where the latter accepts in place of the one 
retired an entirely new bill. 

Illustration. On 1st January, 19.., A accepts a three months' 
Bill for £1,000 for balance owing to B. On 28th March, 19 ... A finds 
that he will be unable to meet the bill and accordingly B agrees to 
A retiring the bill and new arrangements are subsequently agreed 
upon. 

Entries in A’s books are (ignoring narratives) — 


A's Journal 


19. . 
Jan. I 

B , , , . 

To Bills Payable 

. Dr. 


£ 

1,000 

£ 

1,000 

Mar. 28 

Bills Payable 

To B . 

. Dr. 


1. 000 

1,000 


Entries in B's books are- 


B’s Journal 



19- 

£ 

£ 

Jan. r Bills Receivable . Dr. 

To A . 

1,000 

1,000 

Mar. 28 A . . . , . . Dr. 

To Bills Receivable 

Or (if the Bill had been discounted 
in the meantime) — 

Bank 

Or (if the Bill had been transferred! 
in the meantime to C) — 

c . . , ; . 

1,000 

1,000 

4, 
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A*s LEDGER 

Df. B Cr. 


I - 

Jan. I 

To BiU Payable due 


i 


By Balance 

BiU due 4tb April, 

b/d 

£ 

z,ooo 


4tb April, 19 . . 


1,000 

Mar. 28 






19 . , retired 


1,000 


Df. Bills Payable Cr. 


To Bill due 4th April, 

1 ‘ 

T • 

Jan. 1 

By B; Bill due 4th 


! 

1 

19.., retired . 

1! i.ooo 


April, 19 . . 


1 1,000 


If B had discounted the Bill on 1st January, 19. . (discounting 
charges his Ledger would show — 


B's LEDGER 

Df. A Cr. 


Mar. 28 

To Balance 
„ Bill due 4lh Apnl, 
19.., retired: 
Bank 

b/d 

1 

1,000 

1,000 

I 

Jan. 1 

By BiU due 4tb April, 
X 9 

1 

£ 

1,000 

Df. 


Bills Receivable 

Cr. 

19.. 
Jan, 1 

To Bill due on 4th 
April, 19 . . , ac> 
cepted by A . 


£ 

1,000 

19.. 
Jan. X 

By Bank . 

1 

£ 

1,000 

Df. 



Bank 


Cf. 

19.. 
Jan. X 

To Bill Receivable 

1 

£ 

x.ooo 

19.. 
Jan. X 
Mar. 28 

By DiscountingCharges 
„ BiU due 4th April, 
retired 


£ 

8 

1,000 

Dr. 


Discounting Charges 

Cf. 

19.. 
Jan. X 

To Bank . 

■ 



1 




The position is that, unless the bill is paid at maturity, the 
parties are back to the point where they started just as if no bill 
had originally been given ; and even if the bill has been discounted 
the party discounting has obtained, in consideration of the charge 
made by the bank, the use of the proceeds in the meantime. 

The entries subsequent to those made by reason of dishonour or 
retirement depend upon the nature of the new arrangements. In 
all probability the defaulting acceptor will be charged with interest 
and required to pay a proportion of the debt in cash, whilst the 
acceptor who desires to retire his Bill will usually be called upon to 
pay the whole of the Bill in cash to the holder as a condition pre- 
cedent to its withdrawal. 
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The entry for Interest will be— 

In the defatMng Acceptor's hooks — 

(e) Debit Interest, Credit Drawer. 

In the Drawer's books — 

(b) Debit Acceptor, Credit Interest. 

That is, using the parties previously named — 

{a) Debit Interest, Credit B. 

(6) Debit A, Credit Interest. 

Should the bill have been transferred to C — 

C will debit B and credit Interest, and B will debit Interest and 
credit C, at the same time debiting A and crediting Interest. 

If the bill is retired because the acceptor wishes to pay the bill 
before maturity the entries will be similar to those arising in the 
c^ of payment on the due date (except as regards any rebate 
given by the Bank to the creditor, in the event of his having dis- 
counted the bill).^ 

Illustration. A discounted a bill on ist January, 19. ., being a 
six months* bill for £1,000 accepted on the date of discount. The 
bill was retired on ist May, 19. .. If the bank makes an allowance 
of I per cent it will be calculated on £1,000 for the period between 
1st May, 19.., and ist July, 19. .. The computation then is— 


The entry in the bank's book will be— 

Debit Discount on Bills. 

Credit Customer (A). 

The entry in A's book will be — 

Debit Bank, Credit Discounting Charges. 

The other entries relative to the transaction above are not shown 
here, havii^ already been fully explained. 

lUustrEtion. On ist December, D sold goods to the value of 
£1,000 to A.B and £1,000 to M. D draws on each of them at three 
months for £1,015 (i.e. plus interest at 6 per cent per annum) and 
received the bills duly accepted on the 6th December. (The accept- 
ances were dated ist December.) 

The goods sold to A.B and M had been purchased from X.Y for 
£1,600 and by arrangement with them D handed to X.Y on 31st 
DecembCT (when payment, for the goods was due) A.B’s bill for 
toe credit of his account, which it was agreed should be debited 
vdth £7 representing interest from 31st December, to the date 
of the maturity of the bill, the balance of the account being paid in 
cash on the same day. 


W bett^ a WU is retired, some banks make no allowance for the 
pvM b^ewi date of retirement and maturity; others allow interest at 
a reduced rate on the face value of the 1^ for such period. 
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D, on the same date» asked his bank to discount the bill accepted 
by M. The bank dedined, but ofiered as an alternative a loan at 
5 cent per annom to the full extent of the bill until it matured ; 
the bill was to be endorsed and handed to the bank for collection. 
This transaction was carried out on 31st December. 

Show the Ledger of D up to the 31st December, ignoring the 
question of bill stamps, expenses, other than arising and given 
above, and days of grace. 


Dr. 


A.B 


Cf. 


19. . 


■ 


19. . 



£ 

Dec.i 

ToGoods^. 



Dec. 6 

By Bill Receivable due 



6 

„ Interest at 6% per 




4th March, 19. . 


1,0x5 


annum for 3 mos. 








on £1,000 . 

■ 

■D 







■ 

£1,015 




£1.015 


Dr. 


M 


Cr. 


To Goods*. 

„ Interest at 6% per 
annum for 3 mos. 
on £x,ooo . 


m 

19.. 
Dec. 6 

By Bill Receivable due 
4tb March, 19. . 




£1,015 





Dr. 


Bills Receivable 


Cr. 


19- 
Dec. 6 

To A.B ; 3 mos. Bill 
„ M ; 5 mos. Bill 


£ 

1,015 

1,015 

Dec. 31 

By Bill due 4tb March, 

19. ., by A.B trans 
ferredtoX.Y . 

£ 

1,015 

Dr. 


X.Y 


Cr. 

Dec. 31 


1 

£ 

1.0X5 

593 

19- • 

? 

Dec. 31 

By Goods * . 

„ Interest on Bill 


L 

x,eoo 

7 



■ 

£1,607 




£1,^7 



■ 

■■ 



• 



Dr. 


Cash 


Cr. 


«9> • 

Dec. 51 To B«nk Looa at 5% 
per a&niimon BiUdue 
on 4th March, 19.., 


iDw.si ByXY 


x,oi5 


C 

59« 


* The items marked thus would be entered in sad posted from the Day 
Books in the usual way. 
























Dr. Interest Cr. 


19.. 

i j; iC 

lU’-- 


1 £ 

Due. 31 ToX.Y 

• 1 7 

t Dec. 6 

ByA.B 

15 

1 ii 

!l 

1 „ M 

! 


The above balances, except interest, would appear in the Balance 
Sheet at 31st December ; the interest being transferred to the credit 
of Profit and Loss Account. 

Ignoring all other entries and thus confining the position to the 
transactions enumerated, the summary of the result would be — 



Dr. 

Cr. 

Profit on Sales, £2,000 - ;£i,6oo 

Interest, - ^7 

1 

£ 

L 

400 

23 

Cash . 

Bill Receivable 

423 

1,015 

Bank Loan . 

1,015 


The profit would not appear as a distinct and separate 
figure because the purchases and sales would form part of the 
total purchases and sales as written up in and posted from the 
Day Book. 

As the bank is making a Loan the interest will be charged 
up at the date of the maturity of the bill, i.e. 4th March, on 
5 per cent per annum for two months. This amounts 
to £8 9s, 2d. 

If the bill had been discounted the Discounting Charge would be 
made immediately on discount.^ 

Accommodation Bills. An Accommodation Bill is a bin of ex- 
change which has been accepted, drawn, or endorsed by a person 
not in the course of ordinary business transactions, but for the 
specific object of enabling another person to raise funds by discount- 
ing the bill on the strength of the first person's name. There is no 
value given to the accommodating party and hence there is no 


‘ If true interest were charged, this would be ^ X £i.ois. amounting to 
£8 p. gd., which is interest on the net advance of /i,oo6 12s ^d at s oer 
Uted as follows (see pages 148 and 149)— • 

^ = *®- 3d. 
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liability on his part unless the bill is sued upon by a third party who 
has eiAer himself given value for the bill or has derived his title 
thereto from a person who has given value ; but when the bill is 
discounted the banker gives value therefor, and as a consequence, 
is entitled to hold the accommodating person liable on his accept- 
ance, drawing, or endorsement. 

Sect. 28 of the Bills of Exchange Act, 1882, provides — 

(1) An accommodation party to a bill is a person who has signed a bill as 
drawer, acceptor or endorser, without receiving value therefor, and for the 
purpose of lending his name to some other person. 

(2) An accommodation party is liable on the bill to a holder for value, and 
it is immaterial whether, when such holder took the bill, he knew such party 
to be an accommodation party or not. 

The book-keeping entries follow the same rules as laid down in 
this chapter, but it must be remembered that the person who is 
accommodated*’ will reimburse the accommodating party for 
what is in effect a loan. 

Illustration. A accepts a bill for the accommodation of B (say, 
£100), the latter discounting the bill. The entries in A's books are — 


A’s Journal 


On acceptance — 

B 

To Bills Payable , 

Dr. 


L 

100 

L 

100 

When the bill matures and is paid — 
Bills Payable .... 
To Bank .... 

Dr 


100 

ZOO 

When B recoups A — 

Cash or Bank .... 
To B 

Dr, 


TOO 

100 


The entries in B’s books are — 


B's Journal 





£ 

£ 

On receipt of acceptance — 





Bills Receivable 

. Dr. 


100 


To A . 

. 



100 

On discounting the bill — 





Bank .... 

. Dr. 


100 


To Bills Receivable 

. . 



too 

Discounting Charges (say) 

. Dr. 


I 


To Bank . 

• 



1 

When B recoups A — 





A 

. Dr. 


100 


To Bank 

, , 



100 





i63 


accoustahcv 


Where the accommodating party ii^ts !rfw 2 f 

in return for his accouMno^txon bdl, there will ^ in each set of ocnte, 
(I) a scries of entries for a Bfll Recdvable and (2) a swim rfentnes 
for a Bill Payable. This type of problem causes trouble to studratebut 
confusion is easUy avoided by keeping the two parts quite distmct 
and completely dealing with one bill before commencmg upon 
the other. 


A accepts a bill for the accommodation of B, in 
return for which B accepts a bill in favour of A both bills bemg for 
three months and for £1,000. A's bUl only is discounted, the (^t 
of which is to be borne solely by B. Show the Journal entries in the 
books of A and B, ignoring narratives. 


A*s Journal 






£ 

£ 

Bills Receivable . 


. Df. 


1,000 


To B . 





1,000 

B . . . . 


. Dr. 


1,000 


To Bills Payable 





1,000 

Bills Payable 


. Dr. 


I.OOO 


To Bank 





1,000 

Bank 


\ Dr. 


1,000 


To Bills Receivable . 





1,000 


B’s Journal 




■ 

£ 

£ 

A 

. Dr. 


1,000 


To Bills Payable 


H 


1,000 

Bills Receivable . 

. Df. 


1,000 


To A , 




1,000 

Bank .... 

. Dr. 


1,000 


To Bills Receivable. 




1,000 

Discounting Charges (say) 

’ Dr. 

■ 

5 


To Bank 




5 

Bills Payable 

! Dr. 

■ 

1,000 


To Bank 


■ 


1,000 


It may happen that the accommodating party draws a bill upon 
the party to assisted, instead of accepting a bill ; in this case it 
will be obviously necessary for the drawer to remit cash to enable 
the acceptor to meet the bill at maturity. 

niusfaration. In order to accommodate B, A agrees to draw on B 
for £1,000 (the bank being willing to discount for A owing to his 
high standing — ^his name being on the bill as Drawer). A dis- 
counts the bill for £997 net and remits the proceeds to B. In order 
that B shall be in a position to meet his acceptance, A remits a 
cheque for £i.opo. 

SI^w abbreviated Journal entries. 
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A'S JOVSXAL 




■ 

i 

i 

BilBKeceivable . 

. Dr. 


1^000 


To B . 




1,000 

Bank .... 

. Dr. 


x,ooo 


To Bills Receivable. 




1,000 

B (Discounting Charge) ^ 

. Dr. 


3 


To Bank 




3 

B (Remittance) . 

! Dr’ 

■ 

997 


To Bank 


■ 


997 

Whtn the bin matures — 


■ 



B . . • • . 

. Dr. 


1,000 


To Bank 

• 

■ 


1,000 


B*s Journal 




i 

£ 

A ..... . Dr. 


1,000 


To Bills Payable .... 



1,000 

Bank ..... Dr. 


997 


Discounting Charges . Dr. 


3 


To A 



1,000 

When the bill due by B matures, he will 




receive a cheque from A — 




Bank Dr. 


1. 000 


To A 



1,000 

He is then able to meet his acceptance thus — 




Bills Payable .... Dr. 


1,000 


To Bank 



1,000 


The Ledger Accounts (abbreviated) will be — 

A's Ledger (items numbered in order of sequence). 


Dr. Bills Rbcbivablb Cr. 



ToB(x) . 

1 

£ 

XpOOO 


By Bank (a) 


£ 

Xpoeo 



Dr, 

B 

Cr. 


To Quinni (s) 

„ Rm^Suim <4) 


£ 

s 

w 


By Bins Rooalvable 
(I) . . 


£ 

x«ooo 




^ The chsxge of £3 beiiig lor B*s benefit shoitld be deUt^ to B. 
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Dr. 


Bank 

Cf. 


1 

To Bills Rocelvable (a) 

j 

z,ooo By Charges (3) . . 

M B(4) . . .j 

1 

3 

997 





It will be observed that the foregoing entries cancel out, leaving the last 
entry when A forwards his cheque to B. which to avoid confusing the student 
will be shown below, but actually would be entered in the above accounts. 

Dr. 


B 

Cr. 


ToCh«qu«(5) J 1,000 
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preceding illustration A would have remitted to B £997 x i only. 
= £498 los. and debited B with discounting charges £i los., the 
other £i los, remaining charged against himself. 

Illustration* ' X accepts a bill drawn by Y for their mutual accom- 
modation on an equdity basis; the bill is for £500, discounting 
charges £6, Upon maturity Y reimburses X for his proportionate 
part of the liability. 

Entries in X's books — 

X's Journal 


On acceptance — 

Y . . . . Df . 

To BiUs Payable . 

On receiving half net proceeds of discounting 
from Y — 

Bank ..... Dr. 
Discounting Charges . Dr. 

To Y 

On payment of hill at maturity — 

Bills Payable ... Dr 

To Bank 

On receipt of Y*s reimbursing remittance — I 
Bank ..... Dr. 
To Y 


£ 

500 


£ 

500 


247 

3 


250 


500 


500 


250 


250 


Entries in X*s Ledger (abbreviated) — 

Dr. Bills Payable Cr. 




£ 




£ 

To Bank (4) 


500 


ByYiD . . . 


300 


Dr. Y Cr. 



■ 

£ 

■1 



£ 

To Bills Payable (x) . 


500 


By Remittance (3) 


847 





„ Charges (3) . 


3 


■ 

P— 1 

■ 

„ Cheque (5) ‘ . 


250 


Dr. Bank Cr . 



■ 


■ 


■ 

£ 

: : 

1 

1 

847 

250 

■ 

By BiUs Payable (4) . 

1 

500 


i Should Y fail to pay this, the abofve entry would not be made ; and if the 
amount was irrecoverable from Y, a transfer would be made as follows — 
Debit Bad Debts Account, Credit Y. 

Y being one of the parties to the accommodation bill in law is not liable 
thereon, except to a holder for value. 


















i66 

Dr. 


ToY(s) 


ACCOflKTAKCY 


Cr. 


DlSCOUIftlMO CSAXOBI 


Thus at the conclusion of the transactions, Y's bank balance is 
reduced by £3 rejected in discounting charges, representing the 
cost of accommodation on £250. 

Entries in Y's books — 

Y*i Journal 




£ 

£ 

On receipt of X's acceptance — 

Dr, 



BiUs Receivable 

500 


To X ... 



500 

On discounting the bill — 

Dr, 



Bank 

500 


To Bills Receivable 

, 

300 

X . . . . 

Dr. 

3 

Discounting Charges. 

To Bank 

Dr, 

3 

6 

On^ayment to X of half proceeds-- 

Dr, 

*47 


To Bank 


*47 

On discharge of his liability to X- 




X 

Dr, 

250 


To Bank 


250 

The entries in Y's Ledger (abbreviated) 

- 



Df, Bills Rbcbivablb 



Cr. 

To X (1) 3M By Bonk (a) 


i 

900 


Dr, 




Cr. 


ToCh*ifei( 3 ) . 

£ 

3 

By Bilk RecelvaUel 

£ 


„ Cheque (5 . 

*47 

( 1 ) . . . ' 

900 


»» |s) • 

850 



Dr. 


Bank 


Cr. 


To Bilb lUoeivablel 

£ 

ByX(s) - 

£ 

s 


W • 

900 


1 

Mf 

S30 



80441 

OnCOUNTIMO 


^§7 

Cr« 


Dr, 

ToBank|p 

On conclusion, Y's position is precisely the same as X's, that is, 
his bank balance is reduced by £3 reflected in discounting charges 

£3* representing the cost of accommodation on £250. 

If X fails to meet the bill of £500, entry (6) will not appear and 
his account will be debited with £500 (or, as the case may be. Bad 
Debts Account) and the bank credited. This will result in X"s account 
(unless written off) being in debit for £250, thus — 

Dr. X Cr. 

£ £ 

To Charfet S By Bill* Receivable 300 

„ Cheque . 947 

„ Bin dithonoumd 500 

Illustration. On ist January, 1952, A drew, and B accepted, a 
bill at three months for £i,ooo.j On 4th January A discounted the 
bill at 6 per cent per annum and remitt^ half the proceeds to B. 
On 1st February, 1952, B drew and A accepted a bill at three months 
for £400. On 4th February B discounted the bill at 6 per cent per 
annum and remitted half the proceeds to A. A and B agreed to 
share the discounts equally. 

At maturity A met his acceptance, but B failed to meet his, and 
recourse was had to A ; A drew and B accepted a new bill at three 
months for the amount of the original bill plus interest at 6 per cent 
per annum. 

On 1st July, 1952, B became bankrupt. A first and final dividend 
of los. in the £ was paid by his Trustee in Bankruptcy on 31st Octo- 
ber, 1952. B obtained his discharge on 5th December, 1952, and 
agreed to pay A the unsatisfied bdance of his account; this was 
paid on loth November, 1953. 

Write up B's account in A's books and state how you would 
advise A to treat the balance on the account when preparing his 
Balance Sheet as on 31st December, 1952. Make cremations in 
months and compute discount on face value of bill. The answer 
appears on page 168. 

Bill Books. Where the dealings in biUs are frequent, separate 
^books are employed to diow complete details both of bills receivable 
^ and of bills pa3rable. 

The genexm form of the usual bill books is shown on page 169, 

The form will be adapted to the particular requirements of 
the business. 

The bill when received will be entered in the relevant book, the 
sender of the Ml being usually, but not necessarily, the acceptor; 
a drawer of a bill may endorse it over to his creditor so that it is 
necessary to have columns to note all parties according to their 
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In the Books of A-- 

Df. B Cr, 


1953 

J«n. 4 

To Cash: Half Pro- 


£ 


’ 

X952 

Jan. X 

By Bill ReceivabW 


£ 

a. 

d. 


cecdt of Bill 
discounted . 


49a 

10 


Feb. 4 

due 4th April 
.. Cash : Half Pro- 


1,000 

0 

0 




HaU Share of 





coeds of Bill 







Discounting 






discounted . 


197 

0 

0 



Chargea on 






„ Half Share of 







above . 


7 

zo 



Discounting 





F«b. X 


Bill Payable due 
4th May, 1953 
Bank: BUlDis* 


400 

0 



Charges on 
above . 


3 

0 

0 

ApriU 





ApriU 

„ Bill Receivable 






honoured 


X,000 

0 


due ytb July. 
„ First and Final 


X,OZ3 

xo 

0 



Interest thereon 




Oct. 3Z 







at 5% per 





Dividend of 







annum for 3 






zoa. in £ paid 







months 


xa 

10 



by TrustM in 





;uty y 

91 

Bill Dishon- 






Bankruptcy 






oured . 


X,OZ3 

10 



of B . 


336 

5 

0 







Dec.sz 

„ Bad Debts" 


356 

3 

0 





^*,923 

0 

1 




£a.925 

0 

0 

1953 





r 

1 

*953 






Nov. xo 

To Bad Debts' 


356 

5 

1 

Nov. 10 

j By Cash 


356 

5 

0 


relation to the bill. When the bill is disposed of, by endorsement 
to a creditor, or by discount, or by presentment for payment at 
maturity, suitable entries will be made. 

The book may be used by way of memorandum only or as part 
of the double entry ; in the latter case, the amounts of the bills will 
be posted to the credit of the sender, not necessarily the acceptor. 
and the total of the amounts'* column posted to the debit of Bills 
Receivable. If desired, further columns may be employed for dis- 
counts allowed, and, on the disposal side, a discounting charges 
column, but as to whether these extra columns are justified depends 
to a great extent upon the uniformity or otherwise of the treatment 
of bills, e.g. all the bills as received may be sent for discounting. 


* At 31st October, 1952, when it is clear that nothing more wiU be received 
(a first and final dividend having been declared), A would write off the 
remainder of the debt to Bad Debts Account. He might postpone making 
this entry untU preparing his accounts at the end of December and in the 
meantiiM recave B’s agreement to pay the unsatisfied balance. Nevertheless, 
at 31st December the amount should be written off to Bad Debts Account or 
a provision should be created therefor, as B's agreement 
forcible, unless valuable consideration has been given or a 
A, since tlie old debt has been extinguished in the bankrupt 
entry should be made until the amount is actually received. 


to pay is unen- 
deed executed by 
cy. No reversing 


• B • balance is £356 58. od. made up as follows — 

(I) i X £1,000 . . .500 o 

(*) * X ^400 . . . ioo o 

(3) Interest . . i* lo 


d. 

o 

o 

o 


L$$$ Dividend 


712 10 o 
356 5 0 


£35^ 5 o 
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The remarks column is employed for insertion of necessary observa* 
lions. It is customary to pass dishonoured bills through the 
Journal. 

If the Bill Book is employed by way of memorandum only, the 
entries for bills will flow through the usual channel, viz. the Journal. 

The following example will explain the principle of double-ent^ as 
applied to the Bills Receivable Book. (The ** record columns will be 
eliminated.) 

Illustration. 

Bills Rbceivablb Book 


From whom 
Received 

Cash 

Discount 

Allowed 

BUU 

Received 

(1) 

Bills Paid 
into Bank 
(*) 

Disconnting 

Charges 


£ 

L 

i 

L 

A 

3 

50 

50 

2 

B 

2 

20 

20 

X 

D 

A 

106 

106 

4 

A 

2 

38 

38 

2 

R 

5 

95 






214 

9 




Bal. 95 



— 


1 - 1.. 




^309 

^309 

£9 







The bill and discount items will be posted to the credit of 
the individual customers and the total discounts (£i6) and bills 
(£309) will be posted to the debit of Discounts and Bills Receivable 
Accounts respectively. The payments to Bank will be posted separ- 
ately to the debit of Bank and credited to Bills Receivable Account ; 
the discounting charges will be credited separately to the Bank and 
the total thereof posted to the debit of Discounting Charges. The 
I and 2 will be carried forward as bills on hand. 
The Bills Payable Book will be ruled and employed similarly 
(luc^t that no entries for discounting charges will be necessary). 
The headu^ are as ^ven on p. 169. 

WhM bill transactions are numerous a special Bill Diary should 
M kept M that the amounts receivable and payable on any day can 
be readily ascertained. jr 

1 ^ for Collection. A banker, in addition to discounting bills, 
toUects process or makes an advance to the customer remesenting 

1“ these cireomsta^ SI 

^k will ^ debited only when they have collected, in tbe mean- 
toe a spead account called Collection Account being opened. Bills 

Sell’S** collection are sometimes termed "Short Bills," 

8in« th^ have only a short time to run. 

“ proportion of tbe proceeds of a bill 

as secunty for advances made agamst other Mils This jaoportioo. 
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is credited to the customer’s Special Margins Account and a Marginal 
Deposit Receipt is issued When all the bills have been met, the 
balance on the Special Margins Account is paid to the customer. 

XUusttEtion. A ^ £10,000 of bills. The Banker agrees to receive 
£4,000 for collection, and upon the remainder he is prepared to 
an advance of 25 per cent. Assuming all the ^^CoUection” 
bills are met, except one for £200, and all the “Advance” bills are 
likewise met except one for £1,000, show entries in A's books. 
Banker's Expenses on Collections are £40, and on Advances £50. 
Interest, £48. 


^Dr, Bills Rbcsivablb Cr. 


! 1 

To(deteUs) . 


1 

10,000 


By Bills for Collection 
Accoont 

,, Bills for Collection 
(Advance) Account 


L 

,4,000 

6,000 


1 


i£io,ooo 




£ 10,000 











Df. 


Bills for Collection 


Cr. 


To Bills Receivable 


i 

4,000 


By Cash 

„ Collection Expenses . 
„ Bills Uncollected 


1 


£4,000 





Dr, Bills for Collection (Advance) Cr. 


To Bills Receivable 


£ 

6.000 


By Advance Account 
„ Collection Expenses . 
„ Bills Uncollected 


£ 

4,950 

50 

1,000 



£6,000 




£6.000 









Df. 


Advance on Bills for Collection 


To Bills for Collection 
(Advance) 


£ 

4,950 



1 


£4,950 









Cr. 


i 

x, 50 o 

4 « 


3,408 


^ 4,950 


Df. 


Bank 


Cr. 


To Advance on Bills 
„ Bilk for Collection 
„ Advaaoeon Bills 


€ 

*,50® 

3.r«o 

3 » 4 <» 
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X)r. CoixBCTioN Expenses ^ 



To Billi for Collection . 
„ BtlU for Collection 
(Advance) 


1 

40 

30 





Dr. 


Interest 

Cr. 


To Advance on Bills 







Dr. 


Bills Uncollected 

Cr. 


To DiUs for Collection ^ . 
„ Bills for Collection 
(Advance) 


1 

300 

1,000 






The Bank or Discounting House. Upon the discounting of a bill 
for a customer the Discounting House will effect the following entries 
in its books — 


(1) Debit Bills Discounted Account. 

(2) Credit Customer’s Account with “proceeds.” 

(3) Credit Discount on Bills Account with discounting charges. 

On maturity (if bill met! — 

Debit Cash, credit Bills Discounted Account. 

On maturity (if bill dishonoured) — 

Debit customer, credit Bills Discounted Account. 

Illustration. On 30th November, 1952, A discounts a bill of 
exchange for B. The bill matures on the following 4th March, inter- 
est is at 5 per cent per annum, and the amount of the bill is £1,000. 
Calculate interest in months. Show the Journal entries in A's 
books (ignoring narratives). 


A’s Journal 


1952 



■ 

■1 

M 

I 

£ 

s. 

d. 

Nov. 30 

Bills Discounted 

. Dr. 


1,000 







ToB . 

. 




i 

987 

10 

0 


„ Discount on Bills 

• 

■ 

■■ 


■ 

12 

10 

0 


If A is a banker he will make two distinct entries — 

(а) Credit the ^oss amount of the bill to the customer. 

(б) Debit the discounting charge to the customer. 


A's Journal 

1952 

Nov. 30 BUU Discounted , Dr 

ToB . . . 

B . , Dr. 

To Discount on Bills 



£ 

s. 

d. 

L 

s. 


1,000 

0 

0 

1,000 

0 


12 

10 

0 

12 

10 


^ Witn according to the reasons for non- 
^i^on, but normally a transfer would be made to the debit of the drawee 
chiefly arise in connection with exports, the foreign 
importer not accepting until receipt of the goods at the destination). 
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In practice, the entries will not be journalized but passed 
through special subsidiary books. See ruling on page 169. 

The total of Discount on Bills Account will, at the end of the 
customary accounting period, be transferred to the credit of Profit 
and Loss Account. 

Rebate on Bills Discounted. Although on discounting a bill, the 
Discounting House debits the customer with the amount of the 
charge and credits, as a profit, the Discount on Bills Account, it 
would manifestly be imprudent to consider it as earned until the 
Bill had been finally cleared by a payment. At the end of the 
Recounting period the correctly proportionate part of the total credits 
of Discount on Bills Account is taken as profit ; in other words, the 
amount is divided in the same ratio as the expired portion of the 
period for which the*Bill is under discount bears to the unexpired, 
the latter portion being carried forward as a “ liability.'' This may be 
done by a transfer to a separate account bearing the imposing title 
of Rebate on Bills Discounted Account, or by the familiar entry, 
made in the Discount on Bills Account, debit above the “line," 
credit below the “line." 

Illustration. Continuing the illustration on page 172, the Ledger 
Accounts of A, whose year runs to 31st December, would nov/ be — 


Dr. 


Discount on Bills 


Dec. 3X To Transfer to Re* 
bate on Bills 
Discounted 
Account ‘ 

„ Profit and l.oss 
Account 


L 


t\d 


1953 
iNov. 30] 


By B 


8 6 | 8 


4 31 4 i 


£z 2 Xoj O 



By Transfer from Re- 
bate on Bills 
Discounted 
Account 


Cr. 


1 = 

xo 

8 

6 


Dr. 


Rebatb on Bills Discounted 


Cr. 


*953 

Jan. 





s. 

d. 

1952 


■ 

IjH 

1 

To Transfer to Dis* 





Dec. 31 

By Discount on Bills 




count on Bilto 
Account . 


8 

6 

8 

Unearned* . . 

1 

1 

I 



Alternatively — 

Dr, 

1953 

Den. 3z To Discount Un 
earned 

„ Profit and Loss 
Account . 


Discount on Bills 
UyB 



£ 

s. 

d 

1953 
Nov. 30 

c/d 

8 

6 

8 


4 

3 

4 




xo 

0 






*953 
Jan. z 


Cr. 


£xa|io| 


By Discount Unearned b/d 


^ I.e. two*thirds of £1% 10s., being the proportion uneicpired (two months) 
over the total period (three months) ol £1% toe. This item would appear in 
A's Balance Sheet at 3tst December, 1952. as a liability 
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The latter method avoids the necessity for opening a separate 

account. ^ . 

Actually there will not be a separate Discount on BtUsAccmoa 
for each transaction, any more than in ordinary trading there will be 
separate sales accounts for each sale; the "carry forward" figure 
being constructed from the schedule of bills outstanding. 

Tlie same process will be carried out each year, so that the amount 
carried forward will benefit the succeeding year, e.g. in the example 
just given, if there were no alteration to the facts the amount of 
£8 6s. 8d. would be transferred to the credit of Profit and Loss 
Account for the year ended 31st December, I 953 - 

The following example is given, showing a collective Discount on 
Bills Account. 

Illustration. A bank has the following accounts in its books 
relative to bills discounted at 31st December, 1952 — 

£ 

Unearned Discount, ist January. 1952 420 

Discount on Bills — year to 31st December, 1952 . . 6,200 

Allowances thereon to customers during the year to 

31st December. 1952 ...... 150 

Unearned discount is to be calculated and the Discount on Bills 
Account closed off for the year ended 31st December, 1952. 

There were the following discounting charges credited but not 
fully earned {days of grace ignored). 




Date of 
Acceptance 

Term in 
Month* 

Date of 
Maturity 

Date of 
Discounting 

t. Sundry Bills (estimeted carry forward, 
^220 3».) 





2. Bill for i 

3. Bill for 1 

4. Bill for , 
3. Bill for , 

£500 at 5% p.a, . 

Ca.ooo at 5% p.a. . 

£z,aoo at 6% p.a. . 

£600 at 5% p.a. . 

1 Aug., Z952 
z Nov., Z952 
z Nov., 1952 

1 Dec., Z953 


z Feb., Z953 
z Mar., Z953 
z April, 1953 

1 Mar., 1953 

z Auf.. 195a 
I Dec., 1932 
13 Dec., X95a 
3X Dec., Z952 


The proportion of profit on discounting to be carried forward is 
calculated as follows — 


BiU 

No. 


Period of Duusounting 


1 Aof.. 1952, to \ Feb., 1953 
I Dec., 1952. to 1 Mer.. 1933 
IS Dec.. 1952, to X April. 1953 
$1 Dec., icsa.to z Mar., X933 


Months Months 1 

Months prior to aubeeqnent to 

3xat Dec., Z93a|3zet Dk., zpssj 

Proportion to 
; carryforward 

6 

Z 

1:5 (or J) 

S 

2 

a:i (or I) ^ 

3i 

3 

3:4 (ori/y) 


3 

Total 


In the above, oolumns marked are the important ones. 
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The amount to be carried forward is £262 as shown below— 


Bill 

No. 

1 DetaUa 

1 

Total 1 

Discount 

Proportion to 
oaxry forward 

Amount to 
oaxry forward 

1 

a 1 

£500 at 5% p.a. for 6 monthi 
£t,ooo at 5% p.a. for s monthc >■ 
£x,9O0 at 6% p.a. for si months * 
4600 at 5% p.a. lor a months 

1 J. A 

X 3 XO 0 

i «. 4 . 
i X 13 to Q 

1 X 35 0 0 

i 9. 4 , 

3 x 6 

s 

35 0 0 

16 IS 4 

4 

31 0 0 

6/7 X 3 X 0 0 

x8 0 0 

5 

500 

f X 3 0 0 

500 


Plus Sundries (No. x) 

. 


4 X *5 « 
aao 5 e 


Total of oarry forwaxd 

• 

• 

£363 0 0 


4 1 is of VITAL importance to see that the calculations are made by 
irence to the discounting period, viz. the period from the date of 
dis)QoufUing to the date of maturity, so that the date of acceptance 
metely serves as a guide to the date of maturity and does not 
otherwise enter into the above calculations. 

For instance, taking No. 3 Bill, it will be seen that the bank becomes 
interested on ist December, 1952, and as the bill is a four months' bill 
it matures on ist March, 1953 ; hence the bank in effect lends money 
on the security of the bill for the three months, ist December, 1952, 
to 1st March, 1953, charging interest on £2,000 at 5 per cent for three 
months, which equals £25, that is £8 6s. 8d. per month. This can be 
readily calculated by the formula of 5 per cent being “a penny in 
the £ per month ** and 2,000 pence = £8 6s, 8d. 

At 31st December, 1952, therefore, one month's interest (£8 6s. 8d.) 
has been earned but £25 has been credited, hence £16 13s. 4d. must 
be carried forward, which is shown in the schedule, f x £25. All 
the other calculations may be independently checked, e.g. No. ^ 
interest is earned for half a month, but interest (6%) for one month is 
" one shilling per £10 per month," which on £1,200 is 120s. and there- 
fore for half a month, 60s., or £3. The total discount on the bill must 
be seven times £3, as the discounting period is 15th December, 1952 
to 1st April, 1953, viz. months. Hence the total discount is £21, 
of which £3 has been earned to 31st December, 1952, involving a 
carry forward of £18. 

Entries in Bank Ledger — 

Dr, Discount on Bills Cr, 


* 95 * 

Dac.sx 


To AUowaacet 
„ Ditooiint Uneaniod e/d 
„ Profit and Lom[ 
Account 


a 

xjo 

363 

6,3o6 

Jan. x 
Idcc. 3 X 

By Balance: Discount 
Unesmed . 

„ (detaib) 

b/d 

430 

6,300 

£ 6.680 

.*955 



£ 6 , 6 fO 


By Balance: Diacountl 
Uneanied^ . 

h/d 

363 


Shown as a liat^ty in Balance Sheet. 
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Bills as Securit7. Where a bill is deposited as security, there is no 
sale of the bill as in the case of a bill being transferred or di^imted, 
so that the entries relating to transfers and discounting of biUs do 
not apply. The ownership of the bill is stiU the borrower s, subject 
to his discharging his obligation to the lender at the due^te. 

A note will be required in the books as to the fact that the bill 
has been deposited as security and such other details as the circum- 
stances require. . 

Illustration. On ist March, 19. ., A receives a 3 months bill for 
£2,000 from B in payment of his account, whereupon he forthwith 
deposits it with X as security for a loan of £1,500 at 8 per cent per 
annum. The bill is met at maturity and the lender remits to A the 
balance of the proceeds of the bill after deducting the total amount of 
indebtedness. Show the Journal entries in the books of the borrower, 
ignoring income tax and days of grace. 


Journal 


10. . 
March 1 

i 

liills Receivable .... Dr. 

To B 

Being 3 mouths' Bill in payment of account. 


£ 

2,000 

£ 

2,000 


Cash Dr. 

To X 

Being Loan at 8 % per annum for 3 months 
on security of B's Bill of £2,000. 


1,500 

1.500 

June I 

X Dr. 

To Bills Receivable .... 
Being Bill collected by X. 


2.000 

2,000 


Cash Dr. 

Interest. ..... Dr. 

ToX 

Being proceeds of B’s Bill collected by X 
after deducting repayment of Loan of 
£1,500 at 8% per annum; and Interest 
thereon for 3 months. 


470 

30 

500 








CHAPTER VII 

DEPRECIATION, RESERVES, AND PROVISIONS 
DEPRECIATION 

Depreciation may be defined as the permanent and continuing 
diminution in the quality, quantity, or value of an asset. The 
purchase of an asset, generally, is nothing more than a payment in 
advance for an expense. A simple example of this is seen in the 
jljurchase of buildings. By such purchase the purchaser expends a 
certain sum in advance, as a result whereof he will save the cost of 
r^t in the future, but at the end of a period of years the building 
wip become valueless. Thus the purchase outlay is the equivalent 
to paying rent in advance for a period of years. 

The reason for the non-permanency of an asset is merely that in 
consequence of natural laws it usually suffers from the effects of time. 
The infinite variety of operative causes superimposed upon the 
fundamental one — the effluxion or lapse of time — will cause unequal 
incidence in the depreciation burden; hence the amounts of 
depreciation will vary according to circumstances. Obviously the 
elements of destruction will, sooner or later, overcome the elements 
of resistance. 

The question of depreciation must be differentiated from 
FLUCTUATION, not Only because the latter is temporary, but 
because it may signify an increase in the value of an asset. 
Speaking generally, the question of fluctuation confines itself to 
the money value aspect. 

The chief agents or causes of depreciation are — 

(а) Wear and tear. 

(б) Physical factors; evaporation of liquids, loss of potency 

of acids, erosion, dampness. 

(c) Obsolescence, due to invention or change of fashion. 

(d) Fall in market prices (including foreign exchange rates). 

(e) Effluxion of time. 

All attachable and mcident|l revenue expenses must be provided 
fq|- before the true profits can be computed, so that whether the 
particular expense is wages, repairs, or depreciation it follows that 
a proportion — exact or approximately so as the circumstances 
permit — for the use or cdhsu^ption of an asset must be included 
in the charge for running the business. 

The provision for depredation does not depend upon what the 
business "can afford" as the debit therefor is an essential one, 
constituting not an appropriation of, but a charge against, profits 
for the period in question. 
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The distinction between tnainUnance and defjreciation is important. 
A machine may be kept in a high state of efficiency. e.g. by constant 
overh&uling^ and prompt replacement of parts, such being always 
necessary; but the expenditure on upkeep and preservation can 
never be a substitute for making provision for the time when the 
machine is merely a bundle of scrap-iron— ready to be sold to the 
scrap-metal broker. During the usual yearly period a year's life 
has consumed/' however careful the activities of the engineer 
in maintaining the efficiency of machines, so that the cost of 
such consumption should be charged up against the profits of 
the appropriate period, however great may be the difficulty of 
measuring it. 

Whatever method is adopted, the following principles are funda- 
mental — 

(1) Assets with certain possible exceptions, e.g, land, antiques, 
etc., suffer depreciation, although the process may be invisible or 
gradual. 

(2) The provision for depreciation (unless excessive) is a charge 
against profits. 

(3) Maintenance of assets in a state of efficiency is not a substitute 
for the depreciation provision. 

(4) The building up of a cash fund (by deposit in a special 
Banking Deposit Account, or by insurance policy, or by outside 
investments) is not a provision for depreciation of an asset but a 
financial procedure for ensuring its replacement. 

(5) The question of the replacement of an asset is incidental to, 
but not a fundamental question of, depreciation. 

The more important methods of dealing with depreciation will 
now be considered. 

(x) Straight Line Method. By this method the original cost 
less the residual value, divided by the number of years of useful life, 
is the annual revenue charge, the amount thereof being equally 
divided (repairs being also charged to \Re venue). The advantage 
of this method is its simplicity and the fact that it entirely eliminates 
the asset where no residual value will ensue by the end of its life, 
although it is often quoted as a disadvantage that the early years 
should be charged with the same depreciation as the later, when an 
asset, e.g. machine, may be losing its efficiency. This, as can clearly 
be seen, will ten^ to be levelled ou#<when there are a number of 
machines bought fh different years, as what is undercharged on the 
. one is overdiarged on the other. This method, has been judicially 
recommended wher^, for the purpose of computing an employee's 
remuneration ba^ on a ^are of profit, depreciation of fixed assets 
; should be calculated on the straight line method (Edwards v. 
SaunM aokk). ^ ^ 

OhutratioD. Machine cost £i,oop. Life 3 years. Residual value 
£125. Show Machine Account. 
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(2) Diminishing Balance Method. By this method a fixed 
percentage is written off the diminishing balance of the Asset 
Account yearly. The chief advantage over (i) is that the charges in 
relation to the opening and closing years of the Asset Account are 
more scientifically provided for, the depreciation charge being heavy 
in the early years when the cost of repairs is light. The student 
vim see that the percentage will have to be much greater 
than in (i). Theoretically, the asset can never be entirely 
written off. 

Examination candidates often experience difficulty in computing 
the amount of depreciation to be provided in respect of additions 
to fixed assets made during the period of the accounts. Where 
dates of additions are given, it can be assumed that depreciation is 
to be provided on the additions on a time basis. Thus, if the rate is 
5 per cent per annum and additions are made halfway through the 
year, the effective rate will be 2 J per cent. 

Occasionally the rate is given without the words **per annum,'' 
in which case the date of the additions is immaterial. Wh^e no 
dates of additions are given but it is obvious that depreciation 
should be on ja time basis, an average date halfway tlnough the 
period sh^^^dd" be taken. On the other hand, where insufficient 
iifformation ahput the additions is given to enable depreciation to 
be cakttlat^on ajjme basis, then the computation should be made 
on the final i^ebit figure standing on the asset account., 

‘ Where a Ptoductioa Account is repaired, the depredation of the machin^y 
used in productioD will be debited thereto, oihmdsa the transfer hi to Trading 
Account or Fmfit and Lose Account The etudent is advieed to char|K» 
dejneciation to the latter account where no Prodilction Account is inquired, 
mincing niootnote that some acoountantsdebft the dharge to Trading or Pn^t 
and Loas^'^ltooiiBt 
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Ilhistxation. Machine ccst 1,000. Life 3 years. Residual value 
£125. Show Machine Account. 


Df, Machine Cr. 


Y«ar 1 

To C«ib 


1 

1,000 

Year x 

By Profit and Lois Ao> 
ooiint : 

Deprsciation^ 

„ Balance . 


£ 






c/d 

500 

500 



i 

£x,ooo 




£i>ooo 

YMf a 

To Balance 

b/<i 

500 

Year a 

By Profit and Loss Ao> 
count: 

Depreciation 
„ Balance . 

c/d 

*50 

ajo 




£500 




£500 

Yur s 

To Balanre 

b/d 

250 

Year 3 

By Profit and Loss Ae> 
count : 

Depredation 
„ Balance . 

c/d 

125 

1*5 

1 



£*50 




£*50 


To Balauce 

b/d 

£1*5 


By Cash 


£125 










(3) Annuity Method. Under this system the capital sunk is 
assumed to earn a certain rate of interest, the asset being charged 
accordingly; the amount of depreciation to be written off yearly 
is calculated on the straight line method so that it eliminates the asset 
or brings it down to its residual value (if any) after charging it with 
interest on the value of the asset at the commencement of each year. 

The book-keeping entries are — 

Debit the asset each year with the interest charge at the rate 
chosen and credit Profit and Loss Account through Interest Account.* 
This charge will diminish each year. 

Debit Profit and Loss Account direct or through a Depreciation 
Account and credit the asset with the depreciation charge. This 
amount will be the same each year. 

The figure of depreciation will be obtained from Annuity Tables. 

As the yearly interest diminishes whilst the depreciation charge is 
the same, the net charge to revenue increases annually. 

The above procedure is usually confined to the writing off of 
leases. The following illustration shows the method as applied to a 
machine, so that comparison may be made with the other methods of 
depreciation. 

lllustratioru Machine cost £i,ooo. Life 3 years. Residual value 
£125. Interest at 5 per cent per annum. Show Machine Account. 

' The rate is 50% on dimini^ng balance. 

* Deduct from Depreciation in the Profit and Loss Account 
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Df* Macbxnb m Cf. 




£ 

a. 

d. 




£ 

t. 

A, 

Ycm 1 To Cash. 


z,ooo 

0 

0 

Year x 

By Profit and Lola 





„ Intereit on 






Account : 





£1,000 at 5% 






Depreciation 


3*7 

XX 

a 

p.a. 


50 

0 

0 


„ Balance . 

c/d 

7*3 

8 

to 



£1,050 

0 

0 




£1,050 

0 

0 

Year a To Balance . 

b/d 

7aa 

8 

10 

Year a 

By Profit and Loaa 





„ Intereat on £7aa 






Acooont: 





8a. zod. at 






Depreciation 


3*7 

IZ 

a 

5% P*a. 


36 

a 

6 


„ Balance . 

c/d 

431 

0 

a 


i 

£75® 

11 

4 




£758 

xz 

Ji 

Year\s To Balance 

b/d 

43Z 

0 

a 

Years 

By Profit and Loaa 





„ Intereat on £431 






Account : 





oa. ad. at 5% 






Depreciation 


3*7 

ZZ 

a 

p.a. 


az 

zz 

0 

1 


„ Balance . 

c/d 

1*5 

0 

0 



£45a 

zz 

a! 




£45* 

zz 

a 

To Balance 

b/d 

£ia5 


0 


By Caah 


£1*5 

0| 

0 













(4) Sinking Fund Method. By this method the cash necessary 
to replace the asset at the end of its effective life is provided. As 
with the annuity method, the sinking fund method also takes interest 
into account. An agreed amount is set aside each year and invested, 
which, with compound interest, will be sufficient to provide a sum 
equal to the cost of the asset, less residual value (if any). The 
advantage attaching to the emplo3rment of this method is that cash 
will be forthcoming to provide for the renewal^, but it must also be 
remembered that it may be a disadvantage to take out of the business 
liquid capital which can be more conveniently and advantage- 
ously employed in the business. The book value of the asset re- 
mains unaltered during the period of the building up of the 
Sinking Fund, the depreciation being reflected in the credit 
balance of the Sinking Fund. At the end of such period the 
Sinking Fund balance will be transferred to the credit of the asset, 
leafing the balance of the latter at the figure computed for the 
residud value. 

As it will be necessary to advert to the book-keeping entries at a 
later stage, the entries are shown on page 190 to avoid repetition. 

Illustration. Machine cost £1,000. Life 3 years. Residual value 
£125. Investment at 5 per cent. Show Accounts, assomix^; that the 
yearly amount to be set aside is £277 ixs. 2d. 

^ Assuming that replacement cost is the same as the original cost* 
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pf. Sinking Fund Cr. 



n 


£ 

' fl. 

A 





£ 

t. 

4 t 

vUt t 

ToXtoUnc* 

c/d 

d 

XI 

! * 

Year i 

By Profit and 
Aooouet . 

Loaa 


ijm 

XX 

i 

X 

Ymt t 

To Bftlanoo 

c/d 

968 

*9 

10 

Year t 

By Balaace 
„ Intereat 

; 

b/d 

xs 

XI 

X 7 

1 • 

> 6 








f, iTofit and 

Lom 












Aooount . 

• 


•77 

XX 

• 




£$68 

X 9 

xo 





II 

X 9 

10 

Ymt 9 

To BoUflco 

c/d 

879 

0 

0 

Years 

By Balance 


b/d 

568 

X 9 

xo 




Interest 



•8 

9 

0 








„ Profit and 

Lom 












Account . 



•77 

XX 

a 




£8^ 

0 

0 





£875 

0 

0 


To Machine Account . 


£ 87 $ 

0 

0 


By Balance 


b/d 

£875 

0 

0 


i 













Dr. Machine Cr. 


Year x 

To Caah (Cott) 


£ 

1,000 

Year 3 

By Sinking Fund Ac- 
count 
„ Casb^ . 


£ 

«75 

ia$ 




£x,ooo 




£x,ooo 










Dr. Sinking Fund Investment — 5% Stock Cr. 






£ 

s. 

d. 




£ 

t. 

A 

Year 







Year 






1 

ToCaah 



•77 

II 

a 

I 

By Balance . 

c/d 

rmrm 

IX 

a 

a 

To Balance . 


b/d 

•77 

IX 

a 

a 

By Balance . 

c/d 

368 

X 9 

10 


„ Caah .£ 13 17 

6 








„ Caah . a77 ix 

a 


aQX 

























as 


10 




£$68 

875 

s 

0 

xo 

s 

To Balaace . 


b/d 

568 

X 9 

zo 

3 

By Balance . 

c/d 

0 


M Caah .£ a8 9 

0 








„ Caah . a77 « 

a 















JQO 

® 

* 











& 

0 

0 




£ 7 } 

0 

0 

m 

4 

To Balance . 


b/d 


0 

0 








The studoit will observe that the fund and its coimterpart are 
always equal. 

* The Investments will be sold tor £873, which together with £t 2 S cash 
reodved lor the scrap value of the old machine, will provide £hooo towards 
the cost of a new nuumiae. 
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(S) Insurance Policy Method. By this method steps are taken 
siimlar to those imder the Sinking Fund method except that the 
investment takes the form of annual payments cn premium to an 
insurance company, whilst no interest on investment is actually 
received. 

Actually the policy does yield "interest*' as the policy moneys 
receivable normally exceed the total premiums, but as the premiums 
are payable in advance, the calculation of interest will be for a 
year longer than imder the Sinking Fund method. 

jAn endowment policy is taken out to produce the sum required 
atl the end of the life of the asset. An Endowment Policy Account 
ana an Asset Amortization Account wOl be opened as for the 
Sin^g Fund method. Interest earned on the policy will be 
debated to the Endowment Policy Account and credited to the 
Ass^t Amortization Account. 

Tl\e interest earned will be the excess of the policy moneys payable 
over the total premiums. As mentioned, the policy moneys will not 
be payable until one year after the payment of the last premium, so 
that it will be necessary to pay the first and each subsequent pre- 
mium at the commencement of each year. 

Illustration. The same facts as before except that an endowment 
policy for three years is taken out for £875, the annual premium being 
£274 i6s. iid., which works out at 3 per cent compound interest. 
Show Endowment Policy Account and Asset Amortization Account. 
(These accounts appear on page 184.) 

Alternatively, the policy may be revalued yearly at the surrender 
value^ either with or without taking into account interest, the 
'Toss’* on revaluation being debited to the Sinking Fund or Asset 
Amortization Account and credited to the Endowment Policy 
Account. When the policy matures there will be a "profit** as 
the full value of the policy will be payable, and this will be debited 
to the Policy Account and credited to the Sinking Fund or Asset 
Amortization Account. 

Illustration. Same facts as in the preceding illustration except 
that no interest is taken into account, and that the surrender values 
are — 


* Year i (end) Year 2 (end) £225. 

Show Endowment Policy Account and Asset Amortization 
Account. (These accounts are shown on page 185.) 

^ The surrender value of a policy is the amount that the insurance com- 
pany will pay the policyholder should he surrender the policy at any time 
before matunty. Such a course would involve the poUcyholaer in a consiaerable 
loss which may be avoided by obtaining a loan from the insurance company. 

7— (B.80S3) 
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Endowmbkt Policy 


Cr. 


184 

Dr. 





£ 

«. 

A 



e/d 

£ 

3 . 

A 

Ymt I 

To Casb—Pranluffl . 


374 

x6 

zi 

Year z 

By Balance. 

883 

X 

9 

(com* 






(end) 






mult) 

(wwl) 

„ Intemtoiij£ 374 X^*ix<l* 











at 3% per annum* 


8 

4 

xo 










£^3 

X 

a 




£gg 3 

z 

n 

Year a 

To Balance 

b/d 

383 

z 

9 

Year 3 

By Balance. 

c/d 

574 

13 

5 

(com* 

tnence- 

ment) 





(end) 







„ Cash— Premium . 


274 

z6 

XI 








Interest on £S 57 x8s. 8d. 


16 









at 3% per annum 


14 

9 







1 




s 





is 

s 

J 

Years 

To Balance 

b/d 

574 

13 

5 

Years 

By Cash 


875 

0 

0 1 

(com* 

manoe* 

„ Cash — Premium . 

274 

z6 

XI 

(end) 







meat) 

(«nd) 

„ Interest on £849 xos. 4d. 











ot 3% per annum* 


25 

9 

8 










£875 

0 

0 




£875 

0 

0 














Dr. 


’Asset Amortization 


Cr. 





£ 

s. 

A 




£ 

s. 

\d. 

Year I 

To Balance 

c/d 

383 

I 

9 

Year i 

By Profit and Loss Account 


274 

z6 


(end) 

* 




(end) 










.. Endowment Policy Ac> 












count 


8 

4 

10 




£283 






.^283 

z 

_9 

Yeara 

To Balance. 

o/d 

574 

X 3 

5 

Year 3 

By Balance 

b/d 

283 

z 

9 

(end) 






(com- 

mence' 

ment) 

(end) 

z6 

zz 




Pre^t and Loss Account. 


374 







Endowment Policy Ac- 











count 


z6 

14 

9 




£574 

23 





£574 

574 

13 

J 

Year 3 
(end) 

To Transfer to Asset 
Account . 


875 

0 

0 

Years 

(com* 

By Balance 

b/d 

13 

5 







menco' 












ment) 












(end) 

.. Profit and Loss Account 
„ Endowment Policy Ac- 


*74 

z6 

11 








count 


*5 

9 ] 

8 




£875 

_o 

0 





SB 

_0 















’ As the premiums are calculated to the nearest penny, there will be trivial 
discrepancies in the interest. 

’ In practice, the Interest ** earned" will not necessarily be 3 per cent per annum. 
• Alternatively the Account may be described as a SinJdng I^nd. 



Dr. 


(com- 

nkonoe* 

ment) 


/coni* 

mence- 

ment) 


(coniH 

mencA- 

ment}t 

(end) 
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Endowment Policy 




£ 

s. 

d. 

To Cash— Premium. 

i 


274 

16 

XX 




16 

XI 

To Balance . 

b/d 

30 

0 

0 

„ Cash — Premium. 


274 

x6 

IX 



&Si 

16 

XX 

To Balance . 

b/d 

225 

0 

0 

„ Ca^ — Premium. 


274 

x6 

XX 

„ Asset AmortizationAc- 





count 


375 

3 

X 



£875 

0 

0 


Year x 
(end) 


Year 2 
(end) 


Year 3 
(end) 


By Asset Amartisatkni 
Account 

,, Balance (Surrender 

Value) . c/d 


By Cash 


185 

Cf. 


a44|x6| 

301 


By Aaset Amortization 
Account 

,, Balance (Sunender 

Value) . .c/d 


|£^|i6 

791*6 

325 1 

ter'' 

875 


| giy5 


Dr. 


Asset Amortization 


Cr. 


Year x 
(end) 


Years 

(end) 


Year 3 
(end) 


To Endowment Policy Ac- 
count 
„ Balance 


To Endowment Policy Ac- 
count 

,, Balance . 


To Transfer to Asset Ac- 
count 


£ 

244 

30 

s, 

x6 

0 

d. 

XI 

0 

Year X 
(end) 


x6 

IX 

79 

235 

x6 

0 

XX 

0 

Year 2 
(com- 
mence- 
ment) 
(end) 

£304 

x6 

XX 

875 

0 

0 

Years 

(cmn- 

menee- 

ment) 

(end) 

£873 

0 

0 


By Profit and Loss Ac- 
count 


* 74 l* 6 | 


By Balance 


b/d 



Profit and Loss Ac- 
count . 


By Balance 


274|*6|** 

i6| 

b/d 325 


Profit and Loss Ac- 
count 

Endowment Policy Ac-| 
count . 


374|*6|xi 


373 

tei 


It will be seen that in both cases cash is available for £ 67 $, and the 
asset of /i,ooo after making the transfer in the third year of £ 67 $ 
stands at ^£125. 

(6) Revaluation Method. By this method the asset is revalued 
each year, any diminution in value being charged to Profit and Loss 
Account. 

niustmtion. xst Jan., 19.., stock of loose tools ^00. Purchases 
during year £150. 3xst Dec., 19.., stock of tools £520. 
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Dr. 
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Loosb Tools 


Cr. 



To Bolaac* 

„ Cosh. 

b/d 

1 

900 

Z90 

Dec. 3s 

By 'Profitand Lom Account 
(or Production Ao- 
count) :Depreciation . 
„ Balance 

c/d 

1 

ISO 

sao 




£650 




£«5o 

* 9 .. 

Jitt. I 

To Bolance 

b/d 

Sao 






Loose tools are frequently treated exactly like stock, the purchases 
thereof being shown as a separate item. In this case the treatment 
of the preceding facts would be — 

Dr, Loose Tools Cr. 


zg.. t 19 — 

Jm. t To Balance b/d 900 Dec. 31 By ^Profit and Loss Ac* 

count (or Production 
Account) 500 

Deo. 9z To Profit and Loss Ac- 
count: (or Production 
Account) ... 5*0 


Dr, 


Loose Tools Purchases 


Cr. 


Dec. 31 To Cadk (or Sundries) 


£ 

19.. 



£ 

150 

Dec. 3X 

By ^Profit and Lon 





Account (or Pro- 





duction Account) . 


130 


(7) Repairs, Maintenance and Depreciation Fund or Provision.* 
The method of making a composite yearly charge to cover repairs, 
maintenance, and depreciation is commonly met with. The excess 
of the provision created over repairs and maintenance is in reality the 
provision for depreciation, and should by the time the asset has 
become merely scrap be adequate to meet the depreciation suffered. 


^ In practice, the emplo3nnent of loose tools predicates manufacturing or 
production, and the tranter would be to Manufacturing or Production 
Account, and shown thus — 

Debit side of Production Account : 

Loose Tools — 

Opening Stock £^00 

Purchases ... 150 


650 

L$ss Closing Stock 520 

ino 

• In accounts not governed by the Companies Act, 1948, this may be 
i«femd to as a Reserve (see page 192 and footnote on page 75). 
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Hence, such provision must at the end of the life of the asset be 
equal to the difierence between its cost price and its residual value. 
The book-keeping entries are— 


(1) Debit Profit and Loss Account veftrlv 

Credit Provision for Repaini, Maintenance and 

Depreciation cnarge 

(2) Debit Provision ior Repairs^ Maintenance and \ for repairs 

Depreciation [ and 

Credit Cash } maintenance 


llllustration. A yearly sum of I400 is set aside to cover repairs, 
nmintenance, and depreciation. The expenses for repairs and 
maintenance in the first two years are £30 and ^47. Show Repairs, 
Maintenance and Depreciation Provision Account. 


Dr. Provision for Repairs, Maintenance and Depreciation Cr. 


Ymti 

To Cash— Rapain, etc. . 
„ Balance . 

c/d 

£ 

30 

S70 

Yetrx 

By Profit and Low Aooount 


£ 

400 




£400 




£ 400 ^ 

Years 

To Caah^Repain, etc. . 
., Balance . 

c/d 

47 

7*3 

Years 

By Balance 

„ Profit and Lose Aceoont 

b/d 

870 

400 




1770 




£770 





Years 

By Balance 

b/d 

7*5 


(8) Depletion Method. In the case of concerns owning wasting 
assets, provision for the depletion of such assets is sometimes made 
by means of a charge to Profit and Loss Account per unit of asset 
extracted. 

Illustration. The cost of a mine is £30,000 and the estimated 
quantity of payable ore in tons is 300,000. The first and second 
years' output; 500 tons and 1,600 tons. Show Mine Account assum- 
ing residual value of the Land to be worth nothing. (This illustration 
appears on p. 188.) 

In reference to this topic it should be noted that the lessee of the 
m&e will usually be liable to pay compensation to the lessor at the 
end of the lease for spoiling the land, and consequently will probably 
build up a compensation provision or fund. 

[The same principle applies in the case of a machine, e.g. fid. an hour where 
the estimated running hours of the machine's life are 50,000 and the cost of the 
machine ii»2$o (mac^e hour rate) : or instead of the rate being fixed at fid. 
an hour, the first year may be charged with, say, 8d. an hour, the second with 
fid., and so on in subsequent years, the rate diminishing in ratio to the machine's 
loss of efficiency (efficiency hour rate).] 
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X)f. Minb 


Ymt I 

To Caah 


-T~ 

30.009 

Yotf X 

By Profit and Lota 
Acoonnt (or Pro- 
duction Acoonnt) 
Depletion: 
sjfaSfeo X £30.000 
„ Balance 

o/d 

50 

•9.950 




£30.000 




£30.000 

Ymt • 

ToBalanc«. 

b/d 

29,930 

Years 

By Profit and Lom 
A ccount (or Pro- 
duction Account) 
Deoletion : 

3^8880 X £30,000 
„ Balance 

c/d 

x6o 

•9.790 




£39.950 




£39,950 

Ymt s 

ToBalanofl. 

b/d 

• 9.790 






(9) Renewals. By this method the original asset remains in the 
books at the origind cost and the cost of replacement is charged as 
an expense. The method does not conform to good accounting prac- 
tice and is criticized on two grounds: (i) That the value of the 
original asset will by no means equal that of the one replacing 
it ; and (2) that there is an uneven distribution of the burden of 
depreciation, as only in the year of replacement does revenue bear 
the renewal charge, entirely relieving most of the years and over- 
charging that in which the replacement takes place.^ 

Illustration. The cost of an original asset is £480. Three years later 
it is replaced by an asset costing £570. How are these dealt with 
on the Renewals system ? 

The former remains as an asset and the latter is debited to the 
Profit and Loss Account. 

The Life of an Asset. The proportion to be written of! in respect 
of depreciation depends, as has been seen, to a large extent on the 
estimated life of the asset, but it must be noted that certain assets, 
e.g. patents, copyrights, mining leases, etc., have, as it were, two 
"lives,** viz. (a) legal life, e.g. the lease of a mine, and (6) commercial 
life, e.g. profitable working life of a mine. Depreciation must 
obviously be calculated on the shorter of the two "lives.** 

Recommendations. The attention of the reader is drawn to the 
Recommendations^ of the Institute of Chartered Accountants on 
the Depreciation of Fixed Assets, of which the following is a 
summary — 

(1) Consistent bases should be used from one period to another. 

(2) Where practicable, fixed assets at the date of the Balance Sheet 
should be shown at cost, less the aggregate provisions to date for de- 
preciation, etc. {vide the requirements of the Companies Act, 1948.) 

^ This criUcism may, however, be ov^come by setting up a Provision for 
Renewals with an annual charge to Profit and Loss Account, renewals being 
debited to the Provision. 

* It will be realized that these apply particularly to companies rather 
to partnerships and sole traders. 


DEPRECIATION, RESERVES, AND PROVISIONS 189 

(3) If additional provisions ate necessary, they should be shown 
separately in the Profit and Loss Account. 

(4) Recommended bases — 

Asset Basis 

(a) Goodwill and Freehold Land. Depreciation does not normally arise, 

except as in (d). Any 8pe<^ pro- 
vision should be shown separately 
in the Profit and Loss Account. 

(b) Freehold Buildings, Plant and Normally on the straight-line method. 

Machinery, Tools and Equip- but loose tools, jigs and patterns, 

ment. Ships, Transport Ve- etc., having a very short effective 

hides, and similar assets sub- life may be revalued (not exceed- 

ject to depreciation by use. ing cost). 

Leaseholds, Patents, and other Straight-line method, with provision 
assets exhausted by effluxion for estimated dUapidations for 
of time. leaseholds. The annual premium 

on Leasehold Redemption Policy 

\ is a fair charge for amortization. 

(d) Mines, Oil weUs, Quarries, and Depletion method. If not charged, 
similar wasting assets con- ^e fact should be revealed to warn 

sumed as basic raw material or members that dividends are in 

output of which is sold as such. part return of capital. 

(5) Where a non-recommended method has been adopted to date 
and it is not practicable to change for existing assets, the recom- 
mended methods should be adopted for assets subsequently acquired. 

(6) Amounts set aside out of profits for unforeseeable obsolescence 
or possible increase in replacement cost are matters of financial 
prudence ; they are reserves, not provisions (see page 192).^ 

(7) Details of cost, amounts and basis of provision for deprecia- 
tion should be kept for each fixed asset, preferably in registers. 

Plant Registers. Following on the last point above, it is essential 
in any large concern that adequate records should be kept in respect 
of Plant and Machinery. A separate record may be kept for each 
machine, the following information being shown — 

(1) Description — ^type, number, maker, etc. 

(2) Where situated. 

(3) Purchase — date, from whom, cost, cost of erection, etc. 

(4) Alterations and Additions, Repairs and Renewals. 

(5) Depreciation — ^basis, annual rate, amounts and aggregate. 

(6) Sale — date, to whom, price, profit or loss on sale. 

%) Taxation — Rate of wear and tear allowance, initial and annual 
allowances, balancing allowance or chargee. 

(8) An engineer's report is sometimes included. 

^ Many accountants hold that in times of rising prices profits are overstated 
unless arrived at after charging depredation based on replacement rather 
than historical cost. It is, however, recommended that the extra charge to 
cover increased costs should not be regarded as an essential provision but 
rather as a transfer to reserve. If this additional amount is charged before 
striking the balance of profit, such balance should be suitably described. 
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Sinking Fund for Depredation and Redeoning Debenture. It 
may here be convenient to contrast the position arising in the case 
of a Sinking Fund created by way of amortization of an asset and 
that created when a liability is to ie repaid. The latter arises 
chiefly in connection with debentures of a limited company, which 
will be dealt with fully in Chapter XXIII, but for the present the 
debenture may be considered in the light of a loan. 

The positions are shown by means of the following table — 



SiMKiifo Fund 
to write off asset 

SiNKiNO Fund 
to *'rede6m** a liability 

(i) On tettlng amde the 
infttnlmttnt arniu- 
aUy 

Debit Profit and Loss Account 
Credit Sinking Fund 

Debit Profit and Lost Arrao- 
PRiATiON Account 

Credit Sinking Fund 

(a) On Invwtlng tbe in> 
•talment 

Debit Sinking Fund Investment 
Credit Cash 

Same as Sinking Fund to write 
off Asset 

is) On rendpt and rein- 
vwtment of In- 
terest on invest- 
ment 

Debit Caah 

Cre<Ut Sinking Fund 

Debit Sinking Fund Investment 
Credit Cash 

Same aa Sinking Fund to write 
off Asset 

(4) On the expiry of the 
life of the asset 

Debit Sinking Fund 

Credit Asset 

Not applicable 

(4«) On the purchase of 
new asset 

Debit Cash 

Credit Sinking Fund Investment 
Debit (new) ASSET 

Credit Cash 

Not applicable 

(5) On the redemption 
of debentures 

Not applicable 

Debit Cash 

Credit Sinking Fund Investment 


Debit DEBENTURES 
Credit Cash 
Debit Sinking Fund 
Credit General Reserve 


The essential difierences are — 

(i) The amount set aside for the Sinking Fund for writing off 
the awet a debited to the Profit and Loss Account ; for the redranp- 
“ debited to the Appropriation Account. 

ITie diffeDBnce m treatment is explained by the fact that one is a 
definite change for depreciation, and the other merely an appropria- 
tion to prevent the amount set aside from being distributed as 
dividends until the debt is repaid. ^ 

(a) Wh«m the asset is written off. the fund and the asset dis- 
appear and until purchase of the new asset is made the investment 
** realized) remains ; but in the case of the 
repasmient of the debenture the investment and the debefilure dis- 
appear (as the mvestment is converted into cash which is used to 

a^le for distribution As has been seen in (i). the fund was 

*^® represented thereby being 

dividends untd the repayment of the debentures 
redeeming by means of Sinking Fund” 
SeSSy”^’ ^ stnctly accurate, as it is cash that redeems 



DEPRECIATION, RESERVES, AND PROVISIONS 


I9I 

In practice, of course, it does not follow that the cash realized 
from the Sinking Fund investment (which equals the original value 
of the old asset) will be sufficient to defray the cost of the new asset. 

Illustration. A company borrows £20,000 by debentures and 
agrees to redeem the whole sum at the end of five years by means 
of a Sinking Fund. 

At the end of the period the relevant accounts will be — 

Dr. Dbbbnturbs Cr. 



It will be noted that the Debentures and Investment Account 
disappear, the Sinking Fund being transferred to Reserve. 

If an asset is to be replaced at the end of five years by the 
utilization of a Sinking Fund, the relevant accounts will be — 



ToCott 


Br Staiklnt PmU . 


I 

saooo 
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Sinking Fund 


Cr. 


ToM . . 


niM 


By Balance . 

imatalnuntt dtbiM 
to JPrtfit and Lou 
Aeeoimt) 

b/d 

£ 

40,000 









Xjf. Sinking Fund Investment Cr. 



To Balance. 

b/d 

m 

■ 

By Cash 


£ 

20,000 




B9 

■ 




Dr. 

Cash 

Cr. 


To Slnkinf Fund In- 
mtmeot . 


£ 

20,000 






It will be perceived that the asset and fund accounts disappear, 
the cash (realized from the investment) remains, pending the acquisi- 
tion of the new asset. 

The question of profit or loss on the realization of the Sinking 
Fund Investment is dealt with in Chapter XXIIL 

It will be clear that the Sinking Fund instalment in the case of 
debentures is an appropriation of profits ; in the case of the amortiza- 
tion of an asset a charge against profits. 

- RESERVES AND PROVISIONS 

The lack of uniformity and looseness in the past in the employ- 
ment of the term reserve” have tended not only to create confusion 
in the mind of the student but to difficulties in the proper under- 
standing of the financial position of businesses as shown in their 
Balance Sheets. The matter has now been considerably clarified 
by the Companies Act, 1948, and although the requirements of the 
Act (which will be stated in detail in a later chapter) apply only to 
limited companies, it is proposed in this chapter to deal with 
reserves and provisions on the lines of the definitions laid down in 
the Act. The reader should, however, bear in mind that at this stage 
the matter is being considered more in broad principle than in 
regard to the specific requirements of the Act which apply to the 
published accounts of limited companies. 

As a preliminary to closer study, reserves and provisions may be 
defined as follows — 

(1) Reserves — amomits set aside out of profits and other surpluses 
whidi are not designed to meet any liability, contingency, commit- 
ment or diminution in value of assets known to exist at the date of 
the Balance Sheet. 

(2) Provisions — amounts set aside out of profits and other sur- 
pluses to provide for 
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{a) depreciation, renewals or diminution in value of assets, or 
{b) any known liability of which the amount cannot be deter- 
mined with substantial accuracy. 

It follows therefore that — 

(1) Any amount set aside for the purposes described in (2) {a) 
and (b) (above) in excess of estimated requirements must be 
regarded as a reserve, and 

(2) Sums set aside to meet known liabilities of which the amount 
can be determined with substantial accuracy do not fall within the 
definition of a provision and should therefore be described as 
accruals or accrued liabilities. 

Reserves are in effect part of the undistributed profits of the busi- 
ness and therefore part of the proprietorship, whereas provisions 
and accruals are a diminution of proprietorship in the form of a 
liability or diminution of an asset. The former are broadly appro- 
priations of, the latter charges against, profits. 

RESERVES 

Reserves are, with special reference to limited companies, divided 
into two main classes, depending upon whether or not they may be 
regarded as arising from normal profits or gains available for 
distribution through the Profit and Loss Account as dividends. 
They are — 

(i) Capital Reserves. These are not, in limited company account- 
ing, normally regarded as available for distribution as dividend; 
such reserves arise from — 

(a) Sale of fixed assets at a profit over book values. 

(b) Profit of a company accrued before incorporation or purchase. 

(c) Premium on shares or debentures. 

(d) Profit on redemption of debentures. 

(e) Profit on forfeiture of shares. 

(/) Profit on revaluation of assets and liabilities. 

(g) Capital Redemption Reserve Fund. 

These matters are dealt with in more detail in Chapter XXIII, 
but it may be stated broadly that in certain circumstances some of 
these profits may be considered as revenue but the better practice 
is to regard them as Capital; others are subject to special restric- 
tions and treatment in accordance with the provisions of the 
Companies Act. 

(i) Revenue Reserves. These are normally regarded as available 
for distribution through the Profit and Loss Account, but are 
themselves divided into two classes — those inunediately and. those 
not immediately so available — 

(i) General Reserve^ This reserve is created by setting aside 
profits in order to strengthen the general financial position 6f the 
business. Such profits, however, remain available for distribution, 
and for this reason it is often described as a '' free " reserve. In this 
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group should be included any undistributed balance of the Profit 
and Loss Account (by deduction, if a debit balance). 

(ii) Sped;^ Reserve, Under this heading are included amounts 
set aside out of profits for a specific purpose or because of a specific 
obligation, which, though still revenue, are not imrnediately available 
for distribution. The best example of this arises in the accounts of 
limited companies when a company engages to set on one side a 
portion of profits until debentures— which for this purpose may 
be considered the equivalent of a loan— are repaid ; throughout the 
whole period of liability in respect of the loan, the reserve set aside 
is part of the undistributed profits and upon repayment of the loan 
may be transferred back to the Profit and Loss Account or to the 
General Reserve. 

Capital, Specific and General Reserves should be separately 
stated in the Balance Sheet, the first two being subdivided, where 
necessary, under appropriate headings. Furthermore, sufficient 
detail should be given to show how increases and decreases have 
arisen and how the reserves have been utilized. 

So far, consideration has been confined to reserves which are 
shown as such in the Balance Sheet. There may, however, be re- 
serves which are not disclosed therein — 

(1) Hidden Reserves, where an item of profit is described in such 
a manner as to indicate a liability, being included for instance in 
Sundry Creditors. 

(2) Inner Reserves, where a provision is made to cover exceptional 
and abnormal losses, and such provision is not openly disclosed, 
e.g. general contingencies reserve (in the case of a bank) included in 
creditors, usually under the heading of Deposit, Current and other 
accounts.*' 

(3) Secret Resen^es, where the net asset position is stronger than 
that disclosed by the Balance Sheet by reason of — 

^a) Excessive depreciation of an asset, or excessive valuation of 
a liability. 

(6) Complete elimination of an asset ; undervaluation or under- 
statement of an asset. 

(c) Charging capital expenditure to revenue, or crediting 
revenue receipts to an asset (e.g. dividends received and earned 
credited to the m vestment). 

(d) Permanent appreciation in a fixed asset, or permanent 
diminution or extinction of liability not recorded. 

{^)^ Showing a contingent liability as an actual liability or as a 
provision therefor ; or an actual asset as a contingent asset. 

(/) Grouping of “free” reserves with creditors. 

^) DeHlMMately withholding sales til] succeeding period; or 
talong delivery of goods on forward contract on a falHiig 
tharicet. 
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An excellent example of the creation of a secret reserve is 
seen in the case of banks which invariably provide for depre- 
ciation of investments but do not re-credit an appreciation of 
investments. % 

From this it will be seen that secret reserves may 

(i) arise, as in (d), 

(ii) be created, as in the remainder of the examples given, 

(iii) be maintained, by allowing (i) to remain or by continuing 
the practice in (ii). 

It may here be noted that the Companies Act. 1948, contains 
piiovisions which aim at preventing the creation of secret reserves ; 
th^ is dealt with more fully in Chapter XXIII. 

Reserve Fund. The word “fimd" is frequently employed in 
sulj|stitution for the word “account." In the minds of the pubhc 
the.use of the word "fund" usually signifies that on the assets side 
of the Balance Sheet the reserve is represented by specifically ear- 
marked investments, e.g. in gilt-edged securities, but whilst it is 
advisable to do so in certain specific instances, e.g. in a Sinking 
Fund for the amortization and subsequent replacement of a lease, there 
is no obligation to make such an outside investment to justify the 
use of the word "fund"; indeed, in many instances the utiliza- 
tion of the resources "in" rather than "outside" the business is 
essential to its proper development, so that unless it is necessary to 
be in a position to have liquid assets available at a specific date 
the policy of "outside" investment is short-sighted. Naturally, 
the nature of the business and the purpose of the reserve will 
determine whether it is necessary to have liquid assets available 
at short notice. 

However, in order to avoid confusion, it is recommended that 
the term "Reserve Fund" should only be used where a reserve is 
specifically represented by readily realizable and earmarked assets. 

PROVISIONS 

Provision will be required in the final accounts for (i) Deprecia- 
tion and diminution in value of assets, and (z) Estimated and 
anticipated liabilities which exist at the date of the Balance Sheet, 
e.g. claims for delay in delivery of goods, accident and employer's 
liability claims, estimated bad and doubtful debts (these may 
be ^^egarded as coming under the heading in (1) of diminution in 
value of assets), etc. 

These provisions will be normally either deducted on the assets 
side of the Balance Sheet (as in the case of depreciation and bad and 
doubtful debts) or grouped on the liabilities side under appropriate 
sub-headings, unless in the published accounts it would be detri- 
mental to the company’s interests for a provision to be openly 
disclosed, e.g. a provision against a disputed claim. 

Where any provision is used for a purpose other than that for 
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which it was created, this fact should be shown, and when any 
OTOvision becomes redundant it should be credited back to the 
ftofit and Loss Appropriation Account. 

Contingencies. Amounts set aside in respect of contingencies 
may be in the nature of a reserve, or a provision, or what is termed 
a contingent liability. 

(1) Contingency Reserve. Amounts are sometimes set aside out 
of profits under this heading although there are no actual, probable 
or really possible contingencies at the date of the Balance Sheet. 
There is thus little or no difference between such a reserve and a 
General Reserve as already described, and the two may well be 
shown together. 

(2) Contingency Provision. As already stated provision should 
be made for all known contingencies, even if the amount can only 
be estimated, existing at the date of the Balance Sheet, e.g. under 
employer’s liability, to cover possible claims against accidents 
which have already occurred. 

(3) Contingent Liabilities. Where there exists a possibility that 
upon the happening of a contingency an actual liability will arise, it 
is not usual to make any provision for the possibility in the accounts. 

It is the practice to call attention to the possible liability by way of 
a footnote in the Balance Sheet. Examples of contingent liabilities 
are bills under discount and calls on shares in limited companies, 
which will be dealt with later. 

It does not follow necessarily that even if the contingency does 
arise it will involve a loss. The liability incurred may reflected 
in an asset, e.g. the call on the share may arise because the company 
is in difficulties, in which case the liability incurred will probably be 
considered a loss ; but if the calls are made in the ordinary course of 
events, the liability incurred will be reflected in an increase in the 
value of the assets. 

As has already been stated any amount set aside in excess of a 
necessary provision is a reserve and should be shown as such in the 
Balance Sheet. For example, in regard to Stock, the amount ^ 
required to cover the excess of cost over market value is a provision ; ' 
any further amount set aside, e.g. to minimize the effect of a possible 
fpture fall in values, is a reserve. 

It will be realized that this new nomenclature of reserves and 
provisions supersedes the old method of dividing reserves into 
(i) external and (2) internal, the latter a setting aside of profits 
within the business, the former providing for (external) liabilities. 
The subdivision of the old ’‘External” reserve in which the amount 
of the liability was known does not now fall under the definition of 
a provision and must be described as an accrued liability. Such 
accruals have been dealt with in Chapter V. 



CHAPTER VIII 

CAPITAL AND REVENUE EXPENDITURE 


Before each term is discussed it is sufficient to say that revenue 
expenditure constitutes a charge against profits, and must be 
debited to Profit and Loss Account, whereas capital expenditure 
is treated as a capital charge, and is shown upon the assets side of 
the Bedance Sheet. 

\jt is a matter of extreme difficulty to lay down a hard and fast 
rule as to what dividing line separates capital expenditure from 
revenue expenditure. There is much divergence of opinion and 
practice on this matter, and inter alia the following indicia have been 
laii down as establisliing the fact that the expenditure is capital. 

(1) Any expenditure which is undertaken for the purpose of 
increasing profits either positively by way of increasing earning 
capacity, or negatively by decreasing working expenditure, is 
capital expenditure. The formal acquisition of a tangible asset is 
not a necessary element in this rule. For example, owing to in- 
creased demand for seats, a theatre reconstructs the auditorium; 
such expenditure may be capitalized. 

(2) If the expenditure, whether increasing the earning capacity 
or not, produces an asset comparatively permanent in character, 
it is capital expenditure. 

Capital expenditure, therefore, may be described as outlay re- 
sulting in the increase or acquisition of an asset or increase in the 
earning capacity of a business. 

Revenue expenditure, on the other hand, is such outlay as is 
necessary for the maintenance of earning capacity, including the 
upkeep of the fixed assets in a fully efficient state, and the normal 
total cost involved in selling, includmg the cost 0^ goods and 
services of the business to which it relates. 

In short, if the purpose of expenditure is to maintain the business 
it is revenue ; if it is to improve the business it is capital. 

Improvements. The judicial view is that the cost of an improve- 
ment of an asset is a legitimate capital charge quite irrespective of 
whether it is by way of mere substitution or is entirely new. Tlie 
acfiounting view is that in regard to the former, i.e, the substitution, 
the EXCESS of the value of the new over the old asset is the only 
amount that can properly be charged to capital. The former view 
is that the original asset was necessary before the improvement 
could be made. Although this view may be tenable in extreme 
instances, it is not supported by the vast majority of accountants. 
It is important, however, in that when the question of whether a 
dividend has been improperly paid out of capital arises in the case 
of limited companies, the procedure of capitalidng an improvement 
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by way of substitution, contrary though it be to prudence, may be 
supported and justified on legal grounds. 

Capital Expenses. Certain expenses are recognized as being of a 
capital nature, although no tangible property may have been 
acquired as a result. The most important are — 

(i) Preliminary expenses of a limited company, 

(2} Cost of issuing shares and debentures : procuration and legal 
fees on loans and mortgages. 

(3) The initial outlay as well as the losses in the early years of 
concerns which by their very nature require a very long period of 
development, e.g. rubber and other plantations, mines, etc. 

(4) Cost of experiments. 

(5) Advertising where its nature is to introduce a line or 
''boost** a new business. 

(6) Interest on construction capital. 

(7) Renewals in public utility companies, where, for instance, 
steam engines of a railway are replaced by electrical equipment. 

(8) j^gal expenses incurred in the acquisition of property. 

(9) ** Repairs** on purchase of a dilapidated asset to put it into 
workable condition. 

(10) Additions to property and other assets. 

Capital and Revenue Receipts. Capital receipts may be said to 
consist solely of additional payments into the business, made either 
by ^areholders of a company or by proprietors of a business, and 
receipts from the sale of any fixed assets of a business (not being 
in the nature of a normal sale) . Most receipts, with comparatively few 
exceptions, may be treated as revenue receipts, e.g. sales, income from 
investments, transfer fees, commissions and discounts received, etc. 

It should be noted that in taxation and double account ques- 
tions the distinction l^tween capital and revenue receipts and 
expenses is of extreme importance, and is based on principles that 
do not necessarily coincide with those already enumerated. 

It is not always possible by mere inspection to distinguish 
TOtween capital and revenue expenditure for many reasons, the 
chief bemg that— 

Certain expenses are in the nature of capital for some businesses 
and of revenue for others. 

(2) Certain^ expenses may be said to be partly capital and partly 
revenue. If in doubt as to the nature of any item candidates 
make a note at the foot of the question as to the 
method of treatment adopted, though the question should always 
TO scrutim^d for any information as to the nature and circum- 
stances of the business. 

Although in general it may be said that all 
m the purchase of land, buildings, plant, and 
assets of a similar type is in the nature of cai 
actual uurcumstances must be considered in es 
iflustation of an engineering business, some i 


expenditure laid out 
machinery and other 
>ital expenditure, the 
ich case. Taking the 
plant and madmery 
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may have been purchased with the object of earning profits (capital 
expenditure), and other amoimts may have been purchased for the 
purpose of re-sale (revenue expenditure). Again, in the case of 
real estate business, most land and buildings purchased are revenue 
expenditure, as they may be considered as trading assets, subject 
to the obvious qualification that (i) purchases for own occupation ; 
and (2) for permanent holding or for letting purposes, are in the 
nature of capital expenditure. 

In certain cases the policy of those in charge of the business will 
decide whether certain expenditure may be classed as revenue 
or capital. Although expenditure will generally be capable of strict 
classification, yet where the true nature of such expenditure is 
dqubtful, it is preferable to charge it to revenue, as the charging 
of revenue expenditure to capit^ may involve very serious con- 
sequences. If capital expenditure is wrongly charged to revenue 
thd resulting effect is an understatement of profits; but if revenue 
expenditure is wrongly charged to capital, the profits will be over- 
stated, resulting maybe in the withdrawal of such inflated profits 
by the proprietors. 

Legal Ei^nses. These are nearly always a revenue expense, but 
legal charges incurred in connection with the purchase of pro- 
perty or other assets may be said to be merely an addition to the 
price of the asset and accordingly may be capitalized. 

Wages. Wages which are paid to employees in the construction of 
the fixed assets of the business are in the nature of part of the cost 
of the asset and should be transferred from Wages Account to the 
debit of the asset accoimt, e.g. if a firm of building contractors 
decides to enlarge its own premises, all the wages and the materials 
consumed for this purpose should be debited to the Premises 
Account. Such facts in an examination will readily suggest 
that in addition a transfer from purchases in respect of materials 
used is required. The business may, however, charge such expendi- 
ture to revenue, thus creating a secret reserve. The charging of 
capital expenditure of the above nature to revenue will not be 
allowed as a charge for taxation purposes. 

Many questions are set involving the problem of a business con- 
structing its own assets, e.g. suppose the cost of a new asset is 
£10,000, whilst the lowest outside quotation is £12,000 ; then the 
question to consider is ** should the latter amoimt be capitalized? 

fn no case can it be considered a sound financial policy to 
charge up the asset with the additional £2,000, taking credit for profit 
of that amount, such money saved not being in the nature of 
profit, since a business cannot make a profit out of itself. On the 
other hand, if the outside quotation were £8,000, only this lower 
figure should properly be capitalized, the excess of the cost over 
this figure (£2,000) being written off as soon as possible. 

RefMUrs. Repairs are usually in the nature of a revenue charge, 
though an instance of their b^g capital expenditure may be seen 
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in the purchase of second-hand assets, and the subsequent repair 
by the purchaser to put them into an efficient state. Such an expense 
is capital, and must be transferred to the Asset Account, even if 
outside labour be employed. The problem often arises where plant 
and machinery which is still in good working order is sold at a con- 
siderable loss, and replaced by new machinery of a more modem 
t3rpe. Whether the loss should be written off or added to the cost 
of the new machinery is a very debatable point. There is no legal 
compulsion in the case above-mentioned to write off a loss of this 
t3q)e to revenue, though unquestionably the soundest policy is to 
write off such loss during the accounting period in which it is 
incurred, as the profits will have been previously overstated. If no 
balance remains on Profit and Loss Account (e.g. because all the 
profits have been withdrawn), the treatment is either to charge 
future years with the loss or to deduct the amount from capital. 

DEFERRED REVENUE EXPENDITURE 

There is a class of expenditure known as deferred revenue expendi- 
ture, i.e. revenue expenditure incurred during one accoimting period 
which is applicable either wholly or in part to future periods. 

There are four distinct t3rpes of deferred revenue expenditure — 

(1) Expenditure wholly paid for in advance, where no service has 
yet been rendered, necessitating its being carried forward, i.e. the 
showing of such outlay as an asset on the Balance Sheet as prepaid 
expenditure, e.g. telephone ^rental, rent in advance, etc. 

(2) Expenditure partly paid in advance where a proportion of the 
ben^t has been derived within the period under review, the balance 
being as yet "imused," and therefore shown in the Balance Sheet as 
^ asset, e.g. proportion of rates paid in advance or special advertis- 
ing expenditure incurred in introducing a new line or developing a 
new market. 

Most items paid in advance will fall either under head (i) 
or (2), according as the payment relates wholly or partly to future 
periods. 

(3) Expenditure in respect of service rendered which for any 
sound reason is considered as an asset, or more properly, is not con- 
sidered to be allocable to the period in question, e.g. development 
costs in mines and plantations; discoimt on debentures in limited 
companies and cost of experiments.^ 

The practice which varies considerably in detail is to write off 
the amount over a period of years. If the expenditure can be ear- 
marked^ l^ing in respect of a specific object, the expenditure 
should brayritten off during the life of that object, e.g. in the case of 
debenture Viscount at the latest by the time the debentures are 
redeemed. % 

^ Usually tub reason is that the expenditure is so heavy that it is right 
smd proper to ^read it over several years. 
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(4) Amounts representing losses of an exceptional nature, 6.g. 
property confiscated in a foreign country, heavy loss of non-insuied 
assets through, say, fire. 

As a rule an item falling under this heading is a fictitious asset, 
i.e. although it is shown on the right-hand side of the Balance 
Sheet, it is not really an asset at all but a capital or abnormal 
loss which has not been written off. 

A few instances wUl now be given of expenses which, usually of a 
revenue nature, may occasionally be classed as capital expenditure. 

Illustration. The sum of £1,000 has been spent on a machine as 
follows — 

^ {a) £100 for repairs necessitated by negligence and lack of care 
a^d attention. 

ib) £200 for replacements of worn parts. 

\c) £yoo for additions, incorporating new devices which enabled 
the output to be doubled. 

State how these items would be dealt with, as between Capital 
and Revenue. 

Items (a) and (b) are Revenue, being necessary to keep the asset 
in efficient running order. They add nothing to the original value 
of the machine, nor to its proper functioning. 

Item (c) is a Capital charge because it enhances the earning 
capacity of the business. 

Illustration. Haworth & Co. remove their works to more suitable 
premises, incurring the following expenditure: (a) Cost of dis- 
mantling, removing and reinstalling plant, etc. £1,720. 

(b) Certain old plant standing in the books at £750 was sold for 
£300 and replaced by new plant costing £1,200. 

State how these* items should be dealt with, as between Capital 
and Revenue. 

Capital Revenue 

£ £ 

(а) Removal Expenses .... 1,720 

(б) Plant- 

Loss on sale of old plant . . . 430 

Cost of new plant .... 1,200 

£1,200 /2,170* 


^Illustration. Carlo, Ltd., a company owning a greyhound racing 
track, incurs the following expenditure in the first year to 31st 
December, when they make up their accounts — 

(i) Purchase of a totalizator costing £20,000, which, owing to 
legal actions pending, should not really be in operation. They have 
incurred fines of £100 through continuing to use the machine, and 

^ The sum of £2^x70 could be written off at once, but it wouM also be 
quite legitimate to write it off over a short period of years, say, four or five. 
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£i,ooo le^ charges have been incurred to enable a Bill to be passed 
through Parliament to legalize the use of a totalizator. 

(2) The stand has been repainted by the track stafi, and it is 
estimated that the wages under this heading, included in general 
wages, amount to £240. 

Q) The rates for the year to 31st March amount to £660. Nothing 
has yet been paid. 

(4) Preliminary expenses were £6,000. 

(5) Free tickets have been issued during the year to advertise 
the track. It is estimated that 200,000 of these tickets have been 
used on the popular side, the usual price being is. 

(6) Fire insurance was paid on 25th December for the year follow- 
ing, amounting to £126. 

(7) When the track was being constructed several temporary 
cottages for workmen were built which were demolished upon the 
completion of the track, the cost being £290. 

(1) The cost of the totalizator is clearly a capital charge, as is 
the cost of introducing the Bill. If, however, the totalizator can 
never be used the expenditure will be sheer loss, to be written off 
against profits (if any) as expeditiously as is practicable. 

The fines incurred, £100, cannot be capitalized. They are a revenue 
loss, and must be borne in the current period. 

(2) It is evident that the stand (presumably as taken over by the 
company) was not newly painted, and this painting may be thus 
considered as part of the capital cost. A transfer of £240 should 
be made from Wages Account to the debit of the Stand Accoimt. 

(3) Rates £660. Nine months' rates have accrued, and thus 

T¥ ^ = £495 nrnst be charged to revenue, and shown in 

the Balance Sheet as a liability. 

(4) Preliminary expenses £6,000, This item yrill be capitalized 
but should be gradually written down, as it is* unrepresented by 
tangible assets. 

(5) Free tickets £10,000. Although this represents advertising 
which will probably benefit future periods, it would be difficult to 
attach any figure of cost to it, it being rather a loss of revenue. It 
would therefore be imprudent to capitalize the £10,000 and write 
it off over several years. There will probably be no entry in the 
books in respect of the item but, if desired, the amount could be 
credited to Revenue Account to show a full gross profit and then 
written off by debit to Profit and Loss Account. 

(6) Fire insurance £126. The major part of this item represents 

a prepa5rment, as only 6 days out of the 365 covered by the payment 
can be treated as current expenditure: x £126 = £2 is. 5d, The 

balance of £123 i8s. yd. will be carried forward. 

(7) Temporary cottages £290, This item may be considered as 
p^ of the cost of construction of the track, and thus capitalized. 
The receipts (if any) in respect of the demoJikhed cottages must be 
credited to the cost of construction. 
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EXAMINATION QUESTION 

The following is a summary of the Alpha Brickyard Account for 
the years end^ 31st December, 1952 and 1953, in the books of 
Biicmnakers, Ltd. 



stock, nt Jan. . 250,000 
Vfm 


Cbal, Stona, 

«tc. 

Royalties, Rates, 
Head Office Ex- 
penses and Sun* 


£ 

430 100,000 Z75 Sales . z, 

z,50o 2,320 Stook,3ZstDec. 

250 550 Bricks spoiled 50,000 

Used for New 

775 a»950 KUn . 

Balance. 


3,280 850,000 z,783 
X75 100,000 170 

30,000 


^ In 1953 work was begun on the building of a new kiln by the company's 
own labour, the expenditure being included in the above account. 

You ascertain — 

(а) That no particulars have been kept of the wages incurred in the build- 
ing; men were sometimes diverted to the work for part shifts, while the 
foundations were dug in clay, which was used for brick making in the 
existing kiln. 

(б) ; That it may be taken that the wages-cost per thousand biicks in 1953 was 
lower by 5 per cent than in 1952. 

(d) That £^$0 of the salaries, £2,100 of the plant, and £100 of the head 
office expenses should be capitalized. 

(d) That sundries included Employer's Liability Insurance at a premium of 
I os. per cent of capital wages. 

Show the amounts you would tihnsfer to capital expenditure or elsewhere, 
and construct the Alpha Brickyard Account for the year 1953. 

{Institute of Chartered Accountants Final.) 

It is first necessary to appreciate the significance of the question. The 
expenditures outlined are made up both of capital and revenue, so that the 
object is to separate them. In constructing the kiln, naturally, the bricks 
manufactured by the company will be utilized instead of making a 
purchase. 

The cost of making the bricks is made up of materials, labour, and ex- 
penses, hence the first objective is the cost per 1,000 bricks. Then it will be 
observed that some are sold, some retained in stock, and some transferred, 
as it were, to another department, i.e. the "Construction" Department. 

The cost of bricks is ascertained as follows — 

If) Wages-cost of Making Bricks — 

fa) Cost per 1,000 bricks in 1953 — reduction of 5 per cent on 1952 cost. 
Cost per 1,000 bricks in 1952 — 

Wages paid 

~ - 1 5 1 X 1,000 

Bncks produced 

. X 1,000 

(1,750,000-250,000) 


1953 cost per 1,000 bricks = 


20s. less 5 % thereof, 
: 19s. 
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(&) Bricks produced are 1,600,000 (i.e. 850,000 -f 100,000 -f 50,000 
-|- 700,000- 100,000). 

{c) Bricks product for sale are 1,600,000 
L$ss used for new kiln 700,000 

900,000 

£ 

(d) The wages chargeable to production of bricks for sale are 
900,000 at 19s. per 1,000 . . . • • • . 855 

(s) The wages chargeable to production of bricks for new kiln 
are 700,000 at 19s. per x.ooo ...... 665 


Total wages for bricks produced ..... 1,520 

(/) /. Wages on construction of kiln (see par. 4) . . 800 


Accounting for wages item of . . . . ;£2.32o 


(3) Cost of Making Bricks — 



Bricks 

i 

Stock at commencement ..... 

100,000 

175 

Wages (as above) ..... 


L520 

Salaries (£55^-£^5o) {i)(wepar.4) 


200 

Coal. Stores, ttc.{£2,gso- £2,106) (ii) (tee par. 4) 
^Royalties, Rates, 


850 

etc. . . (;^354-£*04)(u^)(»eI>»^.4) • 


250 

Bricks manufactured ..... 

1,600,000 


Total 

1,700,000 

2,995 

Less Stock at end ..... 

100,000 

170 

Gross Production ...... 

1,600,000 

2,825 

Less Spoilage ...... 

50,000 

Net Production . . .* . 

1,550,000 



(3) Transfer Cost of Bricks to Kiln*^ After having arrived at cost of bricks, 
it IS now possible to charge out the 700,000 "sold** to the "Construction** 
Department; i.e. — 


700.000 

1.550.000 


X izMb 


;£i, 276 [to nearest £\ 


(4) Cost of Kiln. Inasmuch as the wages (as per i (/) ), bricks (as per 3). 
and other capital costs are known, the compilation of the cost of construc- 
tion of the new kiln is simply as follows — 


Wages .... 
Bricks* .... 
Salaries, etc. . 

Plant .... 
Head O&ce Expenses 
Employer's Liability Insurance 


(see par. i (/) ) 

i 

800 

(see par. 3) 

1,276 

(see par. 2 (i) ) 

350 

(see par. 2 (ii) ) 

2,100 

(see par. 2 (Ui) ) 

100 

(see par. 2 (iii) ) 

4 

£4.630 


i The item of £‘104 is Head Office Expenses £100, plus Employer's Liability 
Insurance of £^ (being 10/- per cent on capital wages of /800). 

* See footnote^ on page 205. 
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Alpha Brickyard Account (Rbconstructbd) 

Df. for the Year ended 31st December, 1953 


Cr. 



Brick* 

£ 

To Stock (opening) 

„ Wage* .... 
„ Salarie* 

„ Coal, Store*, Plant, etc. . 
„ Rtwuties, Rate*, Head 
Office Expense* and 
Sundries 

„ Brick* Produced 

100,000 

z, 600, 000 

*75 

1,5*0 

300 

850 

250 


1,700,000 

£2,995 

To Cost of Usable Bricks 
Produced . b/d 

1,550,000 

3,825 


1,550,000 

£2.825 

To Cost of Sales of Brick* b/d 
,, profit . 

850,000 

*,349 

336 


850.000 

£1.785 


Brick* i 


By Stock (doaing) xoo.ooo zyo 

„ Brick* Spoiled 50,000 

„ Cost of Usable Bricks 

produced c/d 1,550,000 *,8*5 


1.700.000 |£a,99S 

By Bricks used for New Kiln 

at Cost^ 700,000 1,276 

„ Cost of Sales of Bricks c/d| 850,000 1,549 

1.550.000 1^3,825 

By Sales 850,000 1,785 


850,000 |£x, 7B5 


The above account discloses the results of the operations of the 
brickyard so far as they relate to trading, and entirely eliminates 
the entries relating to capital, viz. the cost of constructing the 
kiln. 

In a question of this character the student should at the first 
perusal obtain a general idea of what is required and proceed to find 
the first clue, which in this particular illustration is the wages cost of 
brick making. 

Ignoring quantities and intermediate balances carried down, the whole 
effect may be presented in abridged columnar form — 

Dr. Cr. 



Revenue 

Capital 

Total 


£ 

£ 

£ 

To Stock 

175 


175 

„ Wage* 

1.520 

800 

3,330 

„ Salaries 

200 

350 

550 

„ Coal, Plant, etc. 

850 

3,100 

3,950 

„ Koy^ties. Rates, 




Head Office Ex- 




penses and 




Sundries . 

350 

X04 

354 

Transfer of Brick 




Cost 


1,376 


„,^oat 

236 




£3.231 

£4,630 

£6,349 




■ 


By Sales 
,, Traunsfer 
,, stock 
„ Cost of Kiln 


Revenue I Capital Total 


£ £ 

1,785 X.785 

1,276 

170 170 

4.630 *4,394 


£3,23* £4.630 £6,349 


^ If the assumption is made that only the bricks actually produced during 
the year are transferred, i.e. leaving tiie opening stock of 100,000 still on 
hand, the transfer will be based on £2,820 instead of £2,82$ as the difference 
in the value of the 100,000 old bricks {£175 - £^70) be eliminated: the 
transfer will be x ;^2,820 « 3^1,274. Either assumption is valid. 

■ 3^4630 - £236. • As per question. 
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In order to obtain the desired results, transfers will be made to capital 
front the accounts presented in the original question, e.g. wages — debit Kiln 
Account a^ credit wages with £800, thus reducing the figure of £2,320 to 

'The depletion cost of clay, if known, will be charged up like the other 
expenses and its due proportion charged to capital. 

It is assumed that the spoiled bricks realize nothing. 


SUMMARY OF CLASSIFICATION OF 
EXPENDITURE 

The position relating to expenditure may be summarized as 
follows— 

Expenditure 


(a) Private (b) Business 


(i) Capital Revenue 


Charge (v) Appropria- 

against profits tion of profits 


(ii) WhoUy ' (iv) Wholly 
current charge deferred 

(iii) Partly 
current and 
partly deferred 

The debits will be as follows— 

(a) Proprietor's Capital Account. 

(b) (i) Asset. 

(ii) Profit and Loss Account. 

/iiij I Profit and Loss Account for current proportion. 

' 1 Deferred Revenue item for carry-forward portion, 

(iv) Deferred Revenue item for the whole amount, 
fv) Profit andfLoss Appropriation Account. 
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PACKAGES. GOODS ON APPROVAL, C.O.D., VOYAGE 
ACCOUNTS, PURCHASE TAX, P.A.Y.E. 

PACKAGES 

The treatment of packages and packing materials in the accounts 
will depend upon the policy of the individual concern. This 
m^ybe — 

Packages Non-returnable, (a) Not charged out. The charge 
for^he packages in this case will l» included in the sale price of the 
goo^. A Packages Account should be kept which will be debited 
with opening stock of packages and purchases and credited with 
closing stock, the balance, being the expense of packing materials 
during the period of the accounts, being written oh as a ^stribution 
expense to Profit and Loss Account, or, if desired, being debited to 
Trading or Manufacturing Account as part of the cost of putting 
the goods into a saleable condition. 

(b) Charged out. Sometimes when packages are non-returnable, 
a separate charge is made for them. These charges should be entered 
in a separate column in the Sales Day Book, the total being credited 
periodically to a Packages Account as in (a) above, the balance 
of which accoimt, being either a profit or loss on packages for 
the period of the accounts, being transferred to Profit and Loss 
Account. 

(2) Packages Returnable, (a) Not charged out. The double entry 
book-keeping will be similar to that in i (a) above, except that 
opening and closing stock will be divided between packages in the 
warehouse and those in the hands of customers. Stock must be 
brought into the accounts at cost, less adequate depreciation. 
Further entries will be necessary in the books, however, in order to 
keep a check on packages. Each package should have an identi- 
fication number, and columns should be provided in the Sales Day 
Books and in customers’ accounts for these numbers. When goods are 
sent to a customer, the package number will be entered in the special 
column in the Day Book and posted to the column on the debit 
sidi of the customer’s account. When pack^es are returned, the 
number will be entered in a book kept for this purpose at the gate ; 
from this book it will be posted to the column on the credit side of 
the customer’s account. Periodical cancellation of numbers appear- 
ing on both sides of the account will reveal the numbers of the pack- 
ages still in the hands of the customer. 

(b) Charged out. Packages are sometimes charged at cost but 
more usually at a price in excess of cost in order to cover dg>re- 
ciation, cooperage, repairs, and bad debts. Similarly, credit given 
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for returns is often less than the price at which the packages are 
charged out. A time limit is often imposed after which packages 
are not returnable. There are two methods of dealing with these 
transactions in the books — 

Padcages Trading Account. A Packages Stock Account and 
a Packages Trading Account should be opened. Packages ''out'* 
should be entered in a special column in the Sales Day Book and 
debited to customers* accounts, the total of the Sales Day Book 
column being credited periodically to Packages Trading Account. 
Returns shodd be entered in a special column in the Returns or 
Empties Day Book and credited to customers' accounts, the total 
of the Day Book column being debited periodically to Packages 
Trading Account. Packages Stock Account will be debited with 
(a) opening stock, (6) purchases and will be credited with closing 
stock. Adjusting entries will be required, by crediting Packages 
Stock Account and debiting Packages Trading Account, for — 

(1) Packages retained by customers (the charge having already 

been credited to Packages Trading Account through the Sales 

Day Book as described above). 

(2) Depreciation of Stock and Stock destroyed, scrapped, etc. 

At the end of the financial period, a certain number of packages 
will be still in customers* hands ; customers have been charged for 
them and therefore Sundry Debtors will include this charge, the 
credit being in Packages Trading Account. Since these packages are 
returnable at a fixed price, a provision must be created to cover the 
liability to customers in respect thereof. This is done by debiting 
Packages Trading Account “above the line," the balance brought 
down being deducted from Sundry Debtors in the Balance 
Sheet. The Packages Trading Account may now be balanced off 
and the resultant profit or loss transferred to Profit and Loss 
Account. 

Illustration. R Ltd. deliver goods to customers in cases (which 
are valued in the books at 3s.) charging them out at 6s. each 
and crediting them if returned within a stipulated time limit at 
4$. each. 

On 1st January, 19. ., there were 2,000 cases in stock and 4,200 
cases in the hands of customers (all returnable). During the year 
to 31st December, 19 . . , 3,000 cases were purchased at 5s., 6,400 were 
sent out to customers, 4,600 were returned by customers, 60 were 
destroyed in an accident in the warehouse and 100 were sold as 
scrap for £5. 

On 31st December, 19 . . , 3,800 cases were in the hands of customers 
(all returnable). 

Show the Ledger entries required in respect of the above 
transactions. 
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If tli« nffw stock is written down to 3s., the closing stock credited woiild 
be /i,os6 instead of ;fi,326. and therefore an entry for depredation Gfsoo) 
would be made on the credit side of Cases Stock Account and debited to 
Cases Trading Account. This would be followed by a credit of ^ 
latter account and a debit to Profit and Loss Account; or, more prop^ly, 
a decrease of £$00 in the transfer of profit to Profit and Loss Account, since 
depreciation should be taken into account before the profit on Cases Trading 
can be ascertained. 


^ Coses sent out during the year . . . . 

Add already out on ist January 


6,400 

4.300 



xo,6oo 

Less returned 

returnable ..... 

4,600 

3.800 

8,400 

.*. Balance sold to customers . . . . 


2,200 

* Cases sent out during the year . . . , 

Less cases sold to customers (as above) 


6,400 

3,200 

Cases out on hire during the year 


4,200 

Profit on Hire, 4,200 at 2s. (6s. less 4s.) . 

* Profit on Sale. 2.200 at 38. (6s. less 3s.) 

* Xx>8s on cases destroyed. 60 at 3s. 

Loss on cases scrapped, 100 at 2s. 

(The sale pric^ of scrap xs. as against cost 3s.) 

£9 

10 

£19 

• £a*o 

■ ^330 


It is assumed that the new 5s. cases are intact and that no claim exists for 
loss of cases by the accident in the warehouse. 

* Stock of Old Cases on 1st January 6,200 

Less Sales to customers ..... 2,200 

Destroyed ...... 60 

Scrapped ...... 100 

2,360 


3*840 

• The opening figure of ^£840 (4.200 at 4s.) is provided in respect of the 
company's liability to customers for cases not yet returned which have been 
charged up at 6s. in the previous year. 

* Similarly, a provision must be created at the end of the year for the 
purpose. Sund^ Debtors will include the charge for 3.800 cases at 68.. so 
that the Provision of £y 6 o will be deducted therefrom in the Balance Sheet to 
show the true Sundry Debtors* figure. 

Alternatively, the two accounts may be consolidated into one, 
but generally this method is not recommended. 

Packages Reserve Account. In this alternative method of 
vmtmg up Packages Accounts, a Packages Stock Account and a 
Packages Reserve Account are used, the former containing all 
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entries relating to the stock of packages, the latter being con- 
fined to the actual stock movements to and from customers. TTie 
entries in Sales Day Books, Returns Books and customers' ac- 
counts will be similar to those described in the previous method. 

The Packages Stock Account will be debited with opening 
stock and purchases and will be credited with closing stock and 
stock destroyed and scrapped. The Reserve Account w^ he 
credited with opening provision for returnable packages and with 
packages charged out to customers, and will be debited with 
packages returned and closing provision for returnable packages. 
Wiben packages are retained by (i.e. sold to) customers, they 
mist be eliminated from Stock by crediting Stock Account, 
the corresponding debit being to Reserve Account (as an offset 
to the credits to that account for packages charged out). When 
packages are returnable at a smaller price than that at which 
they^ are charged out, there will be a balance on Reserve 
Account representing profit on hire which must be transferred 
to Profit and Loss Account by debiting Reserve Account; the 
corresponding credit may be direct to Profit and Loss or to Stock 
Account whence it will be transferred to Profit and Loss along 
with the balance of that account, which will show the profit or 
loss on packages sold to customers, scrapped and destroyed. 

It should be emphasized that the entries mentioned above for 
profit on hire are confined to the money columns as the quantity of 
stock is not affected, whereas those for sales of packages must include 
both quantities and money. 

Illustration. Using the same data as in the preceding illustration 
write up Cases Stock and Cases Reserve Accounts. 

As will be seen by reference to the previous illustration, most of the entries 
in the Cases Stock Account and Cases Reserve Account are the same as in 
the Cases Stock Account and Cases Trading Account respectively. In addi- 
tion, there are the two cross transfers {Dr, Cases Reserve, Cr. Cases Stock) 
for Profit on Hire (money only) and for Sales to customers (quantities and 
money). [For the guidance of the student, these transfers are shown in 
heavy type. See page 212 .] 

Illustration. On ist January, 19. . Stock of Packages in hand 
was £800 (valued in the books at cost less 25 per cent), and 
£120 in the hands of cuj^tomers at invoice price, which is cost plus 
Sojercent. 

For the year ended 31st December, 19. . packages were charged 
out at cost plus 50 per cent and full credit was given in respect of 
those returned in good condition. 

Packages sent out during the year were £1,600 (invoice price) 
and Returns (all in good condition) £1,000. Customers retained 
(and were chafed up) Packages at an invoice price of £30. Closing 
Stock of Packages in hand at cost £666 13s. 4d. 

Write up Packages Stock and Reserve Accounts. 
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As in the preceding illustration^ if the stock of new cases is taken at 3s., the profit becomes £^$0 (instead of £ 750 ) less loss 
Alternatively, the loss may not be separately ^own, the Cases Stock Account being closed by a transfer of /731 (or /431, 

ii new cases are taken in Stock a;t^t2^e close at 3 s.)- 
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Df, Packages Stock Cr, 


Jan. 1 

Dec. sx 

To Opening Stock— 
in own bands . 

With Customeia 
•• Pxo&t and Loaa Account 

i 

800 

6o» 

15 * 

Dee. 31 

Bj Packages Reserve* 
Packages retained 
„ Closing Stodc— 

In own bands . 

With Customers 

t 

SO 

500; 

345 * 

19.. 
Jan. X 


£»» 




To Stock b/d— 

In own hands 

Wi& Customers. 

300 

345 



i^. 

Packages Reserve 

Cr. 

Dec. 

\ I 
\ 

'\ 

\ 

To Packages Stock 
„ Customers — 

Packi^es returned 
„ Closing Provision c/d 

£ 

30 

1,000 

690 

19.. 
Jan. x 
Dec. 3x 

By Opening Provision b/d . 
„ Customers — 

Packages charged out . 

£ 

120 

x,6oo 


£1,730 

19.. 
Jan. X 


£x,7so 




By Provision b/d 

690* 


^ The opening stock '‘out** must be the reduced value of £120 (opening 
)rovision), viz. 66}% of £120 (seeing that the loaded price is 50% of Cost), 
.e. ;^o less £20 (25% of Cost) =* £60. 

•The closing stock “out** will be 66f% of £6gOt i.e. ;f46o less £11$ (25% 

>)st) =. ;f345. 

• The closing stock in own hands is ;£666 13s. 4d. less £166 13s. 4d. (25% of 
;ost) £soo. 

• Profit on Sale is ;£3o less £1$ (Stock value is 66}% of £^o « £20, less 
*5% =s £1$), which is ;£i5, less any provision for repairs and maintenance 
equired. 

• Deducted from Sundry Debtors in the Balance Sheet. 

£ £ 

Proof of Stock Transfers at Cost : 

Opening Stock per account. 60 

Add 33}% to bring up to Cost. 20 80 [£&o — £20 (25%) 

=;£6o] 

Amounts charged out . . 1,600 

Less 33}% to reduce to Cost . 533} 1,066} [;£i.o66} + £5Z^\ (50%) 

■ - ;il,600] 


Deduct: Returns 

Less 33}% to reduce 
to Cost . 




Sales 

Less 33}% to reduce 
to Cost . 


Balance at Cost. 

Less 25% Reduction 


1,000 

3331 




6661 K6661 + i333i (30% 
^i.ooo] 


30 


480 


ao Kao + jfio (50%) 
— “ ^30] 


460 

II5 


Balance per Accounts 


^343 


10 
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GOODS OUT ON APPROVAL OR SALE OR RETURN 

The property in goods out on approval, or on sale or return, does 
not pass to the buyer until he signifies his acceptance of them to the 
seller or, without giving notice of rejection, retains the goods beyond 
an agreed or reasonable time. Such transactions therefore require 
special treatment in the books ; this will depend upon the circum- 
stances in each particular concern, but the following three methods 
are the usual ones — 

(1) When such transactions are rare. Although theoretically 
incorrect, goods out on approval may be treated as sdes : the entries 
should, however, be marked in some way so that provision may be 
made at the end of the financial period to eliminate any outstand- 
ing items from Sales and to reduce such items to cost, or market 
vauue, if lower, for inclusion in stock. This may be done by — 

(а) Debiting Sales Account '‘above the line” and crediting it 
‘'below the line” with the amount of such outstanding items in- 
cluded in Sales and deducting the balance brought down from the 
Sundry Debtors figure in the Balance Sheet, and 

(б) Entering the value — at cost or lower market value — of the 
outstanding items in the Trading Account and Balance Sheet as 
"Stock in hands of customers.” 

( 2 ) Where such transactions are very frequent or of considerable 
value. It will be necessary to open up a special set of books, which, 
though compiled on Double Entry lines, will be outside the ordinary 
double entry book-keeping, that is to say, memorandum. These 
will consist of— 

(а) Goods sent on Approval (Sale or Return) Day Book. 

(б) Goods on Approval Sold and Returned Day Book— this book 
will be provided with columns to record separately Sales and Returns. 

(c) Goods on Approval (Sale or Return) Ledger. 

The procedure will be as follows — 

(а) When goods are sent out, they are entered in the Goods 
sent on Approval Day Book and posted to the debit of the customer's 
account in the Goods on Approval Ledger. The Day Book total will be 
posted periodically to the credit of a Goods on ApprovalTotal Account. 

(б) When goods are returned, they are entered in the Returns 
column in the Sold and Returned Day Book and posted to the credit 
of the customer's account in the Goods on Approval Ledger. The 
Returns column total will be posted periodically to the debit of 
Goods on Approval Total Account. 

(c) When goods are retained, they are entered in the Sales 
column in the Sold and Returned Day Book. T his column is pro- 
vided with two folio columns, one for the posting to the credit of the 
customer s account in the Goods on Approval Ledger and the other 
for the posting of the same amount to the debit of his account in 
the ordmany Saks Ledger. The Sales column total will be posted 
to tlie Debit of Goods on Approval Total Account and to the credit 
of ordinary Saks Account. 
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When accounts are prepared, NO goods on approval figures 
will appe^ therein, since the total of the balances of customers* 
accounts in the Goods on Approval Ledger should equal the balance 
of the Grt>ods on Approval Total Account. The value of goods 
on approval in the hands of customers at selling price can be ascer- 
tained either in detail from the Ledger or in total from the Total 
Account. This value, reduced to cost or lower market value, will 
be included in the Trading Account and Balance Sheet as before. 

(3) Where such transactions are not sufficiently rare to deal 
with as in (i) and not sufficiently frequent to deal with as in (2), to 
employ a Goods on Approval Journal. 

iThe procediire is — 

\(a) To enter the amount of goods delivered into a memorandum 
coiunm. 

(6) If the goods are returned, to enter the amount of goods 
rett^ned into a memorandum column on the same line as the original 
entry for the goods delivered. 

(c) If the goods are sold, to enter the amount of goods sold into 
the Sales column on the same line as the original entry for the 
goods delivered. 

All the above entries will be at selling price. 

At any time the total shown in the first column, less the total 
of the second and third columns, will equal the goods out on 
approval at selling price. This balance, when accounts are to be 
prepared, will be brought into the accounts at cost or market value 
whichever is the lower. 

The third column is a ‘‘Double Entry** column and performs 
the same functions as an ordinary Sales Day Book. 

Illustration. X sends goods out on appro, as follows — 

I9-- i 19* 


15 

Y 

31 

Jan. 17 returned £ 2 $, retained £(*. 

18 

R 

18 

21 all retain^. 

21 

Q 

9 

23 all retained. 

30 

y 

40 

No intimation received as 



to sale and goods not yet 
returned. 


31 

L 

17 

do. 


Show how these transactions will be dealt with under Methods 
(2) and (3) above. 

Method (2) Goons Sent on Approval Day Book 


Particulars Folio 


19.. 



£ 

Jam. 15 

Y . . 

G.o.A.L. I 

31 

18 

R . 

2 

18 

21 

Q . . 

3 

9 

30 

Y . 

I 

40 

31 

L . 

4 

17 


• 
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Goods on Approval Sold atjd Returned Day Book 


19 • 
Jan. 17 
21 
23 


Particulars 


Y 

R 


G,o.A.L. 

Fol. 


Returned 

L 

25 




G.o.A.L. 

Fol. 


SX. 

Fol. 

?» 

?i 

?» 


Sold 

£ 

6 

i8 

9 

^33! 


X)f. Goods on Approval Total Account Cr. 


To Raturns 
„ |a]« 

„ Babno. 

c/d 

£ 

25 

33 

57 

19.. 
Jan. 31 

By Goods sent out on 
Approval 


£ 

115 











Feb. I 

By Balance . 

b/d 

57 * 


Goods on Approval Ledger 

Df, Y Cy. 


19 - . 
Jan, 15 
30 

To Goods 
„ Goods 


£ 

31 

40 

19.. 

Jan. 17 

31 

By Returns . 

„ Sales 
„ Balance 

c/d 

£ 

»5 

6 

40 




£71 




Feb. 1 

To Balance 

b/d 

40 * 




Dr. 


R 


Cr. 

. *9 - 
Jan. x8 

To Goods 


19.. 
Jan. ai 

By Sales 

is 

Dr. 


Q 


Cr. 

19 - * 
an. tx 

To Goods 


£ 

9 

19.. 
Jan. 23 

By Sales 


£ 


Dr. 


Cr. 


19 .. 
Jan. SI 


To Goods 


4. 


' Posted to the customer's account in the ordinary Sales Ledger, 

• Posted to the credit of the ordinary Sales Account, as well as to the 
debit of Goods on Approval Total Account. 

• The credit balance of £$y on Goods on Approval Total Account equals 
the debit balances in the Goods on Approval Ledger on the accounts of Y 
(£40} ai^ L (£17) No balance on the special Goods on Approval books will 
appear ^ the ordinary Trial Balance on 31st January, 19. .. These books 
are outside the ordinary double entry book-keeping. 



Goods on Approval Journal 



2x7 


* Posted to the credit of Sales Account. 

‘ The Delivmes and Returns columns are memorandum only, no postings being made therefrom. The total of the {Retums 
{£2^) and Sales (;f33) columns deducted from the Deliveries column gives the value (at selling price) of the goods 
on approval still outstanding = £$y. 




2x8 


balsmces would be carried down as in the previous illustration. 

* Closing date of first period. The total of this column gives the amount of goods outstanding at the balancing date. 
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The Cash on Delivery system plaj^ a large part in the transaction 
of business in many concerns. By this system the Post Of&ce, against 
delivery to the consignee, collects the cash for the goods and remits 
it to the sender. 

The procedure for sending goods C.O.D. is as follows — 


(i) A special adhesive address label supplied free by the Post 
Ofi^ce is used on the parcel, viz. — 



(2) The parcel is handed in to the Post Office together with a duly 
completed Trade Charge Form. This form is in two parts, viz. — 


(a) 


Inland Trade Charge Money Order 



FuU address of M,.. 

parcel/packet 


CP 4 693 


COUECT (Ift ward!) (In (iiurai) 
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(b) 

<s> 


Debit Note 


Full address of M 

PARCEL/PACKET 


CP 4 693 



Stamps to cover the C.O.D. fee are affixed in the space allotted 
on the Debit Note (6) 

(3) When the goods have been delivered against pa)mient, the 
Money Order (a) is returned to the sender who may cash it through 
his Bank. 

(4) Parcels should, where necessary, be registered in the usual 
way. 

(5) The amount to be collected should, where desired, include the 
C.O.D. fees and postage as well as the price of the goods. 

(6) A Posting Certificate Book should be kept which will be 
stamped by the Post Office when parcels are handed in to them for 
delivery. 

(7) If the goods are refused by the consignee, the parcel is 
returned to the sender by the Post Office. 

The book-keeping system for dealing with C.O.D. transactions 
will depend upon their value and number in each particular concern. 
The following may be given as a basis, to be amended where neces- 
sary to suit the particular circumstances. 

(i) A C.O.D. Day Book should be kept with columns for — 

{a) Date of despatch, 

(b) Name and address of consignee, 

(c) Description of goods, 

(d) Price of goods per invoice, 

(e) Postage, 

(f) C.O.D. fees, 

(g) Total amount due from consignee per Trade Charge Form, 

(^) Trade Charge Form serial number, 

(j) Date cash received. 
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{j) Goods returned, 

(ft) Postage and fees on returns (where included in the charge), 

(/) Remarks, 

and columns for reference to invoices, folios, etc., as desired. 

(2) Receipts from Trade Charge Money Orders should be entered 
in a C.O.D. Cash Received Book, the total of which is entered 
periodically in the Main Cash Book. 

(3) A C.O.D. Total Account should be kept. 

(4) Postings will be as follows — 

(i) Day Book 

Column {d) Dr. C.O.D. Total Account 

{e) (i) if charged to customer — 

Dr. C.O.D. Total Account 

(2) if not so charged — 

Dr. Postages 
(/) as for column (e) 

{j) Dr. Sales Cr. C.O.D. Total Account 
(ft) Dr. Postages Cr. C.O.D. Total Account 

(ii) Cash Received Book 

Dr. Cash Cr. C.O.D. Total Accoimt 

(5) The balance on C.O.D. Total Account will show the amount 
of Trade Charges outstanding. Suitable provision should be made, 
when accounts are prepared, for damages in transit (unless covered 
by insurance) and goods refused. 

Illustration. A sends out the following goods C.O.D. during the 
month of January — 


Cr. Sales 
Cr. Cash 
Cr. Cash 



Price 

Postage 

C.O.D. 

Fees 

Cash 

Received 

Goods 

Returned 

Jan. 2 X . 

£ 

5 

5. d. 

I 6 

s, d. 

I 2 

Jan. 6 


9 Y . 

4 

I 0 

I 2 

15 


II P . 

10 

2 6 

I 4 


Jan. x8 

20 Q . 

3 

I 3 

I 2 

27 


30 Z 

8 

9 

I 4 

Outst^ding 


A charges both postage and C.O.D. fees to his customers. Show how 
these transactions would be dealt with in A’s books. See page 222. 

C.O.D. purchases. These will be dealt with in the same way as 
ordinary purchases through the Petty Cash Book or through a C.O.D. 
Pa5mients Book. A strict system of internal check is imperative 
in order to avoid fraud, but this is outside the scope of this book. 



Day Book 



222 


^ The balanoe brought down against Z has already been debited to C.O.D. Total Account in the January total. It is. 
therefore, ruled off in order to prevent its being included in the February total as well. Alternatively, the Day Book 
could be provided with extra colunms for dealing with outstanding items, as shown previously in relation to Goods 
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Df, C.O.D. Total Account Cr. 


19.. 


£ s. d. 

19.. 


£ s, d. 

Jan. 31 

To Sales . 

30 0 0 

Jan. 31 

By Cash 

12 7 3 


„ Cash (Post- 



„ Returns 

10 0 0 


ages) 

7 0 


„ Postages . 

3 10 


„ Cash(C.O.D. 



„ Balance 



Fees) 

6 2 


c/d 

821 



£30 13 * 



£30 13 2 

Feb. I 

To Balance b/d 

M 

00 





VOYAGE ACCOUNTS 

It is a practice among shipowners to ascertain the results of 
each voyage of a chartered ship separately. To do this a Voyage 
Account is prepared, which is merely a Profit and Loss Account 
covering the period of the particular voyage. For this purpose the 
“voyage" is taken as the outward and return journeys of the vessel. 

The preparation of the Voyage Account should present no 
difficulty as it is essentially a Profit and Loss Account. The follow- 
ing points, however, peculiar to Voyage Accounts, should be noticed. 

(1) Brokerage and Commission, In addition to the Port charges, 
duties, harbour wages, and other expenses on the voyage, a broker- 
age to the charterers' agent is usually paid, and frequently an 
“address" commission to the charterers themselves, both these 
commissions being computed on freights earned. Frequently the 
managers may be entitled to a conunission on freights earned. 

(2) Insurance, The charges against the voyage must be exactly 
applicable to the particular voyage, e.g. a ship may be insured for 
a whole year, but the amount clmgeable against the voyage must 
be such portion as is applicable to the duration thereof. 

(3) Stores. Similarly, a stock of stores may be bought for use 
during the voyage, and on the ship's return the stores on hand must 
be brought into account. 

(4) Depreciation. Such items as depreciation on ship and tackle, 
repairs, renewals and replacements thereof, must be charged in 
order to ascertain the true results of each voyage. 

(5) Passengers, The freights earned may be supplemented by 
passage moneys in respect of passengers carried. 

($) Shares of Ships. Every British ship is divided into 64 shares 
and each share may be owned by not more than five persons. 

Illustration. The steamship Travancore was chartered on 29th 
September, 19.., to carry tin from Southampton to Lisbon at 
15s. per ton, and on the return journey to carry wine from Lisbon 
to Liverpool at 30s. per dozen casks. The vessel was insured on 
25th March, 19. ., for a year in advance, premium bdng £1,200. 
From the following particulars prepare Voyage Account, the 
vessel arriving in Liverpool on 31st October, 19. . . 
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Freight carried, 1,200 tons of tin to Lisbon and 800 dozen casks 
of wine from Lisbon. 

Sundry disbursements for voyage (including port charges, 
harbour wages, coal, captain's expenses, etc.), £1,217. Stores 
bought, £132. (N.B. Stock in hand 29th September, £52; 31st 
October, £64.) 

Address Commission 2 per cent on freight earned on outward 
journey; 3 per cent on freight earned on inward journey. 

Brokerage of 4 per cent to charterers on freight earnings for whole 
voyage. Managers to receive 5 per cent on net profits after charging 
such commission. 

Passage money from passengers amounted to £112 on the out- 
ward journey and £98 on the inward. 

The written down value of the ship and tackle is £25,200. Deprecia- 
tion is to be provided at 10 per cent per annum (calculate in months). 

Before distributing the profit the sum of £180 is put to Reserve. 

S.S. “Travancore” 

Voyage No. . 29th September, 19. to gut October, 19. . 


To Sundry Diabunementa (port 
charges, coal, wages, etc.) . 
„ Stores (52 + 13a - 64) . 

„ Address Comnussioa — 

Outward 2 per cent on £goo 
Inward 3 pw cent on £i,aoo . 1 
„ Brokerage 4 per cent on £a,xoo 
„ Insurance Vi, ol £1 ,300 . 

„ Depreciation (1 month) . 
„Balwce 


To Managers* Cominisslon (5 per 
cent on £300) 

„ Reserve 
„ Net Profit (divisible as to £5 
per share). 



£ 

By Freights earned — 



x.ai? 

1,200 tons of tin at Z5S. to 



zao 

Lisbon .... 



18 

t 

800 dot. casks of wine at 30s. 
to Liverpool . 

,, Passage Money — 



Outward .... 



100 

Inward .... 



3X0 



c/d 

3*5 




£a.3X0 




as 

By Balance 

b/d 


180 


330 




£ 3*5 








£ 

900 

Z,300 

na 

98 


£a.3xo 


£3a5 


PURCHASE TAX 

A full explanation of the working of Purchase Tax would be out 
of place in this book, but the following summary is given in order 
that the book-keeping entries required may be the better understood. 

(i) Purchase Tax applies to a wide range of goods and came into 
o{)eration on 21st October, 1940. It is administered by the Com- 
inissioners of Customs and Excise. 

Jhe tax is charged at var5dng rates and the rate applicable 
classes of goods may be changed from time to time. 
Tnr wAre laid down by the Finance Act, 1948, viz. 33J, 66f, 


and 100 
the Finan' 

exempt. 



and two intermediate rates were introduced by 
1952, viz. 25 and 50 per cent. Some goods are 
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(3) The tax is charged when goods pass from a registered trader 
(usually the wholesaler) to an unregistered trader (usually the 
retailer). In most cases the wholesale price is the value on which 
the tax is charged. Delivery charges to the buyer's premises, if not 
already in the price, must be added when calculating the tax value. 

(4) The tax is payable in such cases by the registered trader, who 
is entitled to increase the price so as to include the tax, which must 
be shown separately on the invoice. 

(5) Apart from being liable on the sale of chargeable goods to 
an unregistered person, the registered trader is liable for tax on 
chargeable goods transferred to a separate retail branch or section of 
his own business or appropriated to other purposes, e.g. private use. 

(6) Registered traders are not liable for tax on ^es to other 
rostered traders, nor to overseas buyers, nor to certain govern- 
ment departments. 

(-7) Returns are required by the Commissioners in respect of each 
calendar quarter’s trading. Such returns must be made — and the 
tax paid — within one month of the end of each quarter. 

(8) The following concessions are allowable, usually subject to 
confirmation — 

(a) Small quantities of free trade samples. 

\h) Bad Debts in certain cases. 

(c) Returns, and Allowances for defectives and losses in transit. 

(d) Cash discounts available to buyers generally, the tax being 

charged on the net cash price (but, of course, no discount can be 

allowed on the tax itself). 

These concessions, however, apply only to registered dealers. 
Once the goods have passed to an unregistered person, the tax 
becomes merged in the price. Applications for relief in respect of 
Bad Debts may only be made by registered persons and no abate- 
ment of tax is allowable for loss or damage to goods in retail stock. 

(9) In the event of the bankruptcy or liquidation of a registered 
person, Purchase Tax is a preferential debt (vide Finance Act, 
1942, Section 20, and Companies Act, 1948, Section 319), if due up 
to twelve months prior to the Receiving Order (in Bankruptcy) or 
the commencement of the liquidation which will be the date of the 
resolution in Voluntary Liquidation or the date of the Court order 
or appointment of provisional liquidator in Compulsory Liquidation ; 
or where there is a Receiver for Debenture Holders by way of 
floating charge the date of appointment of the Receiver, or where 
Delbenture Holders take possession the date of taking possession. 

Accounting entries. All registered persons are required to keep 
such records of their dealings in chargeable goods as will enable them 
to compute the proper tax chargeable and to pay such tax to the 
Commissioners at the due time. The actual record must vary with 
and be adapted to suit the requirements of each particular concern. 
They must, however, show, in regard to purchases, whether the 
goods were received tax-free under a registered number or tax-paid 
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and, in regard to sales, whether the goods were sold tax-free for 
export or to other registered traders, etc., or tax-paid. Where 
there are internal transfers of goods during manufacture or as 
mentioned in (5) above, special records will be required. 

In regard to ordinary tax-inclusive sales and purchases, the 
following procedure is recommended — 

(z) Sales by registered trader (e.g. wholesaler) to unregistered 
trader (e.g. retailer). 

(a) Separate columns should be provided for Purchase Tax in the 
Sales Day Book, Returns Inwards Book and, if desired, in the 
personal accounts in the Sales Ledger. 

(ft) A Purchase Tax Account should be opened in the Nominal 
Ledger. 

(c) The ordinary sale price will be dealt with throughout in the 
usud way. The Purchase Tax on each sale will be entered in the 
special column in the Day Book, the amount agreeing with the tax 
shown on the invoice, and will be posted to the (special column on 
the) debit side of the customer’s account. Credits for returns, etc., 
will, muiatis mutandis, be dealt with similarly. 

{d) The total of the Purchase Tax columns in the Day Book and 
Returns Book will be posted periodically (e.g. monthly, but certainly 
at the end of each calendar quarter so that the necessary returns 
may be prepared) to the credit and debit respectively of the Purchase 
Tax Account. This latter account will be debited, and Bank (or 
Cash) credited, when payment is made to the Commissioners. 

(«!) Receipts from customers will be entered in the Cash Book and 
posted to the credit of the respective accounts in the Sales Ledger 
in the usual way. 

(/) When Bad Debts are written off, assuming that the wholesaler 
is allowed to write off the tax owing, the balance of the Purchase 
Tax in the customer’s account will be transferred to the debit of 
Purchase Tax Account, thus reducing the amount payable to the 
Commissioners. 

(g) For Balance Sheet purposes, Sundry Debtors' balances ex- 
tracted from the Sales Ledger will consist of two parts — [a) goods 
and (ft) tax. The balance of Purchase Tax Account, being the 
amount owing to the Commissioners, will appear as a liability. 

(2) Purchases and Sales by unregistered trader^ (e.g. retailer). 

{a) Separate columns should be provided as in (i) aboveV 

(ft) The total of the Purch^ Tax column in the Purchases Day 
Book win be posted periodically to the debit of Purchase Tax 
Account, and vice versa in respect of Returns. 

(c) The tax column total in the Sales Day Book and the purchase 
tax on cash sales, will be credited to Purchase Tax Account. 

^ The retailer is not bound by law to keep separate records of Purchase Tax, 
bht some do so to enable them to check the trae gross profit earned. 
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(d) The balance of the Purchase Tax Account at the end of the 
accounting period should equal the tax on stodc in hand and 
will be carried down by crediting Purchase Tax Account "above the 
line " and debiting it " below the line/’ The balance will appear on 
the Asset side of the Balance Sheet as a subheading of Stock. 

(e) Alternatively, when circumstances do not permit the appor- 
tionment of Cash Sales Receipts between tax and ordinary sale price, 
the following procedure may be adopted — at the end of the account- 
ing period when stock is taken, the stock sheets will show in a 
separate column the amount of tax on the stock. This figure will 
be credited to Purchase Tax Account as before and carried down. 
The balance on Purchase Tax Account will now be transferred to the 
d^bit of Cash Sales Account, to which the gross receipts have been 
credited. The balance of Cash Sales Account will be transferred to 
Trading Account. 

Ihustration. Show how, as regards Purchase Tax, the following 
transactions would appear in the books of a wholesaler who is 
registered for Purchase Tax purposes — 



Sales 

Tax 

Sales Day Book Totals ...... 

£ 

30.000 

£ 

12.000 

Returns Inwards Book Totals ..... 

6,000 

1,000 

Opening Debtors ....... 

7,000 

2,000 

Closing Debtors ........ 

9,000 

3,000 

Cash received from Debtors ..... 

20,000 

9.800 

Discounts Allowed ....... 

1,000 

Bad Debts ........ 

Purchase Tax owing to Commissioners — 

1,000 

200 

At beginning ....... 


4,000 

At end ........ 


3,800 

Purchase Tax paid during period .... 


11,000 


Dr. Sundry Debtors Cr. 



P. Tax 

Sales 


P. Tax 

Sales 

ToJ^alances b/d 
,. Sales . 

£ 

2,000 

12,000 

£ 

7,000 

30,000 

By Returns 
,, Cash & Disct. 
., Bad Debts . 
,, Purchase Tax 
Account . 
„ Balances c/d 

£ 

1.000 
9.800 

200 

3.000 

6.000 
2t,000 

1.000 

9,000 


pSSBSa 

£37.000 


£14.000 

£37.000 

To Balances b/d 

3.000 

9,000 
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Df. PuKCHASB Tax Cr. 


To Returns 
„ Bad Debts . 

„ Cash .... 
„ Balance c/d 

o o o o 

2090 

srt 0 « 0 « 

M 

By Balance b/d 
„ Sales .... 

£ 

4.000 

12,000 


£16,000 


;Jl6,000 



By Balance b/d 

3,800 


Illustration. The following figures are from the books of X, a 
retailer not registered for Purchase Tax purposes, at the end of his 
first year of business. Show how they would appear in his final 
accounts. X wishes to keep separate records of Purchase Tax. 


Purchases 
Sales (all cash) 
Closing Stock . 


Dr. 


To Purchases 


Gross 

Purchase 

Tax 

Net 

£ 

£ 

£ 

1.730 

460 

1,270 

1,810 

— 

— 

217 

60 

157 


Trading Account (includes) Cr. 



Balance Sheet (include.s) 



Stock at cost 

T " 

157 

£ 


Purchase Tax . 

60 

217 


The rough accounts will be — 

Purchases Cr. 


To Sundries 


By Trading Account. 

£ 

£^,^70 






Sales Cr, 


To Purchase Tax 

Trading Account 

£ 

400 

1,410 

By Cash .... 

00 

M 

0 


;£l.8io 


£ifiio 
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Dr. Purchase Tax Cr. 



£ 


£ 

To Sundries 

460 

By Balance c/d 

60 



Sales .... 

400 


£^60 


£a^ 

To Balance b/d 

60 




P.A.Y. E. 

The system of collecting Income Tax from employees known as 
Pky As You Earn or P.A.Y.E. has been in force since the beginning 
of the year 1944/45. Under this system the employer must deduct 
from wages paid the amount of Income Tax found by reference to 
the official Tax Tables applicable to the code number allotted to 
each employee, the code number being based on the allowances to 
which the employee is entitled. 

The deductions, which are made weekly or monthly according, in 
general terms, to whether the basis of payment of remuneration is 
by reference to the week or month, are provisional only, in the sense 
that {a) they are based on moneys payable and not necessarily on 
earnings, and (6) the coding only approximates to the allowances 
available. After the end of the tax year, the Revenue will issue 
a notice of assessment based on earnings and allowances, showing 
the tax liabihty against which will be set off the total tax deducted 
during that year. The latter should agree with the sum shown on 
the official tax deduction card which is kept by the employer for 
each employee and also on the certificate of tax deducted, issued to 
each employee at the end of the tax year. 

It may be noted that the employer is not concerned with the 
accuracy of the code number : his task is to make the tax deductions 
in accordance with the code numbers given to him in respect of each 
employee by the Inland Revenue. 

Accounting entries. There is no set method of accounting for 
P.A.Y.E. provided that the wages and the tax deductions (less 
refunds, if any) are clearly shown and that the latter are fully 
accounted for and agree with the sums shown on the Tax Deduction 
cards. The basic entries are — 

Debit Wages with the gross amount. 

Credit Cash with the net wages paid. 

Credit P.A.Y.E. (or C,I.R.) with the tax deducted. 

When the tax deducted is handed over to the Inland Revenue, the 
entries will be — 

Debit P.A.Y.E. (or C.I.R.). 

Credit Cash. 

The exact manner of canying out these entries will depend upon 
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the circumstances in each case; there are many methods in use, 
two of which are — 

(1) On the credit side of the Cash Book are entered net wages 
paid and, in a special colunm, tax deducted. The two entries are 
together posted to the debit of Wages and/or Salaries. The monthly 
total of the Tax deducted column is posted to the credit of P.A.Y.E. 
Account. 

(2) The gross wages are debited to Wages and/or Salaries and 
credited to Cash. Tax deducted is debited to Cash and credited to 
P.A.Y.E. Account as before. 

The Wages Book (in addition to the usual columns for N.I. 
and other deductions) will be ruled with two columns, one for tax 
deductions, the other for tax refunds. The wages and tax figures 
will either be summarized in a separate book or carried forward 
cumulatively, week by week, up to the last pay day before the 6th 
of April of each year. These summarized or cumulative figures 
should agree with the tax deduction/refund figures on the employees* 
cards, subject to adjustment for employees who have left during the 
year, and, in the case of new emplo57ees during the year, subject to 
the amounts introduced on to the cards (in respect of the previous 
employment) in accordance with the notification by the Inland 
Revenue. 

Illustration. Assuming that A employs three assistants, B, C, 
and D with weekly wages of £3, £4 and /6, respectively, the tax 
deductions being- 



1 st Week 

2 nd Week 

yrd Week 

B 

ll- 

21- 

1 /“ 

C 

2 /- 

Refund 

th 

3/- 

D 

6/- 

61- 

5h 


show the entries in the Wages Book. 
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There are many wages sheets specially printed to economize space 
^x^d writing. 

To ascertain the tax to be deducted or refunded each week, refer- 
ence must be made to the appropriate week in the Tax Tables 
which will show the total tax payable on the total wages from the 
first week in the tax year (e.g. 6th April to 12th April) to the week 
in question, so that the tax deduction (or refund) will be the amount 
shown in the Table less the net total of tax deducted to date, or 
plus the net total of refunds. 

, Where the payments are monthly the card is built up monthly 
(je.g. 6th April to 5th May) instead of weekly. 

\ In consequence of the operation of P.A.Y.E. a ''free of tax" 
s^ary to an employee must be "grossed" for the purpose of entering 
in\ the pay card and accounting to the Inland Revenue for the tax 
deducted on the notional gross remuneration. 

illustration. X is employed at a salary of £900 per annum, free of 
incbme tax, payable quarterly on ist April, etc. The tax for this 
purpose is that paj^able on the gross salary after deducting all 
allowances to which the employee is entitled, except that these are 
to be reduced by any other income to which the employee may be 
entitled. (In other words, he will bear Income Tax on his private 
income at the Standard rate.) X has untaxed Interest £159, and the 
net annual value of his residence is £22. He is married with two 
children under 16. 

Show the gross income, tax deductions, and tax liability for 1953-54. 

The income to be set off against his personal allowances is — 


N.A.V 

22 

Untaxed Interest ..... 

159 

Family Allowance (i child) ^ . 

. 21 

Less g Earned Income Allowance. 

5 


— 16 


£^97 


The allowances to which X is entitled (in addition to Earned Income 
Allowance) are — 


Personal Allowance ...... 

Children ........ 

National Insurance Contributions .... 

. 2X0 

. 170 

9 

■-> 

£ 3 i 9 

The net allowances to be placed against salary 

Less set off against other income . 

i 

' 389 

. 197 



The gross salary is therefore £900 plus the Income 
^ 8s. per week for the second child. 

Tax lial^ty 
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thereon, after allowing deductions of £192 plus Earned Income 
Allowance. The Income Tax calculation is shown below, T .standing 
for Tax. 

T = I02i »+ ^ (900 + T) - 192 - 40oj 

_ + 2 (6.300 

jT -922) + J,(7T + 972) 

I8OT = 18,450 + 63T + 8,748 
II7T = 27,198 
/• T = £233 (to nearest £) 

Hence the gross remunerabon is £900 + £233 = £1,133 nearest£. 

The tax liability will rarely work out exactly because the assess- 
ments are made on the basis of the nearest £, the Earned Income 
allowance being also to the nearest £ or los. As regards the tax 
deductions, these are not exact because the codings are based on 
“ranges*' of allowances, e.g. for 1953-54 where the personal allow- 
ances are between 190 and 192, the coding is the same [56] so that 
if the personal allowances are actually lower than the top figure 
(in this instance lower than 192) there will be an under-deduction ; 
and as the tax deductions in the Tax Tables are also in “ranges" 
and not shown for exact remuneration, the latter, if falling between 
two amounts, must be taken on the smaller, which will result in an 
under-payment. These under- or over-payments will be adjusted 
after the end of the tax year, in the event of an over-deduction, 
either by repayment at the request of the taxpayer or by amending 
the coding for the year but one following if the taxpayer does not 
claim repa5mient, and in case of an under-deduction, by payment of 
the balance if required by the Inspector or by adjustment of the 
coding in the year but on^ following as above. The tax deductible 
in the Tables is given to nearest shilling, but this wiU not cause 
a cumulative difference between the exact tax and the Table tax, 
as an under- or over-deduction arising from this cause will be auto- 
matically remedied in subsequent weeks or months. 

* As the tsx on the first £^00 of taxable income is 3^102 los., the calculation 
shows this to be £io2\^ and £^00 is deducted in arriving at the remaining tax. 



PACKAGES, GOODS ON APPROVAL, C.O.D., VOYAGE ACCOUNTS 233 


X's Income Tax position is — 





Total 



Employ- 


Set-off 


ment 

Salary . 

£ 

£ 

£ 

£ 

1.133 



1.133 

Family Allowance 

21 

21 


Untaxed Interest 

159 

159 




N.A.V. . 

22 

22 


. — 

Less — 

1.335 



1.133 

Earned Income Allowance — 





: 4 X . . 256 


5 

251 


National Insurance 9 


9 



\ Personal Allowance , 210 


188 

22 


Children's Allowance , 170 

645 

202 

170 

443 



Nil 


£690 



£ s. d. 



Tax payable — 





£100 at 2s. 6 d. 

12 10 



;£i 50 at 5 S. 


37 10 



;fi 5 o at 7 s- 


52 10 



£2go at 9s. 


130 10 



£690 






The code number will be found by reference to the official schedule 
on the basis of allowances of ^^192, not ;f443, as the coding gives 
effect to the Earned Income Allowance, i,e. Code 56. 


The pay card will be as follows (in essential detail only) — 



Gross Pay 
for Quarter 

Gross Pay 
to Date 

Free Pay 
to Date 

Total Tax- 
able Pay 
to Date 

Total Tax 
Due to Date 

Tax De- 
ducted 

, , 1953 

£ s. d. 

£ s. d. 

£ s, d. 

£ s. d. 

£ .. d. 

£ 2. d. 

July t . 

283 5 0 

283 5 0 

61 x6 0 

221 9 0 
442 18 0 

57 19 0 

37 19 0 

Oct. z . 

283 5 0 

566 10 0 

123 X2 0 

J15 19 0 

58 0 0 

, 1954 

Jan. 1 . 

283 5 0 

849 Z5 0 

1 

183 8 0 

664 7 0 

174 5 0 
231 18 0 

58 6 0 

Apr. I . 

283 5 0 

1,133 0 0 

247 4 0 

885 z6 0 

37 13 0 


The tax deducted £231 i8s. as against the true liability of ^^233 
shown in the assessment represents an underpayment which will 
be adjusted as already descril^d. (In practice, small underpayments 
are usually ignored by the Inland Revenue.) 



CHAPTER X 

SELF-BALANCING LEDGERS AND SECTIONAL 
BALANCING 

Where numerous Ledgers are utilized by a concern it will naturally 
follow that it may be of the utmost difficulty to trace book-keeping 
errors which disturb the agreement of the Trial Balance and con- 
sequently impede the construction of the Final Accounts. In order 
to reduce to a minimum the trouble of, or the time involved in, the 
localization of errors, the system of Self-balancing Ledgers, or 
Sectional Balancing, is employed. 

The two terms are often employed S3monymously, but strictly 
the former applies to one method only (see footnote page 237). 

The advantages of Sectional Balancing are — 

(1) It provides a proof of the total arithmetical accuracy of the 
book-keeping entries in any Ledger. It must be appreciated, how- 
ever, that the proof of a Ledger by means of sectional balancing 
provides only such proof of its accuracy as does the Trial Balance 
of the accuracy of the complete set of books. Thus, compensating 
errors, postings to the correct side of the Ledger but to wrong 
accounts, and errors in the books of original entry continued through 
the Ledgers, will not be disclosed. 

(2) In conjunction with other precautionary measures employed 
in a sjrstem of internal check, it may serve as a check on the honesty 
of the Ledger-keepers. 

(3) It is of material assistance in the location of errors which, 
causing the books to be out of balance, may impede the preparation 
of the Final Accounts and may take a considerable amount of time 
to discover, particularly where there are many Ledgers in use, as 
the Ledger in which the error is located may not be checked until 
all the others have been scrutinized. 

(4) The preparation of draft annual or periodical accounts pending 
the extraction of the schedules of debtors and creditors may be 
proceeded with. 

The Construction of Total or Adjustment Accounts. The systems 
designated by these titles are extremely simple in {arindple, though 
it must be admitted that care and patience are demanded where 
there are numerous Ledgers in use. 

A total account is a replica in summarized form of all the detailed 
entries in ti^ Ledgo' to which it refers. The balance of such Account 
diould be similar to the total of the detailed balwces of the Ledger. 
Should the balance of the Total Account not agree with the total 
of the individual balances in the Ledger, it will be known that a 
mistake has bemi made in the compilati<m of the Total Account or 

*34 
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that errors hav^ been made in the casting of books of original 
entry or in the posting of the individual items to the Ledger. 

The practice of Sectional Balancing is generally confined to the 
Purcha^ and Sales Ledgers although theoretically the principle 
may be extended to all the Ledgers. 

Analysis of Subsidiary Books. It is essential, where it is desired 
to construct Total Accounts, that every entry in the Ledger shall 
have a complement^ entry in some book of original entry which 
is capable of anal)^is. The way in which the subsidiary books are 
analysed will depend upon the number of Ledgers in use and the 
dumber of entries to be posted to each Ledger in each particular 
cbncem. Obviously, the system must be adapted to fit particular 
needs. 

In cases where there are few Ledgers in use, each subsidiary book 
will have columns for the different Ledgers so that an amount 
po^ed to a particular Ledger will be inserted in the appropriate 
column. As a result, the total of the postings to a particular Ledger 
will be shown in total form in the column used for that purpose in 
each subsidiary book. 

However, where the items posted to the Ledgers are few in number 
it may be considered unnecessary to have the subsidiary books 
specially ruled with analysis columns. Bold index letters may be 
written beside the folio number against each item, if necessary in 
different coloured inks for different Ledgers, and at the end of suit- 
able periods all the individual items posted to different Ledgers 
may be summarized into their respective groups. 

On the other hand, where the items to be posted are very numerous 
it may be advisable to employ completely separate books for each 
Ledger, thus dispensing with the analysis columns. 

In the case of mechanized accounting, analysis is simplified by 
the fact that the required totals can be produced by the machine as 
the postings are made. 

The individual subsidiary books will now be considered. 

(a) Cash Book. Besides the ustial three columns for Discount, 
Cash and Bank, it will be necessary to provide columns for the 
different Ledgers for which it is desired to prepare Total Accounts. 
The total amount of Cash plus Discount, or of Bank plus Discount, 
posted to individual accounts will be extended into the analysis 
columns. 

jGnustration. Cash has been received from the following cus- 
tomers — 

I £ 24, discount Sales Ledger A*-L 

E *» t$ It A“"L 

E £ 43» *1 •» ** M— Z 

B £ 7X. t. .. I. A-L 

S £2ZOf „ 3^6. „ „ M— Z 

There axe two Sales Ledgers, A-L and M-Z. 
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The debit side of the Cash Book will be as follows — 



The total of the discount column will be dealt with in the ordin- 
ary manner, and the Cash will be balanced off as usual. The totals 
of the A-L” Ledger column and of the "M-Z"' Ledger column will 
be carried to the credit of the Adjustment (or Total) Accounts 
maintained for those Ledgers, in addition to the posting of the 
items to the credit of the individual personal accounts. Where it is 
not possible to have sufficient columns in the Cash Book itself, 
subsidiary Cash Received Books will be used, the totals of which wiU 
be entered periodically in the Main Cash Book and posted to the 
relative Total Accounts. 

(d) Day Books. The Day Books (Purchases and Sales, Purchases 
Returns and Sales Returns, Allowances, etc.) will be analysed in a 
manner similar in principle to the Cash Book, viz. by the use of an 
extra column for each Ledger employed, or by the use of separate 
books for each Ledger or group of Ledgers. 

(c) Journal. Items of an extraordinary nature which are recorded 
in none of the other books of original entry must be recorded in the 
Journal, which must be analysed just as the other books for the 
purpose of the preparation of Total Accounts. Items such as Bad 
Debts written off, Interest charged on accounts, and transfers 
from one Ledger to another must all be recorded in some book of 
original entry, and since they are not to be found in any other 
book, will be entered in the Journal. 

Where transfers are of frequent occurrence, it is sometimes foimd 
that a special Transfer Journal is employed to record them, as great 
confusion is likely to arise where transfers are improperly recorded. 

The Journal may be ruled with analysis columns, or may be 
analysed by the medium of index letters, etc. 

Illustration. Robertson keeps three Sales and two Purchases 
Ledgers. Johnson both buys from and sells to Robertson, and it is 
agreed to set off a debt of ^30 due by Johnson to Robertson against 
an amount owing by the latter to Johnson. Johnson's debit appears 
in Sales Ledger 3 and his credit in Purchases Ledger 2. Furthermore, 
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an amount of ^40 has been credited to Williams in Sales Ledger 3 
instead of to Williamson in Sales Ledger 2. 

Show the Transfer Journal in Robertson's books in respect of 
these matters. 

Robertson's Books- 


Transfer Journal 





Debits 

Credits 





Sales 

Ledger 

Purchases 

Ledger 

Sales 

Ledger 

Purchases 

Ledger 


Date 

Details 

Fol. 

z 

2 

3 

I 

2 

I 

2 

3 

I 

. { 

Fol. 


Johnson — Set-ofi 
Williamsou — 
Correcting entry 
posted to Williams 
m error 


£ 

\ 


40 

£ 

£ 

30 

£ 

£ 

40 

£ 

30 

£ 

£ 



When the books are closed off the balances of the Total Accounts 
will be equal to the sum of the balances in the Ledgers to which 
they relate, provided that — 

(1) Whatever entry is made in a Ledger finds its way to the correct side in 
the Total Account; 

(2) Whatever entry is made in the Total Account of a Ledger has been 
correctly recorded in the Ledger itself. 

Balancing Methods. There are three methods of dealing with 
Sectional Balancing — 

(1) To prepare a Total Account for each Sales and Purchases 
Ledger by way of Memorandum only, serving to prove in total 
the separate balances in each Ledger. The Total Account includes 
the component items on the same side as in the Ledger to which it 
relates. Such a Total Account does not appear as an item in the 
Trial Balance. 

(2) To prepare Total Accounts as an integral part of the Double 
Entry system, such accounts displacing in the Trial Balance the 
individual personal balances of the Ledgers to which they relate. 
The Total Account being the epitome of the Ledger to which it 
refejs will include the component items on the same side as that on 
which the separate items appear in the Ledger. 

(3) In order to incorporate in the Double Entry system both 
the balances of the Ledgers and the balances of the Total Accounts, 
two Total Accounts are prepared, the component items being 
exactly opposite. ^ 

The Total Accounts will appear — 

(a) At the back of each Ledger, the items being written up on 
The term *' Self-balancing Ledgers ** is particularly applied to this method. 
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the OPPOSITB side to the detailed oitries in the personal accounts 
in the l^edger ; and 

(i) In the Nominal Ledger, the items being written up conversely 
to («), i.e. on the same side as the detailed entries in the personal 
accounts in the Ledger. 

Illustration. Assuming that sundry balances are : Debits, ^1,200 ; 
Credits, £1,930; excepting Sales linger balances amounting to 
£730, the Trial Balance will be — 

Methods, i. 2. 3. 



In method (3) the Sales Ledger is ''Self-balancing" in that the 
credit of the Total Account (6) balances the total of the individual 
Ledger balances in that Ledger (a). 

The headings employed are — 

(а) Sales Ledger, 

(i) At the back thereof. “Nominal Ledger Adjustment 

Account" (Balance Credit). 

(ii) In the Nominal Ledger. "Sales Ledger Adjustment 

Account" (Balance Debit). 

(б) Purchases Ledger. 

(i) At the back thereof. "Nominal Ledger Adjustment 

Account" (Balance Debit). 

(!’) In the Nominal Ledger. "Purchases Ledger Adjustment 
Account" (Balance Credit). 

It will seen that the totals extracted from the subsidiary 
books will in each method be posted to the same side of the Total 
Account as if posted to the individual Ledger Account — and to 
the reverse side also if Method (3) be adopted, e.g. aj^snmin g that 
receipts from Debtors are £1420, the postings of that Total (from 
the analysis column in the Cash Book) will be — 

(1) To "Sales Ledger Adjustment Account" in Nominal Ledger 
(CREDIT side). 

(2) To "Nominal Ledger Adjustnient Account" in Sales Ledger 
(DEBIT side). 

In the absence of errors, the balance as shown by the Total or 
Adjustment Account should equal the sum of the individual 
ba&nces of the Ledger in question, but occasionally debit balances 
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are found in the Purchases Ledger as well as credit balances; and 
credit balances in the Sales Ledger in addition to debit balances. 
The balance of the Total Account will then only equal the net 
balance of the Ledger. The usual practice is to bring down on 
the Total Account the totals of the debit balances and of the credit 
balances on the ledger to which it relates, but if the Trial BaJance 
is prepared before the detailed balances of the Sales Ledgers are 
known, it is possible to bring down only the net balance of the 
Total Account. (The use of the reflective Total Accounts is 
extremely rare, and in fact the duplication of the Total Account in 
reverse is unnecessary.) 

Illustration. Total Accounts are employed in the business of X 
in relation to the Sales Ledgers A and B. The following are the 
material details — 



A. 

B. 


£ 

£ 

Opening Balances Df, 

1,250 

3.100 

Cr. . , . 

30 


Sales as per Sales Day Book 

3,120 

4 . 3^0 

Returns as per Returns Day Book 

317 

205 

Cash received as per Cash Book . 

2,005 

5.120 

Discounts allowed as per Cash Book 

130 

270 

Bad Debts written ofi as per Journal 

37 ^ 

425 

Provision for Bad Debts as per Journal 
Bad Debts, previously written off, now 

500 

600 

received as per Cash Book 

30 


Allowances as per Allowances Book 

42 

37 

Bills Receivable as per Bill Book 

130 


Bills dishonoured as per Cash Book 

50 


Closing Credit Balances 

72 

21 


The Transfer Journal contains a correcting entry in respect of £120 Sales 
which had been entered in error in the A Ledger analysis column in the Sales 
Day Book instead of in the B Ledger analysis column, although the item had 
been posted to the correct Ledger Account in B Ledger. 

Prepare Total Accounts. 

I. In the Nominal Ledger. 


Dr. Sales Ledger Adjustment Accounts Cr. 




A. 

/ 

B. 

t 



A. 

r 

B. 

r 

To Balances 

b/d 

1,250 

£ 

3,100 

By Balances . 

b/d 

£ 

30 

£ 

Sales . . . . 


3 .X 20 

4.310 

.. Returns 


317 

203 

.. Bills Receivable disbon- 


„ Cash and Discount 


2,135 

3,390 

»oured 


50 


., Bad Debts 


371 

433 

„ transfers 


ISO 

Allowances 


43 

37 

Balances 

c/d 


21 

.. Bills Receivable. 


130 





.. Transfers . 


ISO 






., Balances . 

c/d 

1,347 

1,494 



£4,493 

£ 7,351 



£4,493 

£ 7 # 33 X 









To Balances 

b/d 

X .347 

1,494 

By Balances . 

b/d 

73 

21 


(2) At the back of the respective Sales Ledgers the above items 
will all be repeated on the reverse sides, e.g. in A Sales Ledger the 
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balances on the Nominal Ledger Adjustment Account will be: 
Debit Credit 3£i,347- 

No/es. (z) The Bad Debts Provision does not concern the individual Ledger 
b^ances and the respective Total Accounts. 

(a) The receipt of Bad Debts written off is usually debited to Cash 
and credited direct to Bad Debts Received Account so that it does not 
affect the Total Account. Where, however, the receipt of such a Bad 
Debt written off is posted to a personal account the entries will be — 

(a) Dr. Cash : Cr. Personal Account. 

{b) Dr, Personal Account : Cr. Bad Debts. 

There will then appear in the Total Account the Personal Account 
items, i.e the same amount on both sides: (a) from the analysis 
column in the Cash Book; (b) from the Transfer Journal. 

An illustration of a Purchases Ledger Adjustment Account will 


now be shown. 

Illustration — £ 

Opening Balances Cr, . . 6,000 

Dr, .... 150 

Purchases as per Purchases Day Book . 9,000 
Returns as per Returns Day Book . 200 

Cash paid as per Cash Book . 8,700 

Cash received as per Cash Book . . 50 

Discounts received as per Cash Book . . 400 

Allowances as per Allowances Book . . 130 

Bills Payable as per Bills Payable Book . 250 

Closing Debit Balances . . . .100 

Transfers of Purchases to another Ledger . 20 


Prepare Total Accoimts. 

(1) In the Nominal Ledger. 

Dr, Purchases Ledger Adjustment Account Cr. 

Z50 By Balances b/d 

9, zoo „ Purchases 

aoo „ Cash . 

X50 „ Balances c/d 

250 
20 
5.300 

(CX3.130 

To Balances b/d By Balances b/d 

( 2 ) At the back of the Pmchases Ledger this account would 
appear in reverse form. 

Dr. Nominal Ledger Adjustment Account Cr. 


By Balances .... b/d 
„ Cash and Discount 
„ Returns .... 

„ Allowances 

,« Bills Payable 

„ Transiws .... 

„ ^alances .c/d 


ByBalaaeet . .|b/d 


£ 

150 

9,100 

aoo 

130 

350 

ao 

5.300 

^I5ii30 

too 



To Balances . b/d 

„ Cash and Discount 
„ Returns 
„ Allowances . 

„ Bills Payable 
„ Transfers 

„ Balances c/d 


£ 

6.000 

9.000 
50 

too 


£^5,150 

5.300 
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Although method (3) is theoretically the most correct as far as 
making the Ledgers self-balancing is concerned, one of the total 
accounts is obviously superfluous since it is merely a duplication of 
the other. This method is therefore rarely employed in practice. 
The most effective practical method is for a responsible official to 
keep a separate book, containing a Total Account for each Ledger, 
which is not accessible to the various ledger clerks. The Total 
Accounts will then serve as a good check on the work of the clerks. 

Other Uses of Total Accounts. The use of Total Accounts is not 
confined to Debtors and Creditors Accounts but is found in many 
other branches of accounting. 

jplxamples are: Share Capital Accounts; Dividend Accounts; 
Hii^e Purchase Accounts ; Double Entry Cost Accounts ; Goods on 
Sali or Return ; Solicitors' Accounts. In all these cases there is (or 
may be) a Total Account prepared on the principles already outlined. 

Sepret Accounts. It is a frequent practice to keep certain accounts 
secret from all but a few responsible higher officials — ^such accounts 
being Capital, Fixed Assets, Reserves, Profit and Loss, Taxation, 
Directors' Fees, Commissions, Dividends, and so on. This can be 
done by segregating the relevant accounts in the Private Ledger 
which is kept by one of the higher officials. It is obvious that, in 
order to maintain the secrecy, a separate or No. 2 Bank Account 
must be used and that a separate Cash Book must be written up and 
the relevant vouchers kept away from the normal business ones. 
All these must be kept secret from the general staff. 

In order that a Trial Balance may be extracted by the general 
staff without revealing the detailed balances in the Private Ledger 
and Cash Book, the latter will be represented in the Nominal 
Ledger (in which the general accounts are kept) by a Total Account, 
called the Private Ledger Adjustment Account, a corresponding 
Nominal Ledger Adjustment Account being kept in the Private 
Ledger. Provided that the two Adjustment Account balances agree 
(as they should do), the detailed Private Ledger balances may be 
substituted by one of the higher officials for the Private Ledger 
Adjustment Account balance appearing in the Trial Balance taken 
out by the general staff. Needless to say, a Trial Balance should 
first be extracted from the Private Ledger to ensure that the bal- 
ances of the accounts therein equal the balance of the Adjustment 
Account. 

^^5hen the system is first started, the asset and other debit balance 
accounts will be transferred to the Private Ledger by crediting the 
individual accounts in the Nominal Ledger and debiting Private 
Ledger Adjustment Account, then crediting Nominal Ledger Ad- 
justment Account and debiting the various accounts in the Private 
Ledger, and vice versa in respect of Capital, Reserves and other 
credit balance accounts. When it is desired to transfer cash from 
the General to the Private Bank account, the entries will be Dr. 
Private Ledger Adjustment Accoimt, Cr. General Bank Account, 
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Dr. Private Bank Account, Cr. Nominal Ledger Adjustment Account. 
Directors’ Fees, Dividends, etc., will be paid by debiting the respec- 
tive accounts in the Private Ledger and crediting Private Bank 
Account. 

When accounts are prepared, the general accounts in the Nominal 
Ledger will be closed off to the Private Ledger Adjustment Account, 
the entries appearing on reverse sides in the Nominal Ledger 
Adjustment Account in the Private Ledger, whence they wiD be 
transferred, along with the balances of the Private Ledger Accounts 
to the Profit and Loss Account. 

The system is sometimes operated with one bank account only, 
two or more Cash Books being used, one for secret entries and one 
or more for general transactions, the totals of the latter being 
periodically entered in the “secret" Cash Book. The disadvantage 
of this method is that it is obviously necessary to keep the Pass 
Book away from the general staff, since otherwise the private 
receipts and payments will no longer be secret, and therefore the 
checfang of the Pass Book must be done by one of the higher 
ofiicials. 



CHAPTER XI 
SINGLE ENTRY 


Single entty book'keeping is a term which is in many cases very 
loosely employed without any real regard to the exact nature of 
the brok-keeping system in question. Single entry is discussed in 
this chapter under two headings— 

(l) Pure single entry. 

(<2) Single entry in the popular sense. 

Pbre Sii^le Entry. Under this system the twofold aspect of each 
transaction as considered in the double entty system is ignored. The 
essential characteristic of this system is the keeping of Personal 
Accounts only ; that is, no Real or Nominal Accounts find a place in 
the books of account. Such a book-keeping method is incomplete 
and unsatisfactory and it is clear that accurate infonnation of the 
operations of the business is entirely lacking. 

When the pure single entry s}rstem is in use the profit or loss for 
a period is ascertained by comparing the capital at the end of the 
period with that at the beginning, adjustments being effected in 
respect of withdrawals or introductions of capital during the period. 
If the closing capital exceeds the opening capital, such excess is con- 
sidered to be profit for the period, and if the opening capital exceeds 
the closing capital, such excess is considered to be a loss for the 
period, subject to the adjustments mentioned above. Capital is, of 
course, the excess of assets over liabilities when considered for this 
purpose. 

Illustration. 

i 

Capital at 1st January, 19 . . .... 1,000 

Capital at 31st December, 19 1,500 

The profit for the year ended 31st December, 19. ., is therefore 
£500, i.e. £1,500 - £1,000. 

£ 

Capital at ist January, 19 800 

Capital at 31st December, 19 600 

The loss for the year ended 31st December, 19.., is therefo 
£200 {i.e. £800 - £600). 

Two very important points requiring adjustment in ascertaining 
the profits under pure single entry are additions to, and withdrawals 
of, capital. As explained above, any increase of capital during the 
period is considered as profit, and any decrease as loss; but capital 
introduced firom outside sources cannot be considered in the ught 
of profit, and must consequently be added to losses or deducted 
hom {vofits when ascertained as above, and withdrawals similarly 

*43 
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caxmot be considered as losses but must be either added to profits 
or deducted from losses. 

The rule in regard to the adjustment for withdrawals of capital 
may be shortly stated thus — In order to ascertain profit or loss 
withdrawals must be (a) added to the increase of capital or (b) 
deducted from the decrease of capital. 

Introductions of capital must be adjusted in exactly the converse 
manner, e.g. in order to ascertain profit or loss, introductions of 
capital must be (a) deducted from the increase of capital, or (6) 
added to the decrease of capital. 

The following example illustrates the principles enunciated — 


Illustration. 


Business 


Opening Capital 
Closing Capital 
Dravdngs 

Introduction of Capital 


The results of the businesses as regards profit or loss are as 
follows — 

Business A ; £z,ooo - ;^i,ooo j^i,ooo 4 - ;^400 - £^oo =■ £Boo Profit 

„ B : 3^2,000 - £2,200 =1 - 3^200 -j- 3^400 £^00 „ 

M C; 2 i, 5 oo- 2 i, 6 oo =* -3^100 - ^200 =* £300 Loss 

.. D: 3^1,200 000 «• 3^2004-^400-3^700 =3^100 „ 

Preparation of Statement of Profit. In practice, the following 
method is adopted — (i) The opening and closing statements of 
afiairs are compiled and from them the opening and closing capitals 
are obtained. As no records of Real Accounts are kept in the books 
such statements will have to be prepared from information supplied 
by the proprietor himself, and from such other data as may be 
available. (2) Totals are made of withdrawals and introductions 
of capital during the period. (3) The particulars so obtained are 
presented in double entry form by opening two accounts called 
^‘Statement of Profit" and "Capital Accoimt," and such are com- 
piled by applying the principles already outlined which may be 
summarized as follows — 


; follows — 


(u) Debit Statement of Profit and credit Capital Account for the 
opening capital ; vice versa for deficiency, i.e. where liabilities exceed 
assets. 

(6) Debit Statement of Profit and credit Capital Account for 
i;iwital.^introduced during the period. 

Ifi) Debit Capital Account and credit Statement of Profit for 
withdrawals of capital during the period. 

(d) Credit the Statement of Profit with the closing capital^ as 
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disclosed by the closing Statement of Affairs, and bring this figure 
down as a debit balance on this account. 

(e) Transfer the balance of the Statement of Profit to the debit (or 
credit) of Capital Account according as a loss (or a profit) has 
resulted. 

In subsequent years the same procedure as regards (&), (c), (d), ajxd 
(e) only will be followed, as the credit balande of Capit^ at the 
commencement of each year will equal the debit balance on State- 
ment of Profit brought down from the preceding year. 

The credit balance on the Capital Account will now be similar to 
the’ debit balance brought down on the Statement of Profit. 

T^e capital figure represents the excess of assets over liabilities, 
or Vies vrrsa, and the accounts may be presented in Balance Sheet 
form imder the heading of "Statement of Affairs." It is usual also 
to prepare a Statement of Affairs as at the beginning of the period to 
determine the amount of the opening capital. 

If it is desired to record Depreciation, Revision for Bad Debts, and 
similar provisions in the Statement of Profit, it is necessary to bring 
down the closing capital intact, i.e. at the full figure, to debit separ- 
ately the depreciation or other provision to the Statement of Profit, 
bringing such provision down separately as a credit balance, and 
finally to offset these balances and bring down the net balance on 
the Statement of Profit which will correspond with the balance 
shown by the Capital Accoimt. 

Illustration. X keeps his books on the single entry principle. The 
following information is disclosed — 


Assets and Liabilities 

ist Jan., 
19.. 

31st Dec., 
19.. 

Fixtures and Fittings . 



2,000 

£ 

2,000 

Stock ...... 



1,000 

1.250 

Debtors ... 



2,100 

3,400 

Cash 



150 

200 

Creditors 




1,900 

Bills Payable .... 



NU 

300 

Loan by Y 



Nil 

500 

Investments at 31st December, 19. . 



Nil 

1,000 


X has drawn £500 on account of his profits. Fixtures and Fittings 
are t4 be written down to £1,800 and the proprietor wishes to create 
a Bad Debts Provision of 10 per cent on debtors. 

A Statement of Affairs is drawn up at i$t January, 19. ., from 
which the opening capital is ascertained. The closing capital 
(before providing for depreciation and bad debts) will be obtained 
by deducting the liabilities from the assets, since the Capital Account 
is not ov^drawn, and from the information thus obtained a State- 
ment of rri)fit will be drawn up and finally a detailed Statement of 
Affairs at 31st December, 19. ,. 
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$TATtiflMiNr OF Affairs as at ist January. 19* 

Sundry Gfdditors 1,750 Fixtures and Fittings 

Balance, being Capi-{ Stock 

tal at this date 3»5oo Sundry Debtors 

Cash 


The capital at the close of the period is ascertained thus- 

Assets — I 

Fixtures and Fittings 2,000 

Stock . . 1,250 

Debtors 3.400 

Cash 200 

Investments 1,000 

Liabilities — £ 7»85o 

Creditors 1.900 

Bills Payable 300 

Loan by Y . 500 


Capital at 3i9t December, 19. ;^5,i50 

The Statement of Profit will be as follows — 

Statement op Profit for the Year Ended 
D r. 31ST December. 19.. 


Ju. X To Opening Capitacl Wd StSooliDec. 31 By Drawings 
D«.S» „ pe^ratlon_ . £aoo\^ {{ |1 Closing Capital . 


Bad Debts Pro- 
viikm . - 34Q .. 

BaUnoe — Net Profit 
tnnifomd to Capital 
Aooount . 


c/d 940 


To Closing Capital . 


*J«a> I To Balaneo 


Wd 5,150 


By Droreciatloii and Bad| 
I Debts Proviakm 
{ „ Balance . . 


19.. 

Dae. sx To Drawings . 
.. Balanoe . 


£ . * 9 -- 

500 Fan. X By Balanoe . hfd 

c/d 4,6 xo| Dec.jx „ Statement of l^fit— | 

Nat ProAt 


i,*9.-‘ 

|Jan. X By Balanoe 


1 Before providing for depreciation and bad debts. 
■ Following year. 



mosjA sinmy 

SnATWiutT oP KrpAna as ait anit l>wiiibc»sA^ x^«. 


, 


£ 

Slindry Craditan 


1,900 

Lpftn .... 


500 

Bills PkyaUd . 

Capital at itt Jan., 

‘£3.500 

Las l>awinf» 500 

3*000 

ildrfNet Profit . 1,610 


300 


4,6x0 

£ 7 , 3*0 


FixtuMandPittlsfi ^a«oQo| 
LMt iJvpmoiatioii . t 

Stock . 

Sundiy l>ebtofS . (£9^400] 
Lsu Provisioiii 34o| 


XovastsiBatc 
Caah . 


Hr 




iMo 


£T,Sw 


Sibdents should be very careful to avoid stating that one of the 
metwds of ascertaining profits and losses under pw^e single entry 
is byconversion to double entry, as this cannot be done when pure 
single^entry is in forcel Should, however, adequate records be avail- 
able, then the results obtainable arise from double entry and not 
single entry. 

Single Entry in the Popular Sense. Single entry in the popular 
sense or quasi single entry are terms covenng numerous s3rstems of 
book-keeping which, though differing one from the other in detail, 
are all characterized ^y one Common feature, viz. the lack of com- 
pleteness of the double entry. 

It may be that a Cash Book is kept, but no Day Books, even 
though the business is not entirely on a cash basis; or it may be 
that no Personal Accounts are kept, or that full Personal Accounts 
are written up on double entry lines, but no Nominal Accounts kept. 
In short, whenever the system employed is such that a Trial Balance 
cannot ensue from the books, it cannot be accurately described as 
a double ^Itry system. From this, however, it should not be in- 
ferred that because the formal Day Books are not kept that the 
full double entry results cannot be achieved, for many '* short cut 
methods are employed as a means to complete the double entry. 

Therefore, whenever a system is in force which goes beyond the 
keeping of Personal Accotmts yet falls short of a complete system 
of double ently, it may be designated quasi single ent^. It will 
usually be possible in the above circumstances to build up the 
double entry, i.e. to convert the partial douUe entry to a complete 
double entry. There are, then, two methods of ascertaining p^te 
and losses under a single entry system in its comprehensive sense — 

(1) l^ure Single Entry. By means of the Statement of f^o&t 
method as previously mentioned. Such a method will be adopted 
when the information is sufficient to enable one to find opening and 
closing anets and liabilities, drawings, and introduction of capital. 

( 2 ) Conversion to Double Entry. The number of entries necessary 
to complete the true double entry will vary according to the degree 
of completeness already existing in the books. A typi^ set of broks 
kept under a quasi single entry system commises-— Purchases, Pur- 
chases Returns, Sales, and Sales Returns Books, the it^rns femn 

9— (B,2o83) 
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which are posted in detail to the relevant' personal accounts, no 
posting being made of the periodical Day Book totals as no nominal 
accounts are kept ; a cash book ruled in the familiar three^column 
style in which all receipts and payments .are entered as made, to- 
gether with all discounts either received or^ allowed. The cash (and 
discount) received from debtors, and paid to creditors, are posted 
to the respective personal accounts, the items in respect of personal 
accounts alone being posted. To put such a set of books on a true 
double entry basis for an accounting period, the following procedure 
will be necessary. A Statement of Affairs at the beginning of the 
period must be prepared and all the items therein (except Debtors 
and Creditors, and Cash and Bank, which are already in the books) 
must be debited or credited to the appropriate accounts in the Nom- 
inal Ledger. All assets will be on the debit and all liabilities on the 
credit side of the books. The balancing item will be Capital Account, 
which may be a debit or a credit. Now, so far as relates to the 
entries at the commencement of the period in question, the books 
are in balance. The double entry in respect of all the transactions 
of the period must now be completed. 

The totals of the subsidiary books will be posted to the appro- 
priate side of the respective nominal accounts, and the totals of the 
discount columns in the Cash Book transferred to the Discount 
Accounts. The Cash Book will now be scrutinized for unposted 
items, all of which will be posted to the appropriate accounts which 
will generally be Nominal or Real Accounts, e.g. Rates paid, Addi- 
tions to Plant, Dividends and Rents received. Occasionally, it will be 
foimd that withdrawals of cash by the proprietor have not been 
posted or even entered in the Cash Book. 

The degree of incompleteness of the double entry and the data 
available for bridging the gap must necessarily vary in every busi- 
ness, so that an attempt to lay down a detailed formula would be 
most misleading and futile. As a rule, however, it is first essential 
to obtain the opening figures (through the Statement of Affairs) 
and to open the necessary accounts to record them, including 
Capital Account, with the exception of the Cash and Bank items, 
and Debtors and Creditors, which are already recorded in the 
books; secondly, each book of original entry must be dealt with 
separately, the double entry beipg completed by posting the neces- 
sary figures. If any of these books are not completely written up 
it will be necessa^ to enter the missing items. 

Before dismissing tlie matter an instance may be taken where the 
fi^ double entry exists except that the Bought Ledger is compiled 
direct from the invoices and credit notes, and from the ^h Book 
in the usual way. It will readily be perceived that the Purchases 
and Returns fibres must be extracted from the Bought Ledger. 
TTie Purchawses Account will be debited with the ascertained totri, 
and the j^chases Returns Account will be similarly credited. This 
inay be illustrated by a simple example, as there is no difference 
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in principle whatever between such an example and one which 
embraces a considerable number of detailed Ledger Accounts. 

Illustration. The following are accounts extracted from a Bought 
Ledger compiled as describe above— 

Dr, B Cr. 



To Cash and l>iacount 
„ Retunu 
„ Balance 

c/d 

i 

lao 

so 

xxo 


By Goods .... 


£ 

MOO 

50 

^ , 



£250 




£250 






By Balance 

b/d 

XXO 

1 

1 

1 '^ 


( 



Cr. 






By Goods .... 


£ 

xoo 


Df. D Cr. 



To Cash and Discount 
t, Balance 

c/d 

£ 

zoo 

340 


By Balance 

„ Goods .... 

b/d 

£ 

X30 

3x0 




£440 




£440 






By Balance 

b/d 

340 

Dr. 

] 

E 



Cr. 


To Cash and Discount 
,, Returns 


4 


By Balance 

b/d 

£ 

50 




£50 




£50 










Dr. • F Cr. 



The Bought Ledger will be analysed — 





Returns 

Total 

Pur- 

Opening 

Account 



chases 

Balances 


£ 

£ 

£ 

£ 

£ 

£ 

B 

110 

120 

20 

250 

250 


C 

100 



100 

100 


D 

340 

100 


440 

310 

130 

£ 


46 

4 

50 


50 

F 

40 


40 

30 

10 


£550 

£io 6 


£880 

£690 

£x 90 
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From the above analysis the total of Purchases Returns, i.c. 
£24, wBl be posted to the credit of Purchases (Returns) Account, and 
the total of Purchases, i.e. £690, will be posted to the debit of 
Purchases Account. The items of cash and discount entered on 
the debit side of the Ledger Accounts have their credit entries in 

the Cash Book. , 

Usually a certain number of abnormal items will appear m the 
Ledger Accounts, and accordingly a special column will be provided 
in the analysis for the record of such items, the total of which columja 
will have to be sub-analysed and posted to the different ledger 
accounts in question ; e.g. if F had been sent a bill of exchange for 
£40 instead of cash, the £40 would be inserted in a special column, 
and (together with any other bills payable) would be posted to the 
credit of Bills Payable Account. Very probably in this case the 
payment of the bill through the Cash Book would not have been 
posted, and the double entry in respect of the Cash Book entry 
would be effected by debiting the amount to Bills Payable Account. 

Once the Trial Balance has been compiled, the Final Accounts are 
prepared in the normal manner, dealing with the usual accruals, 
prepa5ments, and other provisions. 

\^en books are kept on a pure single entry system and it is de- 
sired to convert them to the double entry system in respect of future 
periods, a Statement of Affairs must be prepared from all available 
information, and all the items therein, including the balancing item 
of capital (except the Debtors and Creditors, Cash and Bank figures, 
which are already in the books), entered in the various ledgers on the 
debit and credit side according to whether the item in question is 
an asset or a liability. The books are now in balance and subsidiary 
books must be opened to record the transactions, the ordinary 
double entry system being fully carried out. 

It is possible, as a matter both of practice and for examination 
purposes, if the beginning capital (with details of assets and liabili- 
ties) is available together with analyses of the Sales and Purchases 
Ledgers, and the Cash Book, to convert the system of quasi single 
entry in force for the preceding period into a full double entry 
structure. This matter is important inasmuch as the more advanced 
problems almost invariably resolve themselves into performing three 
distinct operations— 

. (i) Preparation of a Statement of Affairs. 

(2I Andysis of Sales and Purchases Ledgers. 

(3) Analysis of Cash Book. 

The problem presented may disclose part only of the above in- 
formation from which the required conversion is to proceed, and it 
is g^erally found that insufficient attention is paid to the State- 
ment of Affairs (with the inclusion of capital) and the working of 
the double entij from the items appearing therein. 

In examination work there is usuaUy no time to open all the 
Ladgar Accounts, but they must be treated as though they had be^ 
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opened. In the foUowii^ example the Ledger Accounts will be 
opened in full, and it will be noted that the opening Debtisrs and 
Creditors, and Cash and Bank figures are alreaoy in the appropriate 
accounts. 

It will be seen that a quicker way of dealing with most of the items 
(save Debtors and Creditors and Cash and Bank) is to place them 
directly in the Trial Balance, because even if such accounts are 
opened the items will remain undisturbed, and therefore the direct 
en^ to the Trial Balance effects a very valuable economy in time. 
This device applies equally well to the postings of the nominal 
items from the Cash Book. 

IBustration. M. Scipio wishes to have his books converted to 
doume entry in order that he may keep them on this basis in 
future years, and also to have a Trading and Profit and Loss 
Acco\mt and Balance Sheet drawn up in respect of the year to 
31st December, 19 . . . His expenses are kept in a rough Cash Book 
and his Bank transactions are found from the pass book. An 
analysis of the various accounts will be made on the following 
lines. 

The opening Statement of Affairs discloses the following position — 


Statement of Affairs as at ist January, 19.. 


Sundry Credlton 

Balance, being Capital atl 
this date . . . | 


£ 

450 

930 


Caab In Hand . 

Caab at Bank . 

Sundry Debtora 

Stock 

Plant and Machinery . 

£50 

xoo 


£ 

15® 

too 

400 

850 


[ 

£1,400 





£ i *4<» 

1 1 1 




; i 



The following are the analyses — 

Dr. Analysis of the Sales Ledger Accounts Cr. 



ToBalaneeaailat . 

Salea .... 

To Balances 

b/d 

T.B. 

b/d 

4,000 


By Cash . . . . 

„ Discounts Allowed 
„ Returoa 

,, Contrat (Purchaaea Led* 

„ bZiooo at 3xat Dee., 
19. . . c/d 

T.B. 

T.B. 

c. 

T.B. 

£ 

S.470 

X 30 

340 

70 

TOO 

£4.600 

£4.600 

700 


Dr. Analysis of the Purchases Ledger Accounts 


Cr. 


To Caab and Chequm 


i 

3.170 


By Baluees at . 

b/d 

in 

1 

„ Diaeounts Received 

T.B. 

50 


„ Purchaaea 

T.B. 

8,500 


„ Retimta 

T.B. 

x«o 






„ CefUnM (Salee Ledger! . 

c. 

70 






„ Bak^ioea at sxat Dec., 








19,. . . c/d 

T.B. 

300 








£3,930 




£ 3 i »30 






By Balances 

b/d 



Note, **T.B/* in tho folio column signifies that the item appears in the 
Trial Balance. 
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These items will be posted to their respective accounts and as a 
consequence every item in either the Sales or the Purchases Ledger 
will have an opposite entry elsewhere, the double entry being thus 
completed. 

Dr. Cash Book Summary Cr. 



BHH 

■ 

g 


■ 

ggg 

■ 




ToBsliiio«t « 

b/d 

^50 



By Cash to Croditon 

P.L. 

i 

170 

£ 

3,000 


„ Cnh from Deb- 




„ Enponaoi 

T.B. 




’ ton . . 

S.L. 

5.470 



(detailed) 

940 

360 

3.000 



„ Intro- 

L 

1,000 



„ Drawmaa . 

„ Bank: Conira . 

T.B. 

C. 



„ Cish: CotUfii 

C 

3,000 


Balances . 

c/d 

150 

1,100 




iC 4 . 5 »> 

£3.100 




£4,330 

£3.100 


To BoUqcm . 

b/d 

150 

1,100 







The Capital Account is in credit as below — 

By Balance b/d 

„ Cash fC B.) . . 1,000 


£^.950 


All the expenses will be posted to their respective accounts. Cash 
introduced will be credited to Capital Account ; Drawings may be 
posted to the debit of a Drawings Account and thence transferred to 
Capital Account, or alternatively posted direct to the debit of Capital 
Account. 

Complete double entry will now have been effected, and accord- 
ingly a Trial Balance at 31st December, 19. may be extracted, 
and a Trading and Profit and Loss Account and a Balance Sheet 
prepared therefrom. Closing Stock is £480. 


Trial Balance 


Capita] 

Safes 

Sales Returns . 
Purchases 
Purchases Returns 
Discounts Allowed 
Discounts Received 
Drawings 

Expenses (detailed) 
Sundry Debtors 
Sundry Creditors 
Stoek 

Plant and Maehinery 

Cash 

Bank 


M. SCIPIO 


AS AT 31ST December, 19.. 

Dr, Cr. 


|L. 

S.L. 

S.L. 

P.L, 

P.L. 

S.L. 

P.L, 

|C,B. 

C.B. 

SX. 

PX. 

S.A. 

S.A. 

C.B. 


C.B. 


£ 

£ 


1.950 

4,000 

240 


2.500 

160 

120 

50 

260 


940 


700 

500 

400 


250 


150 

1,100 


£6,660 

£6.660 
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TitADZMO AND PROFIT AND LoSS ACCOUNT FOR THS YXAR 
Dr. Ended 31ST Dbcbmbbr, 19.. Cr. 


4^ 

To Stock 

„ PuichoMi. .£9,500 

Lru Retnnii . 160 

,, Giom Ploflt 

c/d 

£ 

400 

9,340 

*.500 


By Salet . £4,000 

Less Retum . 940 

„ Stock 


£ 

S. 7 «o 

480 



£4,940 




£4,940 

To BzpeniM (detailed) 
Dlacounta Allowed 
„ Net Profit 


940 

120 

490 


By Gxoei Profit 
„ Diecounta Received 

b/d 

1,500 

50 



£*.550 




£x. 55 o 









Balance Sbbbt as at 31ST Dbcbmbbr, 19.. 


Sundry Creditors 
Capital at ist Jan., 19 . 
L0$s Drawings 


£ 


. £950 
. 260 


500 


690 

Add Net Profit . 490 

Cash introduced 1.000 


a, 180 
£2,680 


Cash in Hand . £150 

Cash at Bank . x.xoo 

Sundry Debtors 

Stock .... 

Plant and Machinery . 


£ 


1,250 

700 

4B0 

350 


£2,680 


Questions are very often set on single entry systems, it being re- 
quired to convert them to double entry, and to prepare a Trading and 
Profit and Loss Account therefrom. To do this it is necessary to 
** build up" various accounts from the information given in the 
question. The following illustration is of such a type and should be 
checked up by the student, item by item. 

Illustration. A client submits to you the following figures relating 
to his business in respect of the year to 31st December, 19. . . You 
are required to prepare a Trading and Profit and Loss Account for 
the year ended, and a Balance Sheet as at 31st December, 19. .. 
Any difference in the Cash balance is assumed to be drawings. 


Cash paid into Bank .... 

Private Dividends paid into the Business (Cash) 
Private Payments out of Bank . 

Business Payments out of Bank 
Cash and Cheques from Debtors 
Payment for Goods by Cash and Cheques . 
W^es ....... 

Deiivery Expenses ..... 

Rent and Rates ..... 

lighting and Heating .... 

G^eral Expenses 

Bank Interest Received .... 


8,690 

200 

75® 

7.750 

11,700 

7.950* 

1,500 

600 

135 " ^ 

90 
250 
10 
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The Assets and Liabilities are as follows — 


Assets and Liabilities 

SBi 



£ 

£ 

stock 

600 

750 

Bank Balances 

800 

1,000 

Cash in Hand 

30 

20 

Trade Debtors 

750 

1,050 

Trade Creditors 

1,200 

1,400 

Investments 

3,000 

3.000 


Any goods drawn out by the trader have been paid for by cash. 

As in the previous examples, the first requisite is to prepare an 
opening Statement of Affairs to find the opening capital, after 
which the balances of debtors and creditors, cash and bank will - 
be opened in their respective accounts, the remaining items being 
taken direct to the Profit and Loss Account and Balance Sheet (in- 
stead of opening the actual accounts). The double entry will be 
compiled through the medium of these accounts, expenses from the 
Cash Book being transferred direct to Profit and Loss Account (again, 
to save time, the Trial Balance being dispensed with). 

The Cash Book will be written up and the balances therein 
should correspond with those shown in the opening Statement 
of Affairs. The receipts from customers will be posted to the credit 
of Sun<^ Debtors Account. The closing balances of Debtors in 
total will be credited to the Sundry Debtors Account and brought 
down as an item to be shown in the Balance Sheet. The balancing 
figure on the account will be "Sales” which will be debited to Sundry 
Debtors Account and credited to Trading Account. 

The item of investments remains at £3,000 and will be merely 
carried forward from Balance Sheet to Balance Sheet. 

A Sundry Creditors Account will be written up on the same 
principle as the Sundry Debtors Account, and from it the "Pur- 
chases” figure will be obtained. 

It will be seen that all the items given have been covered save the 
closing stock. This will be dealt with in the usual way, i.e. debit 
Stock Account and credit Trading Account (or in this example, 
where t^e saving methods are adopted, the stock figure will be 
taken direct to the Balance Sheet, no Stock Account being written 
up). 

As the trader lives on his business premises, one-third of the light- 
ing and heating, and of the rent and rates, has been treated as a 
personal expense and thus charged as drawings. The proportion 
to be so dealt with cannot usually be ascertained with meticulous 
accuracy, but as the income tax practice is, generally, to allow 
mixed expenditure as legitimate charges against 
j^fits, it is reasonable to consider that one-third is a fair pro- 
portion of such expenses to be attributed to private living. 
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Dr. Total Crxditors Cr. 


X 9 - 
Dec. 3X 

To Cash and Cheques 
„ Balances . 

c/d 

£ 

y.950 

2,400 

29.. 

Jan. X 
Dec. sx 

By Balanoes . 

„ PuehSBSs. 

b/d 

i 

x,soo 

84 S 0 




£9.330 




£ 9.330 





19.. 
Jan. x 

By Balances . 

b/d 

1,400 

Dr. 


Total Debtors 


Cr. 

X 9 .; 
Jan. , I 
Dec. 

To Balances . 

M Salsa 

b/d 




1 

£ 

XX.700 

2,050 



1 

BBB 




23,750 

19. ” 
)an. 2 

To Balances . 

b/d 

2,050 



1 

■ 


Dr. Cash Book Cr. 





Cash 

Dank 




Cash 

Bank 


To Balances 
„ Cash; Contra . 
„ Sales 
„ Dividends 
„ Bank Interest 

b/d 

£ 

30 

22,700 

300 

L 

8.690 

20 

Dec. 31 

By Bank : Contra . 
., Wages . 

„ Delivery Ex- 
penses 

„ Rent and 
Rates 

Lifting and 
Heating 

„ General B x - 
penses 
,, Drawings 
,, PurcbaM 
„ Balances 

i§ 

c/d 

5^90 

2,500 

600 

235 

4o 

250 

4U 

300 

30 

{ 

?.% 

2,000 

29.. 
Jan. X 

1 

£ 

X 2,930 

£9.500 



£ 

xx ,930 

£ 9 . 5 «» 

To Balances . i 

b/d 

30 

2,000 







Notes {a) The Cash Drawings item is a balancing figure. 

{b) It will be observed that the payment for goods, is made 

up of £7,750 bank payments (as per question) and £200 cash payments. 
This is easily found, as the item required to balance the Bank columns 
£ 7 . 750 ' 

Items in heavy type are balancing figures. 

Trading and Profit and Loss Account for tbb YsAr 
Dr. Endro 31ST Dbcbmbbr, 19.. Cr. 


Instock . . . . 

„ Poxchases • 

„ Grosa Profit . 

c/d 

L 

8,250 

4.000 


By Sales . . . 

„ Stock . . 


£ 

XSiOOO 

750 


£ 

* 8,750 



£ 

xa, 7 S* 

To Wages 

„ Delivery EzpensM 
„ Rent and Rates 
„ Lighting and Heating . 
M Goiecti Expenses . 

„ Net Profit 


60 

850 

1,5x0 


By Grass Profit . < . 

„ Bank Interest 

j 1 

b/d 

4.000 

to 



£ 4 />xo 




£ 4 />io 
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Balance Sheet as at 31ST December* 19. 



£ 

Cash in Hand 

£ 9 o\ 

Oredlton. 

i.400j 

Capital at ist Jan.* 19 . iCSipSo 
Add Dividaodt aoo 

Caeh at Bank 

i,ooo| 

x,oeo 

Net Pkofit . 2,510 


Debton . 

1,050 

- 


stock 

750 

5.690 

Lm Drawlofi £1,195 
^ Rent, 
etc. . 75 

i.«7o 

4 . 4 ao| 

£5.«ao| 

Inveatmenta 

5,000 

£5.8*0 


The question states ''private dividends/' so that the amount is a 
credit to capital, but it should be noted that as there is an item of investments 
in the Balance Sheet* it may be that some or all of the dividends mentioned 
may arise from the business assets* in which case they would be credited to 
Profit and Loss Account. 

Questions involving the principle of conversion of single entry 
into double entry may be presented in an infinite variety of ways, 
but all will demand, in common, the method of first preparing the 
opening Statement of Affairs (or such part as may be immediately 
prepared) and obtaining the opening fibres therefrom, followed by 
the opening of the vital accounts, viz. Cash and/or Bank, Debtors 
and Creditors. It will then generally be necessary to place in such 
accounts the information given, by the utilization of which a double 
entry system may be constructed and any "missing*' items deter- 
mined. 

As an example, information may be given as to a trader's assets 
and liabilities as at the be^ning date, with the exception that the 
figure for opening debtors is missing, so that without further data 
it is impossible to ascertain the capital at that date. Nevertheless, 
the Statement of Affairs should be written up, leaving blanks for 
the items — "Capital" and "Debtors." The three or four vital 
accoimts should be opened and, as the uniting up of the accounts 
proceeds, it usually will be possible to obtain the figure for opening 
debtors, as the sales will generally be disclosed by the question 
and also the closing debtors figure. It will still be necessary to 
find the cash received from debtors, but if this item is not given, it 
will be necessary perhaps to turn to the Cash Book to see whether 
the receipts from debtors can be deduced therefrom. If the Cash 
Book information is complete in all respects save this figure (as 
on the above hypothesis it has not been given in the question) 
the balancing item will be, prima facie, " Receipts from Debtors." 
Once this figure is ascertained, it is credited to "Sundry Debtors 
Account," which account is now complete save for the opening 
j^dbtors figure which will be a balancing item. The opening State- 
ment of Affairs may now be completed by inserting the debtors 
figure, and consequently, the opening capital ascertained. 
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Ilhiatratioa. The following information is supplied, from which you 
are required to prepare Trading and Profit and Loss Account for the 
year ended, and Balance Sheet as on, 31st December, 19. .. 


Assets and Liabilities 



31st Dec., 
ig.. 


Creditors 

General Expenses Owing 
Sundry Assets 
Stock .... 
Cask in Hand and at Bank 
Debtors 

^ 


£ 

1.240 

33 

1,204 

X,II 2 

808* 

1.787 


DetajUbs relative to the year's transactions are — 

Cash and Discount credited to Debtors (a) See item (b) 

\ Returns from Debtors . 

Bad Debts .... 

Sales — Cash and Credit 
Discount Allowed by Creditors 
Returns to Creditors 
Capital Introduced (paid into Bank) 

Receipts from Debtors (paid into Bank) (6) See item (a) 
Cash Purchases .... 

Expenses paid by Cash 
Purchase of Machinery by Cheque 
Drawings by Cheque , 

Cash Payments into Bank . 

Withdrawn from Bank into Cash . 

Cash in Hand at end . 

Payments to Creditors by Cheque . 

The accounts are as follows — 


£ 

6.400 

145 

42 

7.181 

70 

850 

6,250 

103 

957 

43 
318 
500 
924 
120 

6,027 


Dr, Analysis of Cash Book, 19.. Cr. 





Cash 

Bank 




Cash 

Bank 

ig.. 
Jan. z 
Dec.3z 

ToBslsnoM 
„ Cash Sales (see 
Note 4) 

„ Cajut^ iotro- 

„ Debton . 

„ Bank ; COnlra . 
„ Cash:CoNlfa . 

b/d 

460 

9*4 

ioo 

500 

19.. 

Dec.3X 

By Cash Purchases 
„ Expenses 
„ Plant and 
Machinery 
(purchased) . 
„ Dcawiags • 

Creditors 

„ Cash ; Centra . 
„ Bank: Centra . 
„ Balances 

c/d 

£ 

103 

M 7 

300 

xao 

£ 

6^97 

9*4 

688 




£1,680 

£8.000 




£x,68o 

£8,000 

Ian. X 

To Balances 

b/d 

ISO 

688 







The connecting links are arrived at in the following sequence — 

(1) Deduct from the Cash and Bank Balance at 3ist December, 
19. . (£808), the cash balance at that date (£120} to give the closing 
bank balance. 

(2) The resultant balance (£688) will enable the opening bank 
balance to be arrived at (£400). 
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(3) The opting cash balance can now be reckoned, viz. £ 6 g 6 less 
£400 « £2^. 

(4) This figure in turn will enable the figure of cash sales to be 
calculated, i.e. £460, being the balancing item in the Cash Column. 

(5) sdes in the Debtors Account are now found by deducting 
the cash sales from the figure of cash and credit sales supplied by 
the question, i.e. £7,181 less £460 = credit sales £6,721. 

(6) Discount allowed to customers is £6,400 less £6,250 « £150. 

It will now be possible to prepare Total Debtors and Total Cred- 
itors Accounts to disclose the missing items, viz. opening Debtors 
and Capital at ist January, 19. and Purchases (on credit) and a 
Balance Sheet at 1st January, 19. .. 

Dr. Total Debtors Cr. 


ToBalaooM .|b/d 

„ SolM (Me Note 5 above) 

1»^| 

6, rax 

By Cash . 

Discount 
„ Returns 
„ Bad Debts 
.. Balances 

J 

6,250 

150 

X 43 

4 * 

c/d 1,787 


£ 8.374 


£8,374 

To Balances . j b/d 

1,787! 




Df. Total Creditors Cr. 


To Cheques 
„ Discount 
„ Returns 
„ Balances 

c/d 

£ 

6.027 

70 

40 

1,240 


ByBalanoei 
„ Purchases 

b/d 

lin 

3,600 



£7.377 




£7477 





By Balances 

b/d 

1,240 


Balance Sheet as at ist January, 19. 


Sundry Creditora . £1.577 
General Expenses ac- 
crued . . 60 

Capital 

£ 

SA 77 

Sundxy Assets 

Stock . 

Sundry Debtors 

Cash in Hand 

Cash at Bank 

£296 

4 O 0 j 

x,x6x 

ItSfi} 

696 


1 £4,314 



£4,314 

Trading and Profit and Loss Account for the Year 
Ended 31ST December, 19.. 

Cr. 

To Stooh <0p6niiit) • 

„ Purchases . . £5,903 

L«w Returns . 40] 

„ GtoM Profit c/d 

ioi! 

5,863 

X.48X 

By Sales 

Lau Returns 

„ Stock (Qoslns) 

. £7.x8x 

X 45 : 

7,036 

X,X 1 S 

To Discount . 

Debts 

„ General Expenses, 

M Net^^/.^ramLvBd to| 
Capital Account 




£ 8,148 

80 

4 X< 

9 ^ 

489 

By Gross Profit 

b/d 

1,481 


£m8x 



£1*48* 
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BALikNCB SbBBT as AT 3IST DSCKMBBII. 19. . 


Sundry Craditon . x,a 40 

General BxpenHa ae* Smidij ItlUl 

enied • « . S3 ifddAMtiooe 4s| 

i,a73 *.«H 

Capital Account — Stock . i.xrs 

ttelaoeeslfk Jait.» Sundry Debton i«78y 

19 .. 8|877 CaabinHaud xaol 

Amount introduced 850 Caib at Bank 6881 

Net Profit per Sol 

Profit and Loat 
Account 439 


Ltu Drawings . 3x8 

3*638 

iC4.9XK 

The opening figures are shown in heavy type. 

Disadvantages of Single Entry, (i) Impossibility of obtaining 
accurate information as to results of trading operations. 

(2) Unreliability of the information relative to assets and liabilities. 

(3) As nominal accounts are not kept or, if kept, are generally of 
an incomplete character, interim accounts, or comparative or other 
statistical information cannot be obtained. 

(4) Arising from above, difficulties will be likely to accrue to the 
proprietor should he desire to sell the business, ascertain good- 
will for the purposes of sale, appeal against excessive income tax 
assessments, or obtain assistance in financing the business. 

(5) The psychological effect is that the lack of double entry will 
engender lax accounting methods, thus opening the door to fraud 
and other evils. 

(6) The check on arithmetical accuracy of postings and the elastic- 
ity and adaptability of the double entry system are lacking in the 
single entry system. 

Capital Statements. Where the affairs of a person are in such a 
state of confusion, arising particularly from the mixing of private 
affairs with business, rendering compilation of accounts impossible, 
it is usual to estimate business profits by constructing a capital 
statement. The fluctuations of capital, subject to living exposes 
and private income, are taken to indicate the profit or loss for 
each period. 

nhktration. The following figures summarize the position of X — 
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Year Ended 

Year Ended 


31st Dec., 195? 

31st Dec., 1953 


i 

£ 

Income from Investments 

Z18 

122 

]%uik Interest 

18 

3 


{Patd) 

(Pfic^ved) 

Drawings 

450 

500 


It is required to ascertain the business profits for the years ended 
31st December, 1952 and 1953. 

First, it is necessary to find the total capital at the three dates, 
1st January, 1952, 31st December, 1952 and 1953. Secondly, from 
these figures will be found the increase of capital in the two years 
ended 31st December, 1952 and 1953. Thirdly, the drawings will 
be added to this figure; and, finally, as the results obtained 
include profits, income and expenditure not arising from the 
business dealings, such must be deleted in order to arrive at the 
business profits. 

The estimated business profits are obtained thus — 
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Proof — TottU Income — £ 

Capital at 31st December, 1953 6,700 

Capital at ist January, 1932 5.450 

Increase of Capital . . 1.250 

Add Drawings .... 950 


Total Income . £2,^00 

Private Income — £ 

Income from Investments . 240 


Less — 

Bank Interest (paid, less received) 15 

Business Profits — £ 

Total Income . 2,200 

Less Private Income 225 

£i.<)75 


Summary of Position 


Capital at ist January, 1952 5»45o 

Add Private Income . 225 

Business Profits . 1.975 

7,650 

Less Drawings ..... 950 

Capital at 31st December, 1953 ;£6,70o 


ABRIDGED DOUBLE ENTRY 

Though it is desirable that a full system of double entry book- 
keeping should be in operation in all businesses, be they large or 
small, intricate or simple, the exigencies of time and expense may 
frequently call for some system which, though falling short of the 
conventional completeness, can be constructed on double entry 
lines. Such a system is well adapted to the requirements of many 
businesses, particularly to those of small traders. The method of 
book-keeping described below is distinguishable from single entry 
in that it is an abridged form of double entry book-keeping; the 
personal accounts which normally form an integral part of the 
complete double entry system are not eliminated, but employed for 
reference purposes, and, as such, are memorandum " only. 

The characteristic feature of the system is that the double entry 
is completed from the Cash Book, i.e. receipts from debtors are con- 
sidered as sales, and pa3mients to creditors as purchases. At the 
end of the accounting period adjustments will be made in respect of 
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debtors and creditors outstanding, as well as for discounts, bad debts, 
allowances, and the like. 

It will be seen, therefore, that such a system does not dispense with 
the necessity for Personal Accounts; but it avoids the necessity of 
employing the Day Books and Returns Books as a formal part of the 
double entry system, or the completion thereof through the Ledger 
analysis. Frequently, the latter books are employed to record sales, 
purchases and returns, postings being made therefrom to the Led- 
gers (or postings made direct from the invoices themselves if no such 
books are kept), but in such instances the Ledger is kept purely for 
record and is outside the double entry system entirely. Obviously 
as the cash is received or paid, it will be entered in the Memorandum 
Personal Accounts (i.e. posted in the usual way), but this is no part 
of the double entry, as such receipts and pa5rments are posted to 
complete the double entry to Sales and Purchases Accounts respec- 
tively. It is to this point that the student should fix his attention, 
viz. that whatever is entered and wheresoever the original entries 
arise (except the entries in the Cash Book) they form no 
part of the double entry ; the latter, as seen above, arises from 
the postings from the Cash Book to the Sales and Purchases 
Accounts. 

At the end of the period the Personal Ledger balances will have 
to be extracted as if the orthodox system were employed, but only 
to provide the necessary data for preparing final accounts. These 
figures Mull be brought into the accounts and, as such, are of no 
more consequence to the double entry than is the end stock before 
its incorporation in the final accounts. In addition, there will usually 
be several adjustments required, e.g. for Discounts. 

The rules may be outlined as follows — ^ 

(l) When cash is received from customers who have bought on 
credit the Cash Book is debited in the usual manner and the double 
entry is completed by a posting to the credit of Sales Account, 
precisely as if the transaction were a cash sale. A "posting" is 
made of such receipt in the Memorandum Personal Account in 
order that such account may show the true state of the customer's 
balance. Upon cash (or cheque) being paid to a creditor, Cash 
(or Bank) is credited in the usual manner, and the double entry is 
completed by a posting to the debit of Purchases Account, precisely 
^ if the transaction were a cash purchase. A "posting" is made 
in the^ Memorandum Personal Account of the creditor in order 
that his account may record the true balance due to him. 

(a) Expenses are treated on a cash basis ; that is, no record is made 
until they are finally paid, when a debit is made direct to the 
requisite Nominal Account. 

(3) At the end of the accounting period the Sales and Purchases 
Accounts will have been built up, not from Day Books (which, if 
kept, are purely memoranda), but from the Cash Book. In other 
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words^ they will record the cash received from debtors and paid to 
creditors. 

(4) The closing balances of debtors are iMrought down in the 
Sales Account as a debit balance ; dosing balances of creditors being 
brought down in the Purchases Account as a credit balance. The 
balances are respectively shown in the Balance Sheet as an Asset 
and a Liability. 

(5) Discounts allowed will be debited to Discount Allowed 
Account and credited to Sales Account. Converse entries in resp)ect 
of Discounts received will be made. The same rules apply to Returns 
and' Allowances. 

(6) If the closing balances of debtors are the good debts only, 
Bad Debts Account will be debited and Sales Account creditra 
in respect of bad debts, but if such balances are the book balances, 
the entries required are — 

Debit Bad Debts Account with bad debts. 

Debit Sales Account (below the line) with good debtors. 

Credit Sales Account (above the line) with book value of 
debtors. 

(7) The Bad Debts Provision in no way affects the Sales Account. 

Illustration. A starts business on 1st January, 1952. The fol- 
lowing facts relate to his business for the two years ended 31st 
December, 1953. 

Cash received from debtors, 1952, £1,000; ditto, 1953, £1,200. 
Debtors 31st December, 1952 (per Ledger) £100 ; ditto, 31st Decem- 
ber, 1953 (per Ledger), £130. Discounts allowed, 1953, £10. Bad 
Debts, 1953. £25. 

Show accounts assuming the trader keeps his Sales Ledger purely 
as a memorandum book. 

Dr. Sales Cr. 


Dec. 31 

To Trading Account 


£ 

z,zoo 

Z952 

Dec. 3Z 

ByCaah . 

„ Sundry Debtoca . 

c/d 

i 

1,000 

zoo 




llftoo 




£i,zoo 

, *953 
Jan. z 
Dac. SI 

To Balance . 

„ Trading Account 

b/d 

zoo 

z,e40 

1953 

Dec. 3Z 

By Cash . 

„ Discounts Allowed 
„ Bad Debts 
„ Sundry Debtors . 

c/d 

z,aoo 

zo 

*5 

Z05 




iCi.34Q 





, *954 
Jaa. z 

To Balance . 

b/d 

105 
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Alternatively : 


Dr, Salbs Cr, 


m 

To thuUnf Account 


i 

1,100 

195a 

Doc. jx 

Bjr Caeh 

„ Sundry Debton 

c/d 

C 

1,000 

xoo 




fx,ioo 




£1,100 


To BtUnoe (0) 

„ Trtdlnf Account 

b/d 

1 

1953 

Dec. 3X 

ByCaih 

„ Diicounts AUowed . 
„ Sundry Dobton: 

Raianro 

Bad DobU . 

c/d 

1 

m 



£>.340 





To Boltnce (b) 

b/d 

105 




■■ 


(а) Tbii item will appear as an asset on the Balance Sheet at 31st December, 

1952. 

(б) This item will appear as an asset on the Balance Sheet at 31st December, 
1933; addition £2$ will appear as a debit in Bad Debts Account. 

The Purchases Account would be treated conversely if credit 
purchases took place. 












CHAPTER XII 


RECEIPTS AMD PAYMENTS, AND 
INCOME AND EXPENDITURE ACCOUNTS 

These accounts should present no difficulties whatsoever to students 
once the function of each account is clearly understood. 

Receipts and Payments Account This is nothing more than a 
summary of the Cash Book (i.e. of cash and bank transactions), 
ove^ a certain period. It is the form of account most commonly 
ado)pted by the treasurers of societies, clubs, associations, etc., when 
prestoting the result of the year’s working. All the receipts of each 
typei\(whether cash or cheque) are entered on the debit side, that is 
the same side as that on which they appear in the Cash Book ; and 
all the payments (whether cash or cheque) are entered on the credit 
side. The opening and closing balances of cash and bank are shown 
in the usual way, unless (as is generally found) the cash and bank 
items are combined, when there will not be separate balances for 
cash and bank. The main features of the Receipts and Payments 
Account may be summarued thus— 

(1) It b an abbreviated copy of the Cash Book, usually merging 
cash and bank items, Contras between Cash and Bank thus being 
eliminated. 

(2) Hence the items are entered on the same side as that on which 
they appear in the Cash Book, i.e. receipts on the debit side, and 
payments on the credit. 

(3) Just as the Cash Book itself may be part of the double entry 

book-keeping so may the Receipts and Payments Account. Accounts 
presented in this form however almost invariably suggest an absencefji, 
of double entry. *>, 

(4) All receipts and payments whether of a revenue or a capital 
nature are included. 

(5) The balance of Receipts and Payments Account must be 
debit, being Cash on hand and at Bank, unless there is a Bank 
overdraft, but that of Income and Expenditure Account may be 
debit or credit, being loss or profit, usually transferred, except in the 
case of a limited company, to the Capitad Account. 

(6) ^here b no disclosure of gains or losses, as the account does 
not — ^indeed cannot — deal with — 

(a) Stock Increases or Decreases. 

(b) Depreciation or Appredation of assets. 

(c) Provisions and Accruab or Prepayments, 
wh^t on the other hand it mdudes— 

(i) Capital Receipts and Pa}rments. 

(«) Appro|»iations of Profits induding Drawings. 

No difficulty should arise if the nature rather than the name 

*65 



ACCOUKTAKCY 


266 

of the account is recognized, p^icularly as many Receipts and 
Payments Accounts are often misdescrib^, e.g. as an Income and 
Expenditure Account, or even as a Balance Sheet. 

lUustratsim. A club which was inaugurated on ist January, 
19. , , had the following receipts and payments during the year ended 
3i5t December, 19.. — Receipts: Subscriptions, 03 o; Donations, 
£26. Payments : Investments, £100 ; Rent and Hire of Room, £40 ; 
General Expenses.£2i ; Postages and Stationery, £7 ; and Sundries, £3. 
Cash in hand at 31st December — £2. 

Cash at Bank at 31st December— £183. 

Show the Receipts and Payments Account for the year ended 
3rst December, 19. . 

Rbcbiptb and Payments Account for the Year Ended 
Dr. 3 1ST December 19.. Cr. 



From a study of the above account it will be apparent at once 
that the amount of £185 cannot be the year's profit, as — 

(1) The first item on the credit side records the purchase of an 
ASSET. 

(2) No accoimt has been taken of subscriptions in arrear or in 
advance ; nor of expenses accrued, accruing, or paid in advance. 

This is obvious, the account being one dealing solely with receipts 
#and payments through the medium of either Cash or Bank. In order 
to remedy the defective results thereby disclosed, it is necessary to 
prepare an Income and Expenditure Account usually by the con- 
struction of the double entry, in which case it will be supported by 
a Balance Sheet drawn up at the date of the close of the period 
in question. 

Inocune and Expenditure Account. This may be described as the 
equivalent of the Profit and Loss Account drawn up for a non- 
trading concern ; it performs the same functions, and is compiled and 
ccmstructed on precisely the same principles. It is a nominal account 
recofding losses and expenses on the debit, and gains on the credit, 
normally ^stulating the existence of a double entry system. 

It may De noted that the balance of the Receipts Payments 
Account is brought down below the line and shown in the Balance 
Sheet as an asset if a debit balance, or liability if a credit balance. 
The baUltice of the Income and Expenditure Account will be trims- 
fened to the debit or credit of the Capital Account (or its equivalent) 
according to whether a loss or gain has resulted. 
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The excess of assets over liabilities will, as in the case of clubs, 
societies, and other organizations not having a formal Capital 
Account, be represented by a Capital Fund Account, or Accumula- 
tion Fund to which the net gains or losses are transferred in the usual 
way, the revised figure of which will be shown in the Bidance Sheet 
on the liabilities side. The adjustments of a general nature and those 
peculiar to the organization itself, the chief of which will be accruals, 
prepayments, provisions, depreciation, and the adjustment in Ex- 
penses of opening and closing stocks (e.g. Stationery), will be made 
in title normal manner. 

I^ustraticm. The following is an abridged Receipts and Payments 
Account — 


Receipts 


To Balance . 
Subscriptions 


Payments 

£ 

b/d 200 By Expenses 

. 520 


£ 

317 


The outstandings are — 



Subscriptions 

Expenses 


£ 

i 

Beginning ...... 

40 

120 

End 

37 

39 


Prepare Income and Expenditure Accoimt. 


Dr, Subscriptions Cr. 


To Balance, outstandings 


i 

By Cash 


i 

520 

(beginning) 

b/d 

40 

„ Outstandings (end) 

c/d 

37 

„ Income and Expenditure 






Account 


517 









ksJT 

To Balance, outstandings , . 

b/d 

37 






Expenses 

Cr. 

To Cash 


i 

317 

By Balance, outstandings 


i 

Outstandings (end) 

c/d 

39 

(beginning) 

„ Income and Expenditure 

b/d 

120 




Account 


23^ 



^356 






mmmum 







By Balanee, outstandings . 

m 

39 
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Of, Income and Expenditure Account 

Cr. 

To Expenses 

236] By Subscriptions 

1 

3*7 

„ Su^lus transferred to 
Capital Fund 

281 


1 ^ 5 1 7 

^3*7 


In examination work, in order to avoid opening the Ledger 
Accounts, the Income and Expenditure Account may be prepared 
thus — 


Of, Income and Expenditure Account Cr. 


To Exponm Paid 

1 

3x7 

i 

i 

By Subacriptioni Received 

1 

S 30 

1 

Ai 4 OutaUndinfi at and 

Lm OutatandincB at be< 
ginning 

Surplus transferml to 
Capital Fund 

39 

356 

lao 

336 

381 

£317 

Add Outstandingt at end 

Lnt Outttaodioga at be- 
ginning 

37 

557 

40 


The items may be presented in a manner more abbreviated (which 
is recommended in simple adjustments), thus— 

To Expenses (317 -|- 39 - 120) 236 By Subscriptions (520 + 37-40) 517 

It must be remembered that the beginning outstandings are 
part of the opening balances ; those at the end part of the end 
balances (and therefore in the Balance Sheet prepared in con- 
junction ^th the Income and Expenditure Account for the 
• ^®*ice in the above case 3(37 is an asset ; 

a liability, 

M^y exMnination problems involve the compilation of an Income 
MCI Expcnditine Account and a Balance Sheet from a summarized 
R^ipts and Payments Account. Students, when confronted by 

’^P t*'® opening Balance 
Sheet or Statement of Affairs, particulars of the assets and liabilities 
of which arc us^y given. The opening cash balance will be 
found from the Receipts and Payments Account, whilst the cred- 

heading of creditors, or the 
separately, being found on the credit 
represent the service 
adjustments necessary wiU be given 
® Payments Accost, and these 
^ ^ “* as “S"a] Trading 

and Profit and Loss Account and Balance Sheet adjustments. 
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Illustration. The following is the Receipts and Payments Account 
of the Y. G. Club in respect of the year to 31st December, 1952 — 


Rxcsirra AMD Paymbmts fob thb Ybar Ended 3X8T Dbcbmbbr, 
X>r. 1952 Cr. 


*95* 
JaxL 1 
Dec. 91 


To Beknoc . 

„ Sufaeeriptiooe*- 

X95X . £S 

1952 . 43a 

*953 . *6 

Sporta Meebnc Profit . 
„ IMvidenda on Inveet-j 
meats . 


*953 

Jan. X To Balance 


b/d 

£ 

005 

*950 
Dac. 51 


44 O 

3*0 



300 



£i,x 6 i 


b/d 

90 



Salanes 
, Stationery 
, Rates 
, Tekepbone 

, InvastmeDk in { 350 ! 
4 % Stock ( 6 tb Dec. ' 
at par . 

, Sundry Expenses 
, Balance 




c/d 


u 

$0 

ISO 


00 


£i.x 6 x 


In addition to information contained in the above account the 
following additional facts are ascertained — 

(1) There are 450 members each pa5nng an annual subscription 
of £1, £g being in arrears for 1951 at the beginning of 1952. 

(2) Stock of Stationery at 31st December, 1951, was £10; at 31st 
December, 1952, £18. 

(3) At 31st December, 1952, the rates were prepaid to the follow- 
ing 31st March, the yearly charge being £120. A quarter's charge for 
telephone is outstanding* the amount accrued being £7. Expenses 
accruing at 31st December, 1951, £14. 

(4) At 31st December, 1951, the Buildings stood in the books at 
£2,000 and it is required to write off depreciation at 5 per cent per 
annum. Investments at 31st December, 1951, were £4,000. 

It is required to prepare an Income and Expenditure Account in 
respect of the year ended 31st December, 1952, and a Balance Sheet 
as at that date. 


Y, G, CLUB 


Income and Expbndaturb Account for the Year Ended 
Dr. 31ST December, 1952 


To Salaries 
„ StotioiMry . 
„ Rates . 

.. Telephone . 
Sundry E 
K18W14] 



of Build- 

for year trans- 
to C^tal Fund 



xso 

*7 


*7* 


34 

£960 


By Subsodptuma 

Profits on Sports Meet- 
ii^ .... 
„ Dividends leoeived 


Cr. 

£ 

459 

3*0 

too 


<**• 





2/0 
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Balance Shbbt as at 318T Dbcbuber, 1952 


capital 9^ aa at lat Jan., 1952 
AH Surpiut of Inoomt over 
Espeodltaie iov the year 
enoed sift December, X95S 

6,240 

m 

BoikUnn aa at lat Jan., 1952 . 

Ls$t Depreciation . 

i 

8,000 

100 

■ 

54 

1 

Inveatmenta aa at xet Jan., 1952 
Fku Additiona 

4.000 

230 

Subacripticme Paid kx Advance . 
Telepbm accrued . 


1 


Stock of Stationery . 

Ratea Prepaid .... 
Subacriptiona in aiiear 

Caah at Bank and m Hand 

t 



£6.3*7 



£6,5X7 


The opening balance of the Capital Fund is- 


Buildings 

2,000 

Investments 

4,000 

Cash . 

205 

Subscriptions 

9 

Stationery Stock 

10 

Rates Prepaid 

30 

6.254 

Less Expenses Accruing 

14 

Capital Fund . 

^6,240 


The Subscriptions Account will be as follows- 


Dr, 

Subscriptions 

Cr. 

195a 


£ 

*952 



£ 

Jm. I To Balance 

b/d 

9 

Dec. 31 

By Cash- 



Dec. jx „ Income and Expendi- 






8 

ture Account . 


450 




482 

„ Balance (e) 

c/d 

x 6 




Z 6 





Balance' 

c/d 

89 

X 9 S 3 


£475 




£475 

Jan. X Tc Balance 

b/d 

29 

_*953 
Jan. 1 

By Balance 

b/d 

z 6 

(a) Tbeie mutt be £9 

1 > £8 stiU owing 

a 

z 


(0) Tbexe must be £450 - £422 still owsns . 

88 


(c) All in advance be 

wfr in fvspect of 1953 







£s 9 



To economize time the adjustments of beginning and end out- 
standings may be inserted in parentheses by the side of the amount 
in the Income and Ex|>enditure Account, thus : Stationery (10 4* 80 
18) asB 72 ; thus avoiding the opening of the account, which Would 
appear — 

Stationery Cr. 


* 95 * 

To Bak&oe (Stock) . 

H Pur^aaai 

b/d 

£ 

zo 

So 

*953 

Dec. 3 X 

By Inooma and Eapieodi- 
tuxe Adbount 

I, Stock on hand 

c/d 

£ 

7 « 

z8 

I»ss 



£90 





To Balance (Stock) , 

b/d 

z8 




mmtm 
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Prepamtion of Receipts and Payments Account from Income ud 
E3q)eiiditure Account, where the reverse is required, i,e. to obtain 
a Receipts and Pa3anents Account from an Income and Expenditure 
Account, the problem will necessitate the opening of a Ledger 
Account to find the balancing figme of cash : e.g. if the charge from 
Expenses Account is £40 — being owing at the begiiming of the 
period and £7 at the end of the period — the Expenses Account will 
appear as follows — 

Dr. Expbkses Cr. 


Dec. 3® 

To Cash .... 
w Balance 

c/d 

d 

7 

19.. 
Jan. f 
Dec. 3 X 

By Balance 

„ Income and Expenditure 
Account . 

b/d 

£ 

5 

40 


\ 


£45 




£45 


\ 



19.. 

Jan.x 

By Balance 

b/d 

7 


Cash paid, therefore, is 

Illustration. The Income and Expenditure Account of the 
"Homely** Club is as follows — 


Income and Expenditure Account for the Year Ended 
Dr, ^ 31ST December, 1952 Cr, 


To Salaries 
„ General Expenses . 

,, Depreciation 
„ Suxplus for Year . 


£ 

173 

50 

30 

50 


By Subscriptions 
„ Donations 


£ 

aoo 

105 



I305 




£303 









Adjustments were made in respect of the following — 

Subscriptions for 1951 unpaid at ist January, 1952, £18 of 

which were received in 1952. 

Subscriptions paid in advance at ist January, 1952, £5. 

Subscriptions paid in advance at 3xst December, 1932, £j^. 
Subscriptions lor 1952 unpaid at 31st December, 1952, £7. 

Sundry Assets at beginning of period, £260. Sundry Assets, after 
depredation, £270 at end of period. 

Cash balance at ist January, 1952, £16. 

Prepare Receipts and Payments Account. 

^ "HOMELY" CLUB 

itBCBIPTS AND PAYMENTS ACCOUNT FOR THE YeaR EnDBD 
Dr. 31ST December, 1952 Cr. 


To Opening Balance . 

b/d 



By Salaries X 73 

„ Geoetal Bzpenaea . 50 

„ Sundry Aiaeta purchased 40 

„ daeing Balance . ' e/d S 



£ss* 


£S 3 X 

TeBalanee 

b/d 

66 
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The cash received on account of subscriptions is found from the 
Subscriptions Account, which is as follows — 




Subscriptions 

Cf. 

* 95 * 

Jos* > 

Doe. s* 

ToBnlaooa . 

Baknoe, 1933, Psld In 

b/d 

£ 

ao 

1953 

Joo. X 

Dec. sx 

By Balanea 
„ Balniioe(x95x,Un 
„ Balance (xQ3a,Un 
„ Osah Reoehrod 

s 

a 

Advanoa 

„ Inoocna and Expandi- 

c/d 

4 




tars Account . 


aoo 




*933 
JSQ. 1 



£884 



£**4 

To BnUmce (19s*) 

.* 95 *) 

b/d 

b/d 

a 

7 

, *953 
Jan. x 

By Balance (1953) 

b/d 


The procedure, as already indicated, is reverse to the ordinary way, 
that is the Subscriptions Account is built up from the figures available, 
but instead of posting from Cash thereto, and hence finding the 
balance to transfer to Income and Expenditure Account, the latter 
figure is given so that one "posts" from the credit of Income and 
Expenditure Account back to the debit of Subscriptions Account, 
the resulting balance being the cash received, which is then credited 
to Subscriptions Account and "posted" back to the Cash Account, 
thus completing one of the Cash Book entries. 

General Illustration. The following is a copy of the published 
accounts of a Trades Union. Prepare therefrom (a) Income and 
Expenditure Account, and (fc) Balance Sheet. 


Balance Sheet for the Year ending 31ST December, 19. . 


C«th in Treasiinr*t Hands . 
Property at xst Jan., 19. . 

Casfa I at Bank at xst Jan., 19. . 
Contributions and Fees — 
Branch No. 3 
Branch No. x 
Bank Interest 
Rents Received . 

Bank Overdraft . 



£ 

35 

1,63a 

6.675 


*,43* 

laa 

389 

«5 

800 

£ 

*4,069 




General Purpoeea 
Affiliation Fees . 
Administration Expenses 
MisceUaneous Expenses 
Remitted to Branch No. a 
Legal Expenses on Purchase 
Property 

Investments Purchased 
Property to Date 
Cash in Treasurer's Hands 


of| 


£ 

>.3SS 

33 

a4x 

69 

9 

90 
9.000 
a, 864 

aS 

14.069 


The funds in the hands of Branch Secretaries — not included in 
the above statement — 


1 st January, 19. . 
3X8t December, 19 . . 


No. 1 No. 2 

£ £ 

” 3 


In accordance vnth the principles explained, it is essential to 
construct the opening Statement of Affairs, i.e. assets and lial^ities. 
The Balance Sheet produced is merely a summary of Cash and 
Bank transactions. 
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The Assets are— > £ 

Catfi in Treasurer's Hands 35 

Property . 1,632 

Bank .... 8»675 

Branch : No. x : Cash 1 1 * 

No. 2 : Cash . 3 

M 

xo,35« 

The Liabilities ..... Nil 

Accumulated Fund at ist January, 19. . ^10,356 


Th/e accounts will therefore appear as below, the items in heavy print 
bein^ opening entries. The Cash Book will be written up and posted 
(direct to Final Accounts, where possible, in order to save time). 

Dr, Cash and Bank Account Cr. 





£ 

1 

£ 

To Balance — 




1 By General Purposes . 1. A B. 

3.335 

Cash . 

b/d 

S.A. 

35 

„ Affiliation . I. A E. 

33 

Bank . 

b/d 

S.A. 

8.076 

Administration Exea. I. A E. 

*4Z 

„ Contributk>ns 

and 



Miacellaneous Exes. . I. A E. 

69 

Fees — 




Branch No. a . L. 

9 

Branch No. 

3 

LAE. 

3,43* 

„ Legal Exea. (Pro- 


Branch No. 

1 

L. 

129, 

petty) . . L.orB.S. 

90 

„ Bank Interest . 


LAE. 

26g\ 1 

.. Investments . L. 01 B.S. 

9.000 

,, Renta 


LAE. 

8 s 

„ Property Purchased . L.orB.S. 

63a 

Balance : Bank Over- 



Balance : Cash . c/d B.S. 

38 

draft 

c/d 

B.S. 

Boo 





£ 

13,437 

£ 

*3,487 

To Balance : Cash . 

b/d 


S8 

By Balance: Bank b/d 

800 


It will be advisable to show accounts for the branches — if pressed 
for time in examination work, merely rough working accounts will 
suffice. 

Dr. Branches Cr. 




No. I 

No. 3 


1 No. X i| No. a 

To Balances b/d 

S.A. 

ix 



By Cash . | C.B. laa 

.. Cash 

C.B. 


9 


.. Income and 

Income and 





Expenditure 

Expenditure 





Account . [I. A E. 

Account 

1. A£. 

139 



.. Balances c/d B.S. 18 



£*40 

£ia 


£*40 £X3 

To Balances b/d 


18 

XI 




The Other accounts may be worked through to the Balance Sheet 
direct, but will be given for completeness. 

Dr. Property Cr. 


To Balance b/d] S.A. By Balance c/dj B.S. «.354 

„ Purchase C.B. 63a 

,t Legal Expenses C.B. 90 

£*,354 £*.354 


To Balance 


b/d 


3.354 
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Cr. 


To Balance 


Accumulated Fund 


o/d| B.S. X 0 . 6 XX 

ByBaUnce . b/d| S.A. Ihiss 

„ Income and £xpenal*| 

tun Account . I. A £., ass 

10,611 

£\ loMt 


By Balance . b/dj io,6ii 


The abbreviations against each item indicate how the item has 
been dealt with and will serve to assist the student in building up 
the Final Accounts without using Ledger accounts, save perhaps a 
rough working account of the branches. 

S.A. » Statement of Affairs. !.&£.>> Income and Expenditure Account 
L. » Ledger Account. C.B. ■ ^ Cash Book. 

B.S. Balance Sheet. 

The Income and Expenditure Account and Balance Sheet will 
now be — 


Dr, 


Income and Expenditure Account for the Year Ended 
31ST December, 19.. 


Cr. 


ExPmditurt 
To General Purpoiet 
„ Affiliation Peea . 

„ Adminiatration 
Bxpenaet 
Misccllaneout 
Bxpraaei 

Balance, being Sur> 
plus of Income 
over Expenditure, 
tranaferred to Accu' 
mulated Fund 


£ 

incom* 


*.335 

By Contributions 


33i 

and Fees — 


No. X Branch 

X39 

841 

No. 3 Branch 

L*sk No. a 

**451 

a,s6o| 


Branch 

X 

S.559 


„ Bank Interest 

a59 

*55 

„ Renta. 

85 

£*.913 


£ 9*933 


Balance Sheet as at 31ST December, 19. 


Accumulated Fund at xst 
Ian., 19 , . 

Aid Sti]^ua of Income 
over Expenditure for 
the year ended 3 rst 
Dec.. IQ . 

Bank Ovardtaft 


£ 

£ 

10,356 


*55 



10,611 


800 

£ 

11*411 


Jan., 19 
iad Purchase * 


Property; Balance at xat| 

aI 

Inveatmenta, at Coat (Mar-| 
ket Value £ • ) 

Cash on Hand . 

Cash at Branches— 

No I . £xa| 

No. a . . ' 


x»«33| 

7**1 


*»S54 


9fioo 


*9j 


57 




* In mcamination work, having accounted for the opening entries, the 
stud^t wiU save time by using the so-caUed Balance Sheet of the Treasurer, 
which IS merely a combined Cash and Bank Account, together with the 
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It is assumed that there are no expenses accrued or accruing either 
at 1st Januaty, 19. or at 31st December, 19. .. 

More detail would be required as to investments, e.g. date of 
purchase, dividends, etc. 

Receipts and Expenditure Account. An account of this nature 
confines the income earned to the cash received and at the same 
time includes all expenses, whether paid or not. This method is 
usually adopted in preparing the accounts of a business of a pro* 
fessional nature (e.g. doctors and solicitors) on the ground that the 
debt|te are of a very uncertain nature, so that a fee may not be 
cons^ered as earned until the cash is received. Neverthdess, the 
prop^etor desires to ascertain what are the fees earned in the 
busmess so as to obtain the true profits for each period. Hence the 
rule is\that the fees are incorporated into the accounts in the usual 
way ji^t as if there were no likelihood of any of the outstandings 
proving bad. A 100 per cent Debtors Provision (or Reserve) is made, 
which reduces fees ‘'earned*' to a “cash received" basis. Alterna- 
tively a proportion of profit equalling Debtors and the completed 
work may be carried forward at the end of each year. 

Similar treatment may be accorded to uncompleted work of a 
professional man. 

The adjustment of the Provision is made through the Appropria- 
tion section of the Receipts and Expenditure Account so that 
both tnie profits and the fees received profits are disclosed, as 
circumstances may arise, necessitating the use of the true profits 
(e.g. on a sale of the business, introduction of a partner, and 
the like). 

In the Balance Sheet will be shown the debtors and uncompleted 
work, from which will be deducted the Debtors Provision covering 
the full amounts thereof. 

Bad Debts written off are treated in the usual way. 

The rules may be summarized thus — 

(1) Where there are no initial debtors create a 100 per cent 
Debtors Provision at the end by debiting Receipts and Expenditure 
Appropriation section and crediting Debtors Provision; and in 
future years — 

(2) Debit previous year's Provision and credit Receipts and 
Expenditure Appropriation section; and debit the latter and 
credit |^ew Debtors Provision with 100 per cent on current debtors 
outstaMing. 

beginning and closing Property figures ; the difference between the beginning 
Property (£1,632) and the closing Property (£2,264) i^ merely the cost of the 
Property acquired during the year. Hence the opening Property may be inset 
immediately in the 31st December, 19. ., Balance Sheet, and the cost of the 
Property acquired added thereto. This is ascertained by eliminating the 
Property figures from the Cash and Bank Account and substituting on the 
credit side thereof the difference, i.e. ;£2,264 - £1,632 » £632. The sum of 
£90 for Legal Expenses in coimection with su^ purchase is added to the 
Property Account ; thus, £722 is the sum of £632 plus £90. 
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Alternatively, the adjustment may be made through the Provision 
Account or through the Fees Account. 

It may be observed that uncompleted work may be that per- 
formed in its very early stages, or on the other hand, work almost 
complete, so that a very careful estimate is required in order that 
the true position may be shown. 

In adAtion, work may be complete in respect of which no bill 
may yet have been rendered. In these circumstances the amount of 
such biU, if not already entered through the books, must be treated 
like Debtors, whilst occasionally work may be paid for by the 
client in advance. 

The double entry aspect is precisely the same as that relating to 
debtors, so that the adjustment may be made on the same lines, 
through (a) the Receipts and Expenditure Appropriation section, 
or (6) the Provision, or (c) Fees Account. 

Illustration. The following is the Trial Balance of a professional 
man at the end of the first year of his business — 


Trial Balance 

Dr. 

Cr. 


Fixtures 


i 

300 

i 


Capital 



1.500 


Bank 


430 



Fees ....... 



1,300 


Drawings ...... 


730 



Debtors 


700 



Expenses 


540 





£2,700 

£2,700 


Uncompleted work is £150 ; completed work not yet entered, 
£320 ; pa)anents in advance by clients, £70. 

Prepare accounts on the usual professional lines. 


Rbcbipts and Expbnditurx Account for thb Ybar 
Endbd 


Cr, 


Bxp*itiUw0 

T»Bmiiia» 

„ *‘^Dad** Profit 


o/d 


i 


To Provision lor Debton' 
Completed Work . 
„ Proviskm for Unoom- 
Work . 


£ £ 
540 
1,060 


£1,600 

i,oao 

X50 

£x.i7o 


Receipts 

By Fees Earned— 

Cash Received and 
Debtors . . . , 

Add Completed Work 
Uncompleted 
Work 

Leu Cash Received 
in Advance . 


By "Earned" Profit . b/d 
„ "Cash" Loss trans- 
ferred to Capital 
Account 


x.soo 

3*0 

150 1,670 



x,ofio 


Xl« 
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Balance Sheet as at 


tents* Payments in Advance . 
tpital Account 

Less Drawings . 


1 

ItSM 

730 

1 

7o> 

Fixtuna 

Debtors (as per Ledger) , 
ildiCompletedWork . 

• 


£ 

TOO 

Sso 

£ 

300 

Lsss "Cash” Loss as per 
Receipts and Expenditure 
Account 


770 


Lass Debtors Provision 



II 

nil 


no 

660 

Uttocunpleted Work 

Last Provision . 



X30 

nil 






150 

if 




Bank .... 




430 



£730 





£730 











Illustration, The following is the Trial Balance of X — 


_ 

Dr. 

6 >. 

Debtors Provision, 1931 . 

1 

i 

320 

Uncompleted Work 

307 


Expenses .... 

595 


Uncompleted Work Provision, 1931 


307 

Work done and Charged . 


2,120 

Capital 


2,000 

Sundry Assets (Including Bank) 

3.335 


Debtors .... 

510 



i 4.747 

£4.747 


Uncompleted Work, 1952 . . . ;^49o 

Fees Received during 1952 . . 1^1,930 

Bad Debts to be written off during 1932 , £120 


Receipts and Expenditure Account for year ended 31ST December, 


Dr. 


1952 


Cf. 


To Uncompleted Work 
„ Ezpensei . , 

„ Bad Debts 
„ "Earned” Profit 


To ig^Provision— 


c/d 


ibton 
UncoDwleted Work 
Cash'* Profit transferred, 
to Capital Acoount 


£ 

307 

By Fees Earned . 


£ 

2,130 

595 

„ Uncompleted Work 


490 

ISO 

L568 

3,610 


i\ 

2,6X0 

390* 

By "Earned” Profit 

b/d 

1.385 

490 

„ X95I Provision- 
Debtors . 


J20* 

L335 

Uncompleted Work 


507 

3,ax3 



3,2X3 

rbed in work done, and would 

be deducted 


amount so received will under no circumstances be returnable, the whole 
£70 may be deducted from debtors and the provision reduced to £930, as the 
£70 portion of the debtors cannot become "bad." Depreciation ignor^. 

* See next page. 
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BALANCB SbBBT A8 at 3 1 ST Dbcbmbbr, 1952 


Capitol . 

AAI^'Caab'*PrD&t 


1 

£ 

3.333 

1 

Sundry Assets 

Debtocs 

Lew Provision . 

1 



Uncomc^ted Work 

Less Provision * 


£ 


£ 


590 

390 


490 

490 


5i335 

nil 

nil 


£3.335 


♦ Alternatively the net difference may be inserted thus — 


Dr, Debtors Provision Cr. 


To 1952 Balance . 


m 


By 1951 Balance . 

„ Income and Expenditure 
Account 

b/d 

m 


1 







■ 

■1 


By 1933 Balance 

b/d 

390 


The Debtors Accounts are (totalled) — 


Dr. Debtors Cr. 


To Balances 

Fees Charged . 

b/d 

£ 

3*0 

3,120 


By Cash .... 
„ Balances 

c/d 

0 0 



£*.440 




£3.440 

To Balancea 

b/d 

510 


By Bad Debts written off 
„ Balances 

c/d 

120 

390 



£5x0 




£510 

To Balances 

b/d 

390 






A similar procedure may be adopted in respect of the Uncom- 
pleted Work Provision. 

If the micompleted work had been incorporated in Fees Account 
tlie Receipt and Expenditure Account would be — 


Receipts and Expenditure Account Cr. 


Etpmdtturf 

To Expenses 

Bad Debts 

„ “Earned” Profit* . 


£ 

395 

130 

1 , 3(18 


By Feet .... 


£ 

3,303 



£*.303 








j 






* Corresponding with earned profit brought down on page 277. 
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The Fees Account would 

Dr. Pbss Account (1952) Cr. 


To Uncompleted Work 
„ Receipts and Bzpendltufe 
Aocofunt 

b/d 

£ 

30T 

*,303 


£ 

By Feet Charged. s.ieo 

„ Uncompleted Work c/d 490 



£a, 6 xo 


iCa,6io 

To Uncompleted Work 

b/d 

490 




It should be noticed that the method adopted here is the "full** 
double entry, thus making the personal accounts an integral part of 
the double entry system, whereas in the example given on page 276 
the method adopted was the ‘'abridged*' double entry; but neither 
method affects the " 100 per cent Provision '* system because the true 
position is properly disclosed both in the full and abridged method. 

It is unusual to reduce Expenses to a cash basis by a 100 per cent 
Provision, but if this procedure is adopted the same principles apply, 
all the entries being reverse to those already outlined. 

It should be clearly home in mind that the full double entry 
system may be used or the abridged method, from which the true 
profits are ascertained, after which the necessary adjustments for 
Debtors and Uncompleted Work will be made. 

If the full double entry is in use the Fees Accounts and Debtors 
will appear in the Trial Balance in the ordinaiy way; but in the 
abridged method the Cash received only will appear, the Fees and 
Debtors being memoranda only, so that the procedure outlined in 
Chapter XI must first be followed prior to the creation of the 100 
per cent provision. 

The same principle may be adopted when the parties desire that 
only a proportion of Debtors be taken in as good, e.g. 50 per cent ; 
in fact it may be repeated that once the significance of the provision 
is grasped, viz. that the principles applicable to ordinary Bad Debts 
Provisions are applicable, except that a very large rate (100 per cent 
or less as desired) is taken, no difficulty should be encountered. 


-(b.1063) 



CHAPTER XIII 

TABULAR BOOK-KEEPING 

The student will have observed during the course of his practical 
work that, where feasible, much labour may be avoided by the 
judicious use of the columnar and tabular system. Wherever 
transactions are of a regular t)^ and frequent in number, the S3^tem 
can be profitably employed; and, without being conscious of it, 
students meet with the method almost every day : the discount 
column of the Cash Book, the analysis of the Petty Cash Book, the 
departmental columns in the Sales Day Book, and the analysis 
columns in the Expenses Day Book are common examples of the 
employment of this system. 

In all cases the principle is the same ; that is, the msertion of the 
record of the transaction in its appropriate column and the com- 
pletion of the double entry by means of the posting of the total 
thereof. As a rule, the student tends to become confused only when 
the system departs in any way from that usually met with as a matter 
of daily routine. 

The most familiar examples of the use of the tabular system are 
found in the accounts of — 

(1) Estate Companies for tenants' accounts. 

(2) Gas, Water, and Electricity Undertakings for customers' 
accounts. 

(3) Hotels for visitors' accounts. 

(4) Insurance Companies for premiums. 

In almost every business use is made of the tabular principle in 
order to avoid unnecessary repetition of detail, the most obvious 
example being the Columnar Cash Book. 

In accounts relating to a regular and permanent service, such as 
Rents, Gas, Water, Electricity, and the like, instead of separate pages 
being employed for each individual customer, one or more pages 
are used for each period and the appropriate records made by 
taking one line for each customer. The Ledger will be suitably 
ruled in the light of the circumstances obtaining, as for instance in 
Rental Ledgers the customers' names will be entered in the sequence 
of the numbers of their residences, thus facilitating the making of 
the entries, e.g. Nos. i, 3, 5, etc.. Queen's Drive. The first account- 
ing column will contain the carry-forward from the preceding 
account, and wiU in total equal the outstanding debtors. Such n 
total wll have appeared in the Balance Sheet in the ordinary way 
and difiers only from the normal in that the balances on the in- 
dividual accounts do not appear on separate pages, TTie next 
column on the debit side will contain the entries for charges, the 

280 
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total of which will be posted to the credit of Rent, Sales of Gas, 
etc., or whatever the particular service comprises. Tbe next column 
will be the cross total of the two debit columns. On the credit side 
will be columns recording cash received, allowances, and other 
credits, according to circumstances, the last two columns being for 
the cany forward of balances and for the cross totals of the credit 
items on each line. 

The principle may be illustrated by reference to a very simple 
example; so simple, in fact, that the employment of the tabular 
method would not be considered worth while. 

Ilhistration. Estate & Co. own four houses, Nos. i, 3, 5, and 7 
Lord Street, Northport ; the tenants are respectively A, B, C, and 
D : the quarterly rents being £15, £23, £25, and £18 resp^ively. 
A, at the beginning of the quarter ended 29th September, 19.., 
owes £3. The receipts from tenants are : A, £18 ; B, £21 (dlowance 
for repairs, £2) ; and C on account, £20. D left by arrangement on 
1st September, the rent for the period of occupation being £12. 

Write up the Rental Ledger and show how the double entry is 
effected. (See page 282.) 

The double entry will be effected thus — 

(1) is the amount brought forward and will be part of the balances at 

the opening date, 

(2) Total Rents will be posted to credit of Rents, 

(3) Totals on each side cancel each other. 

(4) The debits for the Cash received will appear in the Cash Book. (A 
separate column may be employed in the Cash Book, the total of which should 
correspond with the total of the column in the Ledger.) 

(5) The total will be posted to the debit of the allowance in question, and 
if warranted, would be further analysed ; in this case the £% will be posted to 
the debit of Repairs Account. 

(6) The total will be posted to the debit of Rent Account. 

(7) This is a balance forward to the next quarter, and will appear on the 
debit side on the No. 5 Lord Street line as ly 

(8) See (3) above. 

Thus the “Trial Balance*' of the above items is — 



Dr. 

Cr. 


£ 

£ 

i) Opening Balance . 


3 

a) Rents 


81 

6) Rents 

! 6 


[4) Cash .... 

• 71 


5) Repairs 

. 2 


[7) End Balance 

5 



^4 




Rental Ledger (See page 281) 


Observa 

ticms 

Left 
Sept. 1 



I 

Total 

Credits 

^.00 00 
'^.0 e« N M 

w 

00 

'•rt 

s 

Arrears 

Carried 

Forward 


•0 


(Other 

Cols. 

! as 

Required) 




Emp- 

ties 

'-rt vO 


s 

m 


r* 

'Hi 

s 

Cash 

Re- 

ceived 

£ 

18 

21 

20 

12 

"HJ 

5 

C.B. 

Fol. 


Re- 

ceipt 

No. 


Date 

of 

Receipt 


Total 

Debits 

^»-i M N IH 


3 

Quarterly 

Rent 

ir> to CO 

^ M ei (C 11 

'Hi 

1 

i 

5 || 

N* fO 

'Hi 

1 

V a 

§*S d 
^ H 

111^1111111^1^21^11^111^^11^ 

No. of 

party 

in 

i" '■ 

M fevo fNt 


a82 


K 

8 

p 


-< 

o 




_J 



Total 

Credits 

ts 

to 

HI 

Arrears 

Carried 

Forward 

•u 

to 

HJ 

Irre- 

cover- 

able 

•u 

wj 

'Hi 

H 

< * 1 

'Hi 

Cash 

Re. 

ceived 

'W 

to 

'Hi 

OH? 

55 0 

«§ 


Date 

Re. 

ceived 


Total 

J3 

JO 

5 

to 

'Hi 

1 

6 

to 

HI 

Arrears 

Brought 

Forward 

to 

HI 

bo 
u d 

Therms 


al 

Cub. 

Ft. 

- 

Particulars 


1^' 

3| 



> The Charges colmnn will, where required, be subdivided, e.g. Maintenance, Stove Hire, Meter Hire. etc. 
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If presented in the form of a '"Total** account this would be — 


Z>f. Total Debtors Cr. 



Illibstration. The following simple ruling (eliminating the detail 
coluii^) illustrates the principle of columnar book-keeping applied 
to the Cash Book. 


Dr. Cash Book Cr. 



The receipts from Cash Sales will be entered in the cash column 
n the ordinary way« and inserted in the Cash Sales column, the 
total of which will be posted to the credit of Cash Sales. The allow- 
inces column (where they are settled cis accounts are paid) is treated 
exactly like the discoimt column ; that is, the total will be transferred 
to the DEBIT of allowances (the credits having been made to the 
:ustomers' accounts). The other columns on the debit side require 
no comment. 

The credit side columns of the Cash Book will, as regards Draw- 
ings, Commission, Rent, and Rates (and any other additional 
:oiuinn), have entered in them the appropriate parent as shown 
in either the Cash or Bank column, and their totals will be posted 
to the DEBIT of the respective accounts. 

Illustration. The ruling of a Gas Consumption Ledger will be as 
shown on page 282. 

In the case of a Water Rental Ledger, the rulings will be somewhat 
similar, except that normally as the charge is based on Rateable 
Value, a column for this figiim will be inserted next to the chuge 
column, but obviously none will be required for Meter Readmgs» 
except where special arrangements exist (as in the case of works. 
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breweries, laundries, etc.), owing to the abnormally laife consump- 
tion of water. 

Visitors’ Ledger. The method employed by hotels is to rule the 
Ledger — called the Visitors' Ledger — so that from left to right are 
rulings for each room, the appropriate charges for which are entered 
on the line against the item printed on the extreme left. Instead of 
the debit side being shown in the usual manner, the top portion of 
the folio contains the charges above-mentioned and the bottom 
portion the credit items, e.g. cash paid, allowances, etc. The top 
portion columns added vertically will therefore show the total 
debits for each room, which should, allowing for carrying forward of 
balances, equal the vertical additions of tlie bottom portion. The 
horizontal totab will represent the total charges to the rooms detailed 
on the folio, and will be posted to the credit of the particular account 
to which they refer, e.g. apartments, either directly or through the 
medium of an Abstract Book. 

One folio is employed for each day, any balances being carried 
forward to the next folio. 

Occasionally, as in the case of a permanent resident, it will be 
necessary to transfer the total at the end of each week to an ordinary 
Ledger Account, so that the bottom portion of the Visitors’ Ledger 
(representing the credit side of the Ledger) will have a line for 
transfers. 

Wliere necessary, e.g. owing to the large number of rooms in use, 
there will be several ledgers, usually subdivided on the "storey" 
basis, e.g. first floor, second floor, etc. 

Although not strictly material to the explanation of the tabular 
system of book-keeping, the following matters relating to hotel 
accounting should be noted — 

(1) Separate accounts may and certainly ought to be kept for 

receipts in respect of Wines, Beer, Spirits, Rooms, etc., the appro- 
priate expenses being debited against them and the resulting 
balance transferred to Profit and Loss Account. ^ 

(2) Appropriate entries are necessary in respect of accommoda- 
tion, Meals, laundry, and the like, of the staff, and of the Proprietor 
and his family, so that the true results of each section may be 
correctly ascertained. The transfer will be a debit to Drawings (in 
the case of proprietor) or Wages (in the case of staff) and a credit to 
the account in question, e.g. Meals Account. Apart from these, 
there are frequently transfers between the various sections of the 
hotel, e.g. in respect of kitchen staff, who will have their overalls 
laundered in the hotel. 

{3) Each section should be chaiged with a fair proportion 
of rent and rates, and in cases where the hotel premises are 
management, a charge, correctly apportioned, 
should be made to cover rent, and Profit and Loss Account 
credited. 
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lUustratkm. 

Visitors* Lbdosr 


Date Aug. i 19. . 



Room 
No. I 

Ro(xn 
No. a 

Rocan 
No. 3 

Etc. 

Total 


Df. 

1 

s. 

d. 

L 

t. 

d. 

£ 

I. 

i. 

£ 

s. 

d. 

£ 

s. 

d. 


Brought forward . 




3 

11 

0 







3 

II 

0 

Brought forward 

Post^ to credit 

Apartments 

4 

0 

0 

3 

10 

0 

3 

0 

0 




9 

10 

0 

Apartments 

Board 


5 

0 


10 

0 


10 

0 




I 

3 

a 

Board 

Wme .... 







15 

0 





15 

0 

Wine 

Laundry . 


2 

6 


3 

0 


5 

0 





13 

6 

Laundry 

Minarals 


5 

0 











5 

0 

Mmerals 

\ 

fl 

13 

6 

£9 

16 

0 

£3 

10 

0 

_ 



xr 

18 

6 


\ Cr. 

















Cash } 




9 

16 

0 

3 

0 

0 




13 

16 

0 

Posted from debit of 

















Cash Book 

Allowances 








10 

0 





10 

0 

Posted to debit of Al- 
















lowances 

Transfeii . 

Carried forward 

4 | 

13 
1 

6 










»4 

13 

6 

C^ied forward 




6 

£9 

16 

L 

0 

Z 

10 

0 

- 

- 

7 

17 

18 

6 



‘ If the amount of 12s. 6d. is to be transferred to the ordinary ledger it 
would be inserted in tiie line above and posted to the debit of the Personal 
Account. The totals at the right hand of the folio (top section) might 
alternatively be entered in an abstract book and the total thereof posted to 
the credit of the relevant accounts. The Abstract Book would be ruled 
thus— 

Abstract Book 

Date Folio Board Wine Laundry Minerals Total 


19.. 

Aug, I 113 


L: 

Etc. 


If the above entries were shown in ordinary Ledger form the 
result would be— 

Dr. Visitors’ Ledger (Total Account) Cr. 


To Balance Brought forward 

•> Apartments. jCredit Apartments, 

etc. (as detailed) etc., Accounti . 


By Cash 'Debit Caib Book 
„ AllowanceilDebit Allowances 
„ Balance Carried Reward 


I7|H| 


» 7 | 


Hi 


iBronght forward . 
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The subsidiary books (e.g. the Cash Book, Invoice Book, etc.) 
would be analysed on the following lines — 

IzTvoicB Book 




Brier, 

Cutlery, 


Total 

Provi- 

■loni 

WioM, 

and 

Htc. 

Etc. 



Minerals 

Plata 


i l.-l-'- 

£ I..M. 

£ |•.|A 

•■u. £ |.k 

£ !*■ 


The Cash Book is shown on page 287 (No. i). 

In order to give a clearer conception of the principle, a simple 
system of tabular book-keeping applicable to a medical practitioner 
is outlined, but it should be remembered that the working of it 
would require adaptation to fit in with any peculiar features of the 
practice in question. 

The main book is the Cash Book, which is supported by total 
accounts in respect of each Ledger. 

Illustration. The accounts are constructed as shown on page 287 
(No. 2). ^ 

Debit Side. Each total is posted to the respective account ; the 
collectors' column, being a "Total" colunrn, will therefore be posted 
to the credit of Collectors' Nos. i and 2 Total Accounts respectively ; 
the details making up these totals will be posted from the Collectors' 
Cash Received books to the credit of the patients' accounts. The 
"Private Patients" column is dealt with on the same lines. 

Credit Side. The total cash paid will be the sum of columns (a) 
and (d), i.e. £6 3s. yd. + £336 os. yd. = £342 4s. 2d. (thus balancing 
the cash received). The total payments for expenses will be the 
total of {a) and (c), i.e. £6 3s. yd. -f £218 lys. 2d. = £225 os. qd. 
the analysis of which will be — £ $ d 

Drugs and Bottles . 24 10 o 

Sundries . . . 29 19 3 

Drawings . . 164 7 ii 

Collectors* Commission . ^37 


£‘^^5 Q 9 

These items will be posted to the appropriate accounts. 

To^ls (c) and (d) are the Bank items and, apart from the begin- 
balance, (d) less (c) equals the increase of the Bank Balance: 
these totals usually being debited to a separate Bank account, thus — 

Bank Cr. 

To Receipts 336 By Payments afs 


' » H II J 

If desfred, the above totals may be carried into an Abstract 
iSooK and one posting effected at the end of the accounting period. 



Cash Book 
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The Trial Balance, therefore, will be — 

i s. i. i s. d. 

Expenses (detailed) ^^5 

Cash Service (Box) 

National Health Service 
Mvate Ledger 
Collectors' Total Accounts (i) 

.. .. ( 2 ) 

Bank Lodgments . 336 o 7 

Less Payments . . 218 17 2 

117 3 5 


£ 5. d. 

10 o 10 
268 18 4 

9110 

33 9 o 

20 5 o 


£3^^ 4 2 ;£342 4 a 


Day Books, The Day Books will be analysed into the various 
Ledgers: (i), (2), and “Private’*; and the totals will be posted to 
the debit of the appropriate Total Account, the individual postings 
being made to the debit of each patient and the total of the Day 
Book to the credit of Fees Account. If the services performed for a 
period were: Ledger (i) £48, Ledger {2) £120, “Private'* Patients 
Ledger £60, the debits would be (i) in the Total Account, (2) in 
detail to the patients in the appropriate Ledger, and the credit to 
Fees Account in one figure. 

Transfers. Transfers from one account to another, which may 
arise not only through errors, but by patients changing their resi- 
dence, will be put through a Transfer Journal, the tot^s of which 
will be posted to the Total Account of the Ledger concerned and 
the detailed entries to the appropriate individual accounts, thus — 


Transfer Journal 

Dr. Cr 



By way of illustration on the above information. No, i Total 
Account would be — 

X)r- No. 1 Ledger Total Account Cr. 


To Feet (per Dey Book) . 4S 
„ Trentier (per Transrer 


By Cash (per Cash Book) , 
,, Transier (per Transfer 


„ Transfer (per Transfer 
Journal) 

„ B^ance . 


. c/d xslxi 


To Balance . 


b/d 13 XI o 


The individual ledger balances in No. i Ledger should therefore 
equal £13 ns. 
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The use of the tabular system in the books of an accountant is 
shown by the following — 

Illustration. From the following tabular entries prepare a Trial 
Balance. (The letters in parentheses are for the guidance of the 
student.) 

Cash Book 



Pro- 

fessional^ 

Tuition 

Rent> 

Rates* 

Bank 


i 

£ 

£ 

£ 

£ 

Totaf Dr. side 

1.735 

420 

60 

45 

2,260 

(») 

(a) 

(fc) 

ib) 

W 



Draw- 

ings 

Ex- 

1 penses 

Rent 

Rates 

Bank 


£ 

£ 

£ 

£ 

£ 

Total Cr. aide 

530 

230 

100 

75 

935 


(f) 


(6) 

(b) 

(*) 


Trial Balance 

Dr, 

r 

Cr. 

f 

(a) Fees received ...... 

i 

£ 

2.155 

(6) Rent net paid ...... 

40 

(6) Rates net paid ...... 

30 


{c) Drawings ....... 

530 


(d) Expenses ....... 

230 


{e) Excess of Bank lodgments over withdrawals . 

1.325 



£2.155 

£2,155 


Combined Day Book and Ledger. Where practicable, the employ- 
ment of a combined Purchases Day Book and Ledger will save a 
considerable amount of time and labour. 

The book is ruled in ledger form, the credit side being used for 
purchases and the debit for returns and payments. At a suitable 
date the total of the purchases will be posted to the debit of Pur- 
chases Account and the total of the returns to the credit of Returns 
Outwards, or of Purchases, Account. Cash and Discounts will be 
posted to the debit side of the book from the credit of the Cash 
Book in the usual way. If the settlement is by Bill, the credit will 
be to Bills Payable Account. 

The invoices may be entered in strict date order or as they are re- 
ceived, but it will probably be found more convenient to file them 

' Divided as required, e.g. Auditing, Taxation, etc. 

* The receipts in respect of Rent and Rates indicate that part of the 
offices was sublet. 
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in alphabetical or some other order until the end of each, say, month, 
when all the invoices relating to each supplier wdl be entered to- 
gether in date order in a details column and the monthly total for 
each supplier carried out into the main column. 

Returns may be dealt with either — 

(il in a separate column on the debit side, or 

(2) as a d^uction in the details column before the total is carried 
out, or 

(3) as deductions on the invoices to which they apply, the latter 
being entered net in the details column. 

Items which are not paid at the usual date may either be trans- 
ferred into a Creditors Account in a Ledger, or preferably, by means 
of a special column, into the succeeding period, thus enabling both 
side^ of the book to be totalled and agreed. If transactions are 
numerous, the book should be cleared at least once a month, but 
leaving one month open where it is the practice to settle in the month 
following the purchase. 

Illustration, (See page 290.) 

Where the settlement is always by Cash (with or without discount), 
the work can be further curtailed by dispensing with the debit side 
and having a date paid column and folio column, returns being dealt 
with on the credit side by method (2) or (3) above. 


Illustration. 

Combined Purchases Day Book and Ledger 



At the end of the financial period it is desirable to transfer ALL 
unpaid items to a Creditors Accoimt in a Ledger and to debit 
them, when paid, in that account. 

A combined Day Book and Ledger can be utilized on similar lines 

' Tratufeired to a Creditor. Accouot or carried forward into a special 
<^lumn in the succeeding period. 
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for Sales, but, unless the receipts are reasonably regular and full 
(apart from the fact that there may be a far greater number of sales 
than purchases), the method is not worth while, although it has been 
found that frequently it is perfectly satisfactory, particularly if 

(a) a Total Account is prepared, say, monthly and 

(b) unpaid items are transferred to a Debtors Account in a Ledger 
not later than the end of the following month, thus leaving no more 
than two months open, e.g. April Sales will be entered up and April 
and May allowed for entering the receipts. At the end of May, any 
unpaid items will be transferred into the Ledger. 



CHAPTER XIV 
CORRECTION OF ERRORS 


Errors calling for correction arise by reason of — 

Errors in the amount posted. 

Posting to the wrong side of an account. 

Errors of additions and carry forwards. 

Posting to the incorrect account. 

Omissions in the books of original entry. 

The student, particularly in the intermediate examinations of the 
prosfessional accountancy bodies, is very frequently called upon to 
givd the entries for correcting errors. 

Tl^e methods vary somewhat in detail, and no rigid rule can be 
fomiinlated : but the procedure outlined below is simple and effective. 

(1) , Deal with the amount of discrepancy of the Trial Balance by 
raising on the "short" side a Suspense Account. 

(2) Correct the arithmetical error, ignoring any omission in the 
books of original entry and the incorrectness of the account; this 
will be done by entering the necessary figure on the opposite side of 
the Suspense Account (thus eliminating it) and a reverse entry to 
the account to which the original posting was made. The residt is 
to dispose completely of the "out of balance." 

(3) If necessary, next deal with the figure— now correct in 
amount but in the wrong account — ^by an orcimary transfer through 
the journal. This will result in giving the correct amount in the 
proper accoimt. 

(4) If necessary, next deal with the omission in the books of 
original entry by entering the omitted amount in the journal and 
posting in the ordinary way. 

An error in addition will be dealt with in the same maimer as an 
incorrect posting. 

Some of the corrections of errors will merely affect assets and 
liabilities, whilst others will cause a modification of the Profit and 
Loss Account. 

The four processes may be consolidated into one entry, but in 
cases of extreme complication the separate processes should be 
worked and either entered separately or attached to the consolidated 
entry by way of explanation. 

Ilh&tration. An item of £40 has been posted as £4 from the debit 
of the Cash Book to the credit of a customer's account. Taken alone, 
the obvious amount of discrepancy is £36 "short" credit. 

The correction, therefore, is (using Ledger Accounts for clarity) — 

Dr. SuspsNsB Cf. 

T| 

56] By En S^j 


To Ledm Account . 
(Name of cqatomer) 
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£}f^ CUSTOItBK Cf. 



The above is a simple example and illustrates the position where 
there is merely one error of arithmetic, that is where no error has 
arisen either in the books of original entry or in the correctness of 
the account. As will be seen from rule 2, the necessary figure is 
iehiied to Suspense Accoimt in order to eliminate it and credited 
to the account to which the original posting was made. No further 
adjustment is required, the correction merely afiecting assets and 
not the Profit and Loss Account. The rules applied are i and a. 

The following illustrates the position where there is a double 
error — one of arithmetic and one of posting to an incorrect account. 

Illustration. A sale of £30 was made to X and entered correctly 
in the Sales Day Book, but posted to the debit of Y as £3. 

The position, dealing with the arithmetical error, is that sales 
includes a sum of £30, but the debit therefor is £3 only, thus disclosing 
a short debit (or “ over ** credit) of £27, this being the amount for 
the debit to Suspense Account (Rule i). The next entry is to debit Y 
with £27 and credit the same amount to Suspense Accoimt (Rule 2). 
The effect is to correct the arithmetic, but it still leaves the 
corrected amount in the wrong account : hence a Journal transfer 
is required by which X is debited and Y credited with £30 (Rule 
3), The above correction, again, does not affect the Profit and Loss 
Account. 

Wliere, however, the original entry is incorrect it is necessary, in 
addition to apply Rule 4. 

Illustration. If the amount of sale to Y (using similar circum- 
stances to those in the preceding example) had been £50 and entered 
as £30 only, the same procedure would be employed ; and, in addi- 
tion, a Journal entry would be finally made to correct the omission 
in the book of origind entry, viz., debit Y £20 ; credit sales £20. This 
applies Rule 4 ^d augments the sales and, therefore, profits by £20. 

Having obtained a grasp of these principles, the student will be 
in a position to apply them to all questions dealing with correction 
of errors which are usually considerably more involved than those 
outlined above, as they may require the correction of numerous 
errors. 

The following are illustrations of typical questions— 

Illustration* The Returns Inwards Book includes an item of 
£7 6s. od., which has been posted to the debit of a customer. Correct 
the error. 

The Returns Inwards (debit) includes £7 6s. od., but the posting 
should have been made to the credit of the person retuming the 
goods (credit supplier), hence there are, in effect, two debits and 
no credits, totalling £14 las. od. Suspense Account wBl, thmforei 
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be credited with £14 I2s. od. The Suspense Account must then 
be debited and the Personal Account credited with £14 I2s. od.. 
thus correcting the error. 

Dr. SasPBNSS Cr. 

To Cuttomor >4|is| By Error 14 ) 10 ; 

(CoRoction of error) 

Dr. Customer Cr. 


To RetuniB lowardi 


By Suepeaee Account 


Thus, the customer is in credit for £y 6s. od., represented by the 
debit of £7 6s. od in Returns Inwards (or Sales) Account. 

Illustration. An item of Purchases of £150 is entered in the 
Purchases Day Book as £15 and posted to the debit of the supplier's 
account as £51. (Perhaps an exaggerated and preposterous sup- 
position, but many of the examination problems postulate errors 
even more unlikely and fanciful.) Correct the error. 

As the working is likely to cause a student embarrassment, each 
step may be taken separately. The more advanced student will pro- 
ceed to make the corrections without the subjoined detailed processes. 

Rule I. The Suspense Account, which merely deals, as has been 
noticed already, with arithmetical errors arising in the double entry 
book-keeping, is found by visualizing the actual posting, viz. Pur- 
chases £15 debit, and Supplier's Account £51 debit, this being 
the book-keeper's attempt at double entry. Hence, there is £66 
debit and no credit, so that the Suspense Account must be created 
in credit for £66. 

Rule 2. The Suspense Account must be eliminated by debiting 
it (to cancel the credit raised) with £66 and crediting Supplier's 
Account. The effect now obtained is that the error in bdancing has 
been corrected and the supplier's account is in credit for £15, which 
is correct so far as the double entry books show. 

Rule 4. As the original entry should have been £150, it is neces- 
sary to book a further £135 through the Journal and post in the 
usual way. 

Dr. Suspense Cr. 

To Supplier— By Error Isl 

ComctioaofBRar 

Dr. SUPPUBR Cr. 


IbPurehMee 


5 », 


By SutipaiM Aeeouat 
„ PniuliUMi^ 


\m 


* This item will be posted 
Journal, 


to the debit oi Pmchaaea Aoooimt item the 



ACCOUNTANCY 


20 

The Supplier's Account is now in credit for £150. 

Illustration. A trader effects a sale of furniture, realizing £33 i6s. 
The amount is entered to the debit of Cash as £23 is. 6d. and posted 
to the debit of Repairs Account as £32 is. 6d. Correct the error, 
employing Ledger Accounts. 

Pf, SUSPBNSH Cf. 


To 


Ropftln Account— 

Corrcctioo of EtTorj 55| 


By Error 


|55 


Dr. 


Repairs 




£ 

$. 

d. 

To Cuh 

„ Tcanifer to Furniture 


53 

X 

6 

Account 


33 

I 

6 


i 

55 

3 

0 


By Suspense Account 


Cr. 

55 

55 


Dr. 


Furniture 


Cr. 


To Profit on Reslixatlon* By Transfer from Repairs 

Account' . 23 

„ Cash 

„ Depreciation 
„ Loss on Realization * 


Dr. 


Cash Book {incites) 


Cr. 


To Sale of Furniture [23 


Examples will now be given illustrative of the treatment of several 
errors contained in a Trial Balance. 

Illustration. The following errors are discovered in the books of 
a trader, the Trial Balance containing a Difference in Balance 
Account — 

(i) Discount allowed to customers was correctly posted to the 
personal accounts, but the discount column in the Cash Book was 
over-added by £15. 

{2) The Purchases Book additions for December were added and 
posted as £22,176, but should have been £22,426. 

* Alternatively » the Suspense Account could be cleared by debiting it with 
£55^3®*. crediting Repairs with £32 is. 6d. and Furniture £1'^ is. 6d., thus 
avoiding the transfer from Repairs to Furniture. 

♦ The value is not given and the above entries formaUy correct the 
mor, 3ret it is necessary to note the probable loss or possible profit on Realwa- 

y Pyreoiation. This may be described as a consequential entry, 
wtitdi la^ viM mportante; notwithstanding that no menticm of it is made in 
tile question itselx. 
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(3) Goods returned {£10 8s. 4d.) by J. Jones had not been posted 
to his account from the Returns Book and the credit side of his 
Ledger Account had been over-added by £5 los. od. 

(4) A cheque {£ 21 ) received from X Y in settlement of his account 
had been returned dishonoured, and posted to the debit of Allow- 
ances Account. 

Give the amount of discrepancy in the Difference in Balance 
Account and state how you would rectify the above errors. 

The difference will be made up as follows — 



Dr. 


Cr. 



£ 

s. 

d. 

£ 

s. 

d. 

(i) Excess debit of . 

15 

0 

0 




(a) Short debit (or excess credit) 




250 

0 

0 

(3) Short credit (or excess debit) 

10 

8 

4 




Short debit (or excess credit) 




5 

10 

0 

(4) No arithmetical error . 








25 

8 

4 

*55 

10 

0 

Amount to be inserted in Difference 







in Balance Account to make 







Trial Balance agree . 

^30 

I 

8 





£*55 

10 

0 

£^55 

10 

0 


Dr. Difference in Balance (or Suspense) Cr. 




£ t. d. 




£ 

d. 

To Balance . 


230 X 8 


By Purohasea 


250 0 

0 

, Ducounte Allowed 

(a) 

15 0 0 


•» J< Jonet 


5 10 

0 

„ J. Jones 

W 

10 8 4 








£255 10 0 




£955 10 

0 







■MM mmm 

ITT 


As to (4), X Y’s account will be debited with £21 and Allowances 
Account credited by Journal entry. 

Notes, (a) Discount Allowed Account will be credited to cancel the ex- 
cessive debit. 

(6) Jones's account will be credited with the Returns previously omitted 
from being posted to his credit. 

(c) Purchases Account will be debited as the original posting to the debit 
of Piu*chascs should have been £250 more. 

(d) Jones's account will be debited with £5 los. od. for the over-credit. 

The Profit and Loss Account will benefit by (i) £15, and (4) £ 21 , 
but will suffer by (2) £250. 

It may eventu^y be necessa^ to write off the whole or part 
of X Y's account, and this possibility should be noted in the answer 
to the question. 

After a student has gained proficiency in this type of qu^tion 
be will be able to perform the correcting entries first from which he 
can ascertain the original difference; that is, in reference to the 
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above illustration, entries (o), (ft), (c) and (d) would be made, the 
balancing item of £230 is. 8d. (debit) in Difference in Balance 
Account be^ ascertained at sight. 

Illustration. The book-keeper of a firm having been unable to 
agree the Trial Balance, rai^ a Suspense Account in which he 
entered the amount by which he was out of balance. The following 
errors were discovered — 

(a) The addition of the analysis column in the tabular Purchases 
Journal posted to Goods Purchased for Resale Account was found 
to he £15 short, though the addition of the total column was 
correct. 

(ft) Goods bought from a supplier amounting to £7 7s. od. had 
been posted to the credit of his account as £77. 

((;) A dishonoured Bill of Exchange receivable for £160 returned 
to the firm's bank had been credited to the Bank Account and 
debited to Bills Receivable Accoimt. A cheque was received later 
from the customer for £160 and duly paid. 

(d) An item of £8 entered in the Sales Returns Book had been 
posted to the debit of the customer who returned the goods. 

(tf) Simdry items of plant sold, amounting to £300, had been 
entered in the Sales Day Book, the total of which book had been 
posted to the credit of Sales Account. 

(/) An amount of £80, owing by a customer, had been omitted 
from the list of Sundry Debtors. 

(g) Discount amounting to £3, allowed to a customer, had 
been duly entered in his account, but not posted to the Discount 
Account. 

(ft) An amount of £10, being rates treated as paid in advance in 
the previous year, had not been brought forward as a balance on 
the Kates Account. 

(1) Show the Suspense Account as raised by the book-keeper, 
with the adjusting entries you would find it necessary to make 
therein, and 

(2) Explain what effect any of the corrections would have on the 
profit shown in the unrectified accounts- 


SUSPXNSB 


Cr. 


ToDUIenDce in TMal 
Balnnos 

(i) Ciiatomer*«| 
Aooonnt . 





By («) Good! purebned 
for Reanlo Ao-| 
eoimt .1 

Sumdinr't Accomt 
Drotoro* Acooant.L 

I5i 

^\ts 

Diicovmt Alk>lMd| 
Acoeost . 

„ (b) lUtMAoQoaiit 

KwM 


Dr. 
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Subject to (e) in respect of which Depreciation and Profit or 
Loss on Sale would be written off the b^k value of the plant 
sold, the above corrections reduce the profit by 3(328, ma<fe up 
as foUows— 

£ 

*5 
300 

-3 
10 

As to (c) a Journal transfer will be required to debit the defaulting 
Acceptor's Account and credit Bills Receivable. 

As to {e) a transfer will be required to debit Sales Account and 
credit Plant — together with any adjustment, as above indicated. 

As to (/) there will be no actual posting as the omitted balance 
will be incorporated in the list of debtor balances. 

In preceding examples the Ledger Accounts have been constructed 
for the purpose of clarity, from which the Journal entries may be 
easily written up. The following examples are appended shoving 
the rectifying entries in Journal form. 

Illustration. You are presented with a Trial Balance showing a 
difference which has been carried to Suspense Account, and the 
following errors are revealed — 

(1) £35 in cash for a t3q)ewriter was charged to Office 
Expenses Account. 

(2) Goods amounting to £66 sold to White were correctly entered 
in the Sales Book but posted to White's account as £76. The total 
sales for the month were overcast by £10. 

{3) A cash sale of £15 to Brown, correctly entered in the Cash 
Book, was posted to the credit of Brown's personal account in the 
Sales Ledger. 

(4) Goods £13, returned by Gicen, were entered in the Sales 
Book and posted therefrom to the credit of Green's personal account. 

(5) Goods invoiced at £124, and debited on 20th December to 
Black, were returned by him on the 23rd and taken into « stock 
on 31st December, no entries being made in the books. 

(6) Sales Returns Book was overcast by £100, and the total of a 
folio m the same book, £1,730, carried forward as £1,703. 

(7) Goods £200, purchased from Robertson on 28th December, 
had been entered in the Purchases Book and credited to him, but 
were not delivered till 5th January; stock being taken by the 
purchaser on 31st December, 

(8) Bill Receivable from H. Jones £160, posted to the credit of 
Bills Payable Account and credited to H. Jones. 

Joumaluse the necessary corrections. 


(«) 

W 
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I, Office Furniture Dr. 

To Office Expenses .... 
Being cost of typewriter incorrectly debited to Office 
Expenses. 


3. Assuming the posting made to the eorroct side of White's 
A ccount — 

(а) Sales ........ Dr. 

To Suspense 

Being correction of ^lo over addition in Sales Day 
Book. 

(б) Suspense ....... Dr. 

To Wliite 

Being correction of posting of £66 as £76 to debit of 
White's Account 

3. Brown Dr. 

To Sales ........ 

Being correction of entry of Cash Sale posted to credit 
of Brown's Account. 

A- Sales Dr. 

Sales Returns ....... Dr. 

To Suspense ....... 

Being correction of Returns by Green entered as Sales 
inadvertently for Sales Returns. 

5. Sales Returns ....... Dr. 

To Black ....... 

Being Goods returned by Black unentered and included 
in Stock. 

6. Suspense. ....... Dr. 

To Sales Returns ...... 

Being correction of errors in Sales Returns Book, viz. — 
(a) Excessive addition . . . •£ioo 

{b) Less short carry forward . *27 

7. (a) If the title in the Goods has passed at the end of the 

financial year — 

Stock in Transit Dr. 

To Trading Account 

Being Goods purchased in the hands of Robertson. 

(b) If the title in the Goods has not passed — 

Robertson ....... Dr. 

To Purchases . . . . \ 

Being cancellation of purchase of goods entry in respect 
of goods purchased on 5th January, 19. . (following 


Bills Payable 2)r. 

Bills Receivable •..,!! Dr, 
To Susp^se , , [ ] * \ 

Be^ correction of bill entered in Bills Payable Account 
instead of Bills Receivable Account. 


35 


II I 

35 


15 


13 

13 


124 


73 


160 

160 
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Wliere sectional balancing is in operation it will be necessary to 
make adjustments in the total accounts so that there will be no dis« 
turbance of the agreement of the totals with the sum of the individual 
Ledger balances. 

Illustration, (i) A Bill Receivable was accepted by Johnson for 
£350 and entered in the account of Johnson as £305. 

{2) Goods sold to Williamson for £100 were posted to Williams's 


Journal 


(i) Suspense Dr. 

1 To Johnson ...... 

Being correction of posting to the credit of his account 
£3^5 instead of £350. 


(2) Williamson ....... Dr. 

Suspense ....... Dr. 

^To Williams ....... 

Being correction of error of goods sold to Williamson 
for j^ioo entered against Williams as ;£i35. 



£ 

£ 


45 

45 


roo 

i 

1 

1 


35 

135 





Journal 


(1) No correcting entry is required in the Total Accounts, 

since the only error is the incorrect figure on the 
credit side of J ohnsoo’s account. The original entries, 
from which the Total Accounts are prepared, are 
apparently correct. 

(2) Nominal Ledger Adjustment Account . . Dr. 

[in No. 3 Ledger] 

To No. 1 Sales Ledger Adjustment Account . 

[in Nominal Ledger] 

Being adjustment of Total Accounts in respect of can- 
cellation of debit incorrectly made to Williams’s 
Account. 


£ 

100 

£ 

too 

No. I Sales Ledger Adjustment Account . . Dr. 

[in Nominal Ledger] 

To Nominal Ledger Adjustment Account 
[in No. I Sales Ledger] 

Being adjustment of Total Accounts in respect of sales 
of £100 to Williamson not debited to him. 


100 

100 

Note : As in (i), no correcting entry is required in the 
Total Accounts for the ^35 error, since the original 
entry in the Day Book from which the Total Ac- 
e^unts are compiled showed the correct figure of 
£100. The Total Accounts are, however, affected 1 
by the inter-Ledger transfer, since the original entry 
was carried out into the wrong analysis column in 
the Day Book. Had the original entiy been carried 
out into No. I Ledger (l.e. Williamson’s Ledger) 
analysis column, none of the above Journal entries 
affecting the Adjustment Accounts would be re- 
_ quired. 
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Account as £135, the £100 in the Sales Day Book having been carried 
out into the No. 2 L^er analysis column. 

Total Ledger Accounts were employed, Johnson and Williamson 
Ledger Accounts being in No. i Ledger and Williams in No. 2 
Ledger. 

Assuming that both Nominal Ledger and Sales Ledger Adjust- 
ment Accounts are employed, the Journal entries for the adjust- 
ment of the Personal Accounts and the Total Accounts are as 
shown on page 301, 

The entries are simple if it is remembered that the amounts 
entered in the Sales Ledger Adjustment Account (in the Nominal 
Ledger) will corresp)ond to the side in which the individual entry is 
made in the Sales Ledger, the entry in the Nominal Ledger Adjust- 
ment Account (in the Sales Ledger) being reverse, e.g. taking the 
entry to Williamson: as his account in the above adjustment is 
debited with £100, so must the No. i Sales Ledger Adjustment 
Account in the Nominal Ledger and the reverse entry be made to 
Nominal Ledger Adjustment Account in No. i Sales ledger. 

In all probability the total accounts may contain the correct 
TOTALS, so that the '‘total" entries above are not required, the 
personal account adjustments — apart from other errors — effecting 
the agreement with the amount disclosed in the Total Accounts. 

Entry (2) has been consolidated in substitution for the longer 
process, viz. — 

Journal 


Suspense .... 


. Dr, 


1 

35 

£ 

To WilUams . 

. 



35 

Williamson .... 

. 

\ Dr.' 


100 

To WilUams . 

. 

• 



100 


Illustration. X keeps two Sales Ledgers, employing an Adjust- 
ment Account for each Ledger. The Double Entry is buiU up from 
the totals of each book of Prime Entry, You discover that— 

(i) The balance due by Jones, £20. has been transferred, owing 
to removal, direct from Ledger i to Ledger 2. 

(^) £^5 Cash received from Williamson (Ledger i) not posted 
to his Personal Account. 

(3) Sales Returns (Ledger 2) imder-added, £10. 

(4) A Bill Receivable £100 from Ronald & Co. (Ledger 2) entered 
as casli from debtors and posted to the credit of Bills Receivable. 

Show what differences will be found in the Sales Ledger Adjust- 
ment Accounts and Trial Balance, and how the errors would be 
corrected. 

(i) The transfer will afiect the Adjustment accounts (assuming 
the items appear on the same sides as in Ledgers i and 2 respectively) 
as follows— 
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The amount of £20 most be credited to No. i Saks Ledger 
Adjustment Account and debited to No. 2 Sales Ledger Adjustment 
Account. This being merely a transfer from one Led^ to another, 
the Trial Balance will not have been influenced as regards total 
agreement because in fact the totai. balances will be correct, but 
there wiU be a disagreemoit between the Schedule of Debtors of 
each Ledger and the total shown by each of the Sales Ledger Adjust- 
ment Accounts. 

(2) This sum wiU have been duly included in the total posted to 
the credit of Sales Ledger Adjustment Account so that the Trial 
Balance agreement is again undisturbed ; but there will be a dis- 
crepancy between the Schedule of Debtors and the balance of No. i 
Sal^ Ledger Adjustment Account, the former being £15 in excess 
of the latter. 

As the Ledger Accounts are here treated as “Memoranda” (the 
Adjustment Accounts showing the true position), no Suspense 
Account will be opened, the adjustment being made by posting the 
unposted item. 

(3) The total to the debit of Sales Returns will be the same as 
that posted to the credit of the Sales Ledger Adjustment Account 
so that the effect is to create a discrepancy between the Schedule of 
Debtors and the total, this having no effect on the agreement of the 
Trial Balance ; but as the total is incorrect, it will become necessary 
to adjust as follows — 

Debit Sales Returns, £10 Credit No. a Ledger Adjustment Account, ^10 

(4) The amount of £100 being entered amongst Receipts from 
Debtors, will have been included in the postings to the credit of 
No. 2 Sales Ledger Adjustment Account as well as to the credit of 
Bills Receivable, and thus there are two credits : (i) in No. 2 Sales 
Ledger Adjustment Account, and (2) in Bills Receivable, whilst at 
the same time the Schedule of Debtors will not agree with the total 
because the debtor has not been credited with the bill £100. 

The adjusting entries would be — 

Debit Bills Receivable £100 Credit Suspense Account £100 

„ „ „ £100 Credit cash . . £ioo 

Having corrected the out-of-balance and cancelled thereby the 
eironeous credit, it is necessary to post £100 to the credit of Ronald 
& Co. (the amount already having been included in the credits to 
No. 2 Sales Ledger Adjustment Account). 

The above Adjustment Accounts will appear in the Nominal 
Ledger. 

If an Adjustment Account were raised in each Sales Ledger, there 
Would be entries therein reverse to those appearing in the Adjust- 
nient Accounts in the Nominal Ledger. 



CHAPTER XV 
ROYALTY ACCOUNTS 

Royalty is the remuneration pa3^able to a person in respect of 
the use of an asset, whether hired or purchased from such 
person, calculated by reference to and varjdng with quantities 
produced or sold as a result of the use of such asset. The expression 
used in a broad sense has a more extended meaning as it is frequently 
employed in connection with hiring of machines where the charge, 
instead of being upon a fixed base, say, £5 per machine, is calculated 
on the number of revolutions, or in textile machinery, the number 
of stitches. 

Tile chief forms of royalty are Mining Royalties,' Patent Royalties, 
and Copyright Royalties, based respectively upon ore raised, pro- 
ducts sold, and books sold. There are many other varieties, but 
the examination candidate's attention may be confined to those 
above mentioned. 

In the case of Mining and similar Royalties, a considerable time 
must elapse before production can commence on a commercial 
scale, whilst similarly in the other instances considerable time must 
pass before sales can take place, e.g. when a lengthy advertising 
campaign is undertaken. In order to afford some reward during 
this intervening period to the lessor, inventor, or author, whilst 
avoiding hardship to the producer, an arrangement is usually 
entered into whereby the former is guaranteed a minimum sum- 
designated Minimum Rent — usually accompanied by a proviso 
that if the sum due, calculated at so much per unit (e.g. ton of ore 
raised) does not reach the minimum, such deficiency may be carried 
forward, and deducted from future royalties. Such deduction 
may not be made indiscriminately because it is so limited that the 
recipient of the royalty at least receives the minimum rent. Such 
an arrangement is known as a right to recoup short workings. 
Where no such right exists on the part of the user, the deduction 
is not allowed. 

In certain circumstances a minimum rent is not payable, but 
merely the royalty, so that the question of short workings does not 
arise, the payment made being calculated on quantities, e.g. tons 
of ore raised and charged up each year against production, whilst 
the recipient takes his chance as to the amount he will receive without 
being guaranteed any minimum periodic sum. 

Another question arises in connection with the minimum rent. 
Even if the right to recoup short workings exists it may be either 

* Acquisition of Coal Mining Royalties by the State and nationalization 
of the coiJ mines has rendered obsolete Coal Mining Royalties so far as the 
United Kingdom is concerned, bnt other mining royalties still exist, e.g. tin 
xxdnes in Cornwall. 


504 
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ttnliirdted or limited as to time; in the latt^ mstance the time for 
recoupment may be calculated from the commencement of the 
agreement or from the year (or other period) during which the 
deficiency arose. 

The above-mentioned alternatives may be stated thus — 

The royalty owner may receive — 

1. Royalty without any minimum rent. 

2. Royalty with a minimum rent. 

(a) With the right of the other party to recoup short workings 

(i) recoupable without any limitation of time ; 

(ii) recoupable, but within a limited time 

either (a) to a certain period commencing with the agreement ; 
or (/?) to a certain period from the year of deficiency. 

(J) Without the right of the other party to recoup short workings. 

Illustration. A landlord granted a lease to a mining company 
whereby he is to receive is. per ton of ore raised. 

The output for the first three years is — 

ist Year . . . 10,000 tons 3rd Year . . 24,000 tons 

2ud „ . . . 20,000 „ 

In case i the landlord will receive in the first year £500, the 
second year £1,000, and the third year £1,200 ; total, £2,700. 

In case 2 (a) (i) (assuming a minimum of £800) the landlord will 
receive £800 in the first year, but as this is £300 more than he 
would otherwise receive, the latter is recoupable in future years. 
He will receive in the second year £1,000, less £200, i.e. £800. The 
reason why the whole sum of £300 cannot be deducted is that the 
landlord must receive at least £800. This leaves the sum of £100 
to be carried forward. The landlord in the third year will receive 
£1,200, less £100, i.e. £1,100. Students, in a case of this sort, must 
be careful to avoid the error of deducting from the £1,200 the sum 
of £400 to leave the landlord with £800, because the landlord is not 
restricted to £800 — it is a minimum, not a maximum — after the 
short workings have been absorbed. It wfll be perceived that in the 
future years when output has fully developed, there is every prob- 
ability that the temporary overpayments (i.e. short workings) will 
be eliminated, leaving in the long run the same amount of roydties as 
if no minimum had been bargained for. Thus, the landlord receives 
(comparing the two methods so far illustrated) — 




I 

2 (a (i) 



i 

£ 

1st Year 

, 

500 

Soo 

2nd „ 

. 

. 1,000 

800 

3rd „ 

• 

. 1,200 

1,100 



£2,700 

£2,700 


2 {a) (ii) (a). If the limitation is for two years from the com- 
mencement of the lease, the short workings at the end of the second 
year, i.e. £100, will be no longer recoupable and must be written 
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off, 80 that in the third year the landlord suffers no deduction and 
therefore receives £1,200. 

2 (a) (ii) (p). If the limitation is for one year after the deficiency 
arises, the amount short in the first year will be recoupable only in the 
second year, that of the second year in the third year, that of the 
third year in the fourth year, and so on. Thus, the £300 short in the 
first year is available for the second year, but only £200 can be 
utilized therein (because the landlord must receive his minimum 
of £800), so that the sum of £100 is now irrecoverable, the landlord 
receiving £1,200 in the third year. Whatever the ro3ralties in the 
fourth year, the landlord will suffer no deduction because in the 
third year there is no shortage, and it is only the third year shortage 
that is available for the fourth year. 

2 (6) . In this case the landlord receives in any one year the amount 
of royalties or his minimum rent, whichever be the larger. The 
landlord thus receives, ist Year, £800 (Minimum) ; 2nd Year, £1,000 
(Royalty) ; 3rd Year, £1,200 (Royalty). 

Income Tax. It is the duty of the payer in the case of Patent 
Royalties, Mining Royalties, and in certain circumstances Copy- 
right Royalties, to deduct income tax, and account for such deduc- 
tion to the Inland Revenue authorities. 

Such a deduction obviously in no way affects the amount of 
charge for royalties, as the amoimt of tax is merely accounted for 
to the Inland Revenue instead of being paid to the royalty owner. 
(See Chapter XXL) 

Book-keeping Entries 

1, Where no minimum rent exists — 

For Royalty : 

Debit Royalty Credit Landlord * (or Royalty owner) 

For Payment : 

Debit Landlord Credit Cash * 

Income Tax (at current rate) 

2 . {a). Where a minimum rent exists mth right to recoup short 
workings. (This applies in all the sub-headings of (2) as the distinc- 
tions explained under this head do not affect the type of entry 
required.) 

(i) Where the royalty is less than the minimum rent — 

Debit Royalty (for Royalty) . . \ Credit Landlord with Minimum 

„ Short Workings (for Deficiency) I Rent 

^^e amount of royalties is transferred to Production Account 
vralst the short workings is carried forward and shown in the Balance 
Sheet as an asset. 

(ii) Where the royalty exceeds the minimum rent. 

Debit Royalty (for Royalty) Credit Landlord (for Royalty) 

1 Landlord will be used in the remainder of the entries ontliasd- 

^dinary book-keeping entry, it is not repeated in the 
remainoer of the entries outlined. 
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with the following consequential entry if there is already a balance 
on short workings. 

Debit Landlord to the extent Credit Short Workings 
of short workings* but limited 
if necessary so as to leave the 
Landlord's balance in credit 
for his minimum rent 

[It will be clear that no such consequential entry can arise in the first year, 
unless the agreement provides therefor, as there is no balance on short work- 
ings.] 

The latter entry may or may not be available, according as to 
whether the time limit (if any) has expired. When the right to 
recoi^p has expired the amount should be written off thus — 

Debit Short Workings Irrecoverable Credit Short Workings 

As before, Royalty Account is subsequently transferred to the 
debit of Production Account, but the Short Workings Irrecoverable 
Account is transferred to the debit of Profit and Loss Account, 

It may be noted that in two instances it may be desirable to write 
off at least a portion of the short workings even before they prove 
irrecoverable, viz. — 

(a) When production in the future is not likely to be of sufficient 
magnitude to absorb the Short Workings Account, and 

(b) When the lease is nearing expiry, because there will not be the 
opportunity to recoup in the future, as production will cease with 
the expiry of the lease. 

2 ( 6 ). Where there is a minimum rent but mthotU right to recoup 
short workings. 

Where the Royalty exceeds the Minimum Rent : 

Debit Royalty(for Royalty) Credit Landlord (for Royalty) 

Where the Royalty is less than the Minimum Rent : 

Debit Royalty (for Royalty) Credit Landlord (for Minimum 

„ ^ Short Workings Irrecoverable Rent) 

(for Deficiency) 

It will be seen, therefore, that there is no difference between 2 (a) 
and 2 ( 6 ) except that in the latter case there is no transfer against the 
landlord for recoupment of diort workings and the short workings 
are immediately written off, whilst in (i) the question of short 
workings does not arise, so that all the principles may be elucidated 
by explanatory examples of entries arising in 2 (a). 

Illustration. The Everbrite Tin Co. obtains a lease of land from 
Lord X, the terms being a royalty of as. a ton raised with a mini- 
mum rent of ^£200 ; with a right to recoup short workings. 

In the first year x, 6 oo tons were rai^. Show Accounts in the 
Lessee's books. 

* This account would have been carried forward had ^ right 10 recoup 
existed. 
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The Ledger Accounts will be — 


Dr, 


Royalty 


Cr, 

ToLocdX. 



By Production Account. 



Dr, 

Short Workings 


Cr, 

To Urd X » . 

■ 

£ 

40 



£ 

Dr, 

Lord X (Landlord) 


Cr, 

To Cuh 

f, Income Tax * . . , 


£ 

tio 

90 

£200 

By Royalty ■ . . . . 

„ Short Working* * . 


£ 

160 

40 

£200 

Illustration. The same terms as in the preceding illustration, 
the tons raised in the succeeding years being — 

Tons Tons 

Year 2 . . 950 Year 4 . . 3,800 

Year 3 . . 1,100 Year 5 , . 2,600 


Show Accounts in the Lessee's books. 


The entries (shown in tabular form) will be — 



Royalty 

Landlord 



Dr. 

Cr, 

Dr. 

Cr. 

Dr. 

Cr. 

Year x (repeated for sake of 

i 

i 

i 

£ 

£ 

£ 

clarity) . 

160 



200 

40 


„ 2 . 

95 



200 

105 


m3 

no 



300 

90 


M 4 

380 


(a) 180 

380 


la) 180 

M 5 

260 


W 55 

360 


w 55 


[[Total /i,oo5]| 

Total net credit 





1 

Lii. 005 ] 




4 S • 


Notes, (a) The most that can be transferred is £1^0, because if the whole 
of the Short Workings Account were transferred it would reduce the land- 
lord's sum to less than £200. 

if) There is a balance only of £$$ on short workings at the end of the fourth 
3^ear, so that in the fifth year it can be wholly absorbed (still leaving the 
landlord with £205). Care must be taken to avoid transferring {Jbo, as the 
landlord is always entitled to at least £200 \ and where the royalty exceeds 
that sum he is entitled to the excess when the short workings are exhausted, 
as m the fifth year. 

^ Shown in Balance Sheet as an asset, but see page 312 for alternative 
trwtment resulting from C./.i?. v. Cranford Ironstone Co, 

• 9s. in the £ on £200, 

to Production Accoimt. 

Diaclutfged in Cash and Tax. 

S^iown in Balance Sheet as an asset so long as available for recoupment. 
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It will be seen that total royalties are £1.005, whilst the landlord 
receives in all the same amount. 

Illustration. The same facts as in the preceding illustration, 
except that the right to recoup short workings endures for four years, 
commencing with the date of the lease — or more properl}’ for three 
years after the expiry of the first year of the working (i.e. all short 
workings must be written of! unless recouped by the end of the 
fourth year), and that the output in the sixth year is 1,800 tons. 

In this case the entries in respect of the first three years will be 
identical with those shown above. 

The remaining entries will be — 



Illustration. Assuming that the lease permitted short workings 
to be recouped within two years from the year of the deficiency 
the entries, in tabular form, will be — 


Year 

Royalty 

Landlord 

Short 

Working! 

Short 

Workingi 

Irrecoverable 

Notes 


Df. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 



i 

1 

1 

1 

1 

£ 

£ 

1 


I 

160 



300 

40 





8 

95 



300 

105 





3 

110 



300 

90 

40 

40 


Year i Deficiency now ir< 









recoverable 

4 

380 


x8o 

3 «o 


x8o 



Year 3 Deficiency com* 
pletely recouped plus £75 


260 


15 

360 


15 



ol year 3 

Year 3 Balance recouped 


F 

otal 

[To 

tal 



[Total 

£40] 




005] 

NetC 

redit 








£i»o 

45 ] 







As a variation from those already treated, the following example 
applies the same principles to the case of royalties based on stitches 
made by a machine employed under a hiring agreement. 

Illustration. A. S. Lacker, on ist January, 19.., leases a 
machine to H. -^dy on terms that the charge for royalty be 3d. per 

^ This is the balance of Short Workings Account from the third year. 

* Written oR to Profit and Lost Accowt. 
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1,000 stitches vrith a minimum monthly payment of £10, with right 
to recoup ** short workings" over the three months immediately 
succeeding the month of the shortage. 

From the special counters employed, the numbers of stitches for 
each month are— 


19.. 

Stitches 

Jan. 

400,000 

Feb. 

640.000 

Mar. 

800,000 

Apr. 

960.000 


19.. 


Stitches 

May . 

, 

1,040.000 

June . 

• 

8^,000 

July , 

• 

1,200,000 


Show the entries required in the books of H. Ardy. 
The entries, in tabular form, will be — 



Royalty 

A. S. Lacker 

Short 

Workinga 

Short 

Workinga 

Irrecoverable 

Notea 

19.. 

Df. 

Cr. 

Dr 

Cr. 

Df. 

Cr. 

Dr. 

Cr. 


i 

£ 

£ 

£ 

£ 

£ 

£ 

£ 


Jtn. 31 

5 



10 

5 




Short Workinga recoverable 









until 30th April 

Fttb. j 8 

8 



xo 

a 





Mar. 31 

xo 



xo 






Apr. 30 

la 


2 

xa 


a 



£a of the January Short 






3 

3 


Workinga recoup^. The 
balance it now urecover* 

Mar 31 

13 


a 

13 


a 



able. February Short 
Workinga recouped in 

June 30 

10 



10 





May 

July 31 




13 







[Total 

£73] 

[Tot 

al net 



[Tot 

al£ 3 ] 





cred 

it £ 76 ] 







The full accounts will present no difficulty, but for sake of clarity 
the April accounts are shown below — 


Df. Royalty Cr. 


19.. 


■ 


19.. 


■ 

£ 

Apr. 30 

To Lacker 




(Total of Account 





1 



transferred to Pro- 
duction Account) 

1 



Dr, 


A. S. Lacker 


Cr. 


19.. 

Apr. 30 


To Short Workings 
„ Cash 


19.. 

Apr. 30 


By Royalty 


£ 

ta 













Dr. 
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Short Workings 


Sn 

Cf. 


To Balance . 

b/d 

£ 

7 

19.. 
Apr. 30 

By Lacker— Short 
Workings re- 
couped . 

„ Profit and Loss 
Account : 

Short Work- 
ines irrecover- 
aUe 

„ Balance . 

c/d 



£7 




To Balance 

b/d 

2 





It will no doubt have been observed that where the right to 
recoup short workings exists for a specified period from the com- 
mencment of the agreement, the question really resolves itself into 
two parts : (i) The right of recoupment of short workings extending 
in tlie ordinary way, taking the last year in which the recoupment 
is possible as the equivalent of the last year of a lease, and after the 
expiry of the specified period {2) without right of recoupment 
existing at all. In other words, there are two distinct arrangements 
just as if the early years where recoupment is possible were covered 
by one lease and superseded by a new one containing no such right. 

Therefore, at the expiry of the first ‘'break*' it will be necessary 
to write off the short workings irrecoverable (if any). 

Illustration. Royalty is is. per ton; the right of recoupment of 
short workings to extend for four years only from the commence- 
ment of the lease (i.e, three years from the end of the first year). 
Minimum rent, £yo per annum. Yearly output as shown in column 
2 below. Show, in colunmar form, the accounts in the books of the 
Lessee. 


(1) 

Year 

(») 

Tons 

Royalty 

Landlord 

Short 

Workings 

Short 

Workings 

Irrecoverable 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cf. 



£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

I . 

1,000 

50 



70 

20 




2 .' 

1,500 

75 


5 

75 


5 



3 . 

a,ooo 

100 


15 

100 


15 



4 . 

1,200 

60 



70 



10 




[expir 


e *'rec 

oupme 

nt ’* pe 

riod] 



5 . 

1,000 

50 



70 



20 


6 . 

800 

40 i 



70 



30 


7 . 

1,500 

75 



75 





8 . 

»,100 

X05 1 



105 






xiHB.ao8s) 
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In the fourth year the whole of the balance of short workings 
unrecouped must be written off. In the fifth year (and subse* 
quently) the short workings arc written off at once because they 
are not recoupable. 

It will therefore be clear that from the fourth year the 
landlord obtains the royalty or minimum rent, whichever is the 
greater. 

It may here be noted that, where the minimum rent exceeds the royalties, 
the amount deductible from profits for taxation purposes is the minimum 
rent and not the lesser royalties on tonnage (CJ.R. v. Cranford Ironstone Co., 
1942). Where short workings are carried forward in the accounts with only 
the actual tonnage royalty transferred to Production Account* the necessary 
adjustment can be efiected in the tax computations without altering the 
books. On the other hand, should it be desired to write off the whole minimum 
rent (even though there is a right to recoup short workings)* keying a record 
in the books of Short Workings recoverable* this may be done with the follow- 
ing entry* in addition to those already detailed: debit Profit and Loss 
Account with short workings to be written off ; credit Short Workings Suspense. 
The balance on this account will offset the balance on Short Workings Account ; 
and where any of the latter balance is used under the right of recoupment, a 
similar amount must be written back to Profit and Loss Account from tbe 
Sui^nse. Probably, however, a Memorandum Short Workings Account would 
suffice, thus avoiding the creation of the Suspense Account. 

Summary of General Principles. Before sub-royalties are dealt 
with the general principles ^eady dealt with are summarized 
below — 

(1) There may be no right at all to recoup short workings. 

(2) Where the right to recoup short workings exists, it may be 
subject to a limitation as to the period within which the right may 
be exercised, e.g. — 

(a) A certain number of years from the conunencement of the 
lease or agreement. 

(b) A ^rtain number of years from the end of the year in which 
the deficiency occurs. 

Therefore particular attention should be given to the da^es and 
the terms of the Lease, 

(3) Unless some covenant to the contrary is contained in the lease, 
the balance of short workings, inclusive of the amount arising in the 
last year of the lease, is irrecoverable. 

(4) The landlord, in circumstances (i), will always be entitled 
to the amount of royalty or minimum rent, whichever is the 
greaiet, 

(5) Once the short workings balance is eliminated, the landlord 
will receive in one year (until another deficient year arises) the 
full royalty, subject to tbe deduction of income tax where 
necessary. 

(6) Where the time limit for recouping short workings has expired, 
*<*atment of royalties for subsequent years is exactly as if no 

' recoup existed, and the irrecoverable short workings are at 
'ten off. 
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(7) The Short Workings Account must never have a credit 
bailee unless there is some exceptional 9 ^;Teement, e.g. to anticipate 
short workings in future years. 

(8) {a) If the royalty is less than the minimum rent, the land- 
lord is credited with the higher figure (i.e. minimum rent) and the 
Short Workings Account debited with the difference. 

(6) If the royalty exceeds the minimum rent the landlord is 
first credited with the higher figure (i.e. royalty), and, secondly, his 
account is debited and Short Workings Account credited with the 
recoupable short workings, if any, the latter transfer being re- 
stricted where necessary, to leave the landlord in credit for his 
mirntaum rent. 

Sfib-Royalties. It frequently hap^ns that a concern obtains a 
lease of land on which to work a mine or quarry, the terms being 
the usual royalty, merging in a minimum rent with a right of recoup- 
ment of short workings, coupled with the right to sublet part of the 
land to a sub-lessee. 

The entries in the lessee's books in respect of royalty receiv- 
able are reverse to those relating to royalty payable. Should the 
subdetting be at a higher rate than that payable by the lessee to 
the landlord, such excess is a profit to be credited to Profit and Loss 
Account; otherwise the amoimt receivable from the sub-lessee is 
credited to the Production Account against the royalty payable 
by the lessee, since the latter accounts to his landlord for the 
royalty upon the whole output. Usually separate accounts 
for the royalty receivable and payable are opened, ^though one 
account only may be employed; but in both instances the net 
royalty payable will be transferred to the debit of Production 
Account. 

Illustration. P. Quick obtains a lease from R. Rich to work a 
mine, the terms being a royalty of is. per ton merging into a mini- 
mum rent of £100 per annum, there being granted to the lessee the 
right to recoup short workings over the whole period of the lease. 
P. Quick sublets part of the property to V. Poor, the terms being 
a royalty of is. per ton merging in a minimum rent of £48 per 
annum, recoupment being available over the whole period of the 
sub-lease. The amoimt of ore extracted is as follows — 


Year 

P. Quick 

V. Poor 

Total 

Production 


(Tons) 

(Tons) 

(Tons) 

I . 

1,100 

400 

1,500 

a . 

1,160 

540 

1,700 

3 • 

1,300 

700 

2,000 

4 • 

1,400 

900 

2,300 

5 • 

1,800 

i,aoo 

3,000 

6 . . 

Soo 

1,200 

2,000 
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The entries in the books of the lessee, in abbreviated tabular form, 
will be- 


Year 

fUiyelty 

Peyebto 

Landlord 

Short 

Woricingi 


Royalty 

Reoeiv- 

afale 

&u^>eQae Swpenae] 


Of. 

Dr. 

0. 

Dr. 

Cf. 

Dr. 

Cf. 

Cf. 

Dr. 

0 . 1 Cf. 


£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

i II i 

I . 

75 


xoo 

35 




ao 


38 38 

e . 

S9 


xoo 

*5 


48 


37 


3 Z 49 

9 . 

100 


xoo 



4 « 


35 


13 63 

4 . 

X15 

*5 

1*5 


*5 

48 


45 


3 65 

5 • 

190 

*5 

*50 


*5 

60 

J 2 

60 

12 

53 

6 . 

too 


xoo 



60 

13 

60 

X 3 

41 


[Total 

[ToU 

net 



1 [Tout net 

[Total 


[Carry fwd. 


£635] 

credit. £635] 



^bit.£288] 

£347] 


as liability 




1 



1 

1 



II £4x1 


lt will be observed that the lessee, having no more short work- 
ings, has paid over the period the precise sum due based on 
output. 

As regards the sub-lessee (who will make entries in his books on 
the principles outlined), he may be regarded as in a similar position 
in respect to the lessee as the latter is to the landlord, so that the 
entries in the books of the lessee, so far as the royalty he obtains 
from the sub-lessee is concerned, are, as mentioned, the reverse to 
those already explained. So long as it is perceived that for the pur- 
poses of book-keeping, Quick is Poor's landlord, the entries are 
identical with those of a landlord in the strict legal sense, and are 
reverse to those made in Poor’s books. 

The suspense is obviously the equivalent, viewed from the opposite 
angle, of short workings, and just as the lessee carries forward 
as an asset his short workings, so a landlord carries forward 
the suspense to cover diminutions of royalty receivable arising from 
recoupments of short workings. 

The student will readily observe that in the books of Poor the 
figures will (with the altered headings of accounts) be found on the 
opposite sides to the above, e.g. year i — 



Royalty 

Payable 

Landlord" 
(i.e. Quick) 

Short 

Workings 


Dr. 

mgm 

Dr. 


1 


£ 

Year t . 

ao 

48 

aS 


It should be noted that Quick so far wUl have received £288 
against royalty of £247, leaving £41 in suspense; but if the sixth 
year were the final year, Qtiick would lose nothing (he has no short 
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workings) but Poor would lose the £41 short workings now irrecover- 
able, Quick would therefore debit the suspense and credit his ]^fit 
and Loss Account with £41. 

The Ledger Accounts are shown for the first and second years — 


Royalty Rbceivablb 


Year z To Royalty Payable 

„ 3 M „ » 


Dr. 

Yrar 1 To Saadriei . 



Year z 

By V. Poor 

»• * 

»• W • • ■ 


Royalty Suspense 


V. Poor 


48 Year z By Caah (aad Tax) 



To Balance . . .c/d af Year i 

By V. Poor . 

A 

c/d 49 ,, a 

„ Balance 

b/d a8 


„ V. Poor 

az 

49 


49 

3 

,, Balance 

b/d 49 


Dr. 

Vfcir I To R. Rich . 

a R. Rich . 


Royalty Payable 


£ 

75 

Year i 

By Royalty Receivable 



„ Production Account 

£75 



85 

»t 3 

„ Royalty Receivable . 



,, Productbn Account . 

£85 




Short Workings 




£ 


Year i 

To R. Rich . 

35 

Year z 

>, 9 

„ Balance . 

b/d as 

M 3 


R. Rich . 

15 


1 


£40 


- 3 

,1 Balance . 

b/d 40 



R. Rich 


Vear i 

To Cash (and Tax) 


£ 

zoo Year x 

By Sundziea , 


i 

100 


M » f» • 

■ 



zoo „ a 

11 It • • . 


zoo 






I Short « , Yearly 

y ! Royalty Landlord Short Workings Royalty Royalty Profit and Balano 

I Payable (Rich) Workings Irrecover- Receivable Suspense Loss ofRoyall 





(the current year shortage), making a carry forward of ^i6. (It must be remembered that the £3 can only be recovered by Poor 
in year 5, as this is the final year of the lease.) 

(f) In year 5 the maximum amount of short workings recoverable by Poor is £12, as Quick must at least receive The 
balance of £16 less £12 recoupable leaves a net balance of ;(4 to be taken to the Profit and Loss Account of Quick. 
id) The U is made up of the balance of year 3 [^13 less £12 recouped] £i» plus year 4, £z. 
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The position, when there is a limitation to the time of recoupment, 
s now shown. 

Illustration. Using the same data as in the foregoing illustra- 
:ion save that there is a clause wherel^ Quick is to have a right of 
ecoupment over the first four years of the lease, whilst Poor has the 
■ight of recoupment as against Quick for the two years following 
;he short workings, and that the lease and sub-lease are for five 
i^ears only (so Uiat the sixth year figures are eliminated), show 
\ccounts in Quick's books (see page 316). 

It will be seen that the total roy^ties are £525 [10,500 tons at is.] 
3ut tte landlord has received £550, reflected in the former figure and 
ihoit workings irrecoverable. 

The Royalty receivable is £187 [3,740 tons at is.] but the lessee 
[las i^ceived £240, reflected in the former figure and the short 
ivorkings irrecoverable by the sub-lessee. 

If the lessee sublets at a profit, e.g. he pays a royalty of is. per 
ton on the whole output, but charges is. 6d. per ton on the output 
oi the sub-lessee, he has, subject to short workings adjustments, a 
profit of fid. per ton on the sub-lessee's output, which will be credited 
to Profit and Loss Account. 

Illustration. Assume that short workings are recoverable during 
the period of a lease of three years, and the output is as follows — 


Year 

Outout in 
Tons 
[Total] 

Lessee’s 
Output 
in Tons 

Sub-lessee’s 
Output 
in Tons 

I 

1,400 

400 

1,000 

2 

2,300 

1,700 

600 

3 

3.000 

[at IS. per 

1 ton] 

2,280 

720 

[at IS. fid. 
per ton] 


Minimum Rent — Landlord to Lessee, £ioo. 
„ Lessee to Sub-lessee, £60. 


Show entries in Lessee's books. 

The entries, in summairy form in the books of the Lessee, will be — 


Year 

Royalty 

Payable 

Landlord 

Short 

Working* 

Royalty 

RecMvable 

Sub-lesaee 

Royalty 

Suspense 


Dr. 

Dr. 

Cf 

Dr. 

Cf. 

Cf 

Dr. 

1 Cf. 


i 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

z 

TO 


too 

30 1 


75 

75 


a 

X15 

X3 

X15 

1 

X5 

45 

60 

15 

3 

150 

*5 

130 


*5 

54 

60 

6 


(«) £335 

[Total 

net 

m 

PS3B 

ib) £174 

£x 93 

(^) £« 





B 

flu 

jHmi 

flHHBII 

jflHHIi 


(a) 6,700 tons at IS. 

(^) 2.320 tons at Z8. 6d. 

(^) Transferred to credit of Profit and Loss Account. 



























CHAPTER XVI 
JOINT VENTURE ACCOUNTS 

The most usual joint ventures met with in practice are those 
relating to the dealings in a consignment of merchandise, (e.g. 
the purchase and sale of a bankrupt firm's stock) or to dealings 
in stocks and shares. 

If the venture is of sufficient magnitude to warrant a distinct 
set of books being kept, no special book-keeping treatment is neces- 
sary; but where the books of each party record onfy such trans- 
actions as directly concern him, special treatment is necessary. 

In cases of this type, each party opens one account only; that is, 
the account relating to the venture. This account is treated as a 
personal account, being debited with all pa3rments made by, and 
credited with all receipts of, the person in whose books it is 

opened. The account is headed “Joint Venture with ’’ and 

forms part of the double entry of the party making the entries. 

Illustration. A and B enter into a joint venture. The necessary 
accounts are, therefore— 

In A' s books — In B‘s books — 

Joint Vbntdrx with B Joint Vbnturx with A 

In addition to the personal accounts, a Memorandum Joint 
Venture Account will be written up in order to ascertain the 
total profit or loss on the adventure. When the profit or loss has 
been ascertained, it will be divided between the parties in their 
agreed ratio, or if none is agreed, equally. If a profit has been made 
each party will debit the Personal Account of his co-venturer in 
his books with his (rnn share and credit “ Profit and Loss on Joint 
Venture Account.” There will be converse entries for a loss. This 
is the entry that causes most difficulty in Joint Venture Accounts, 
and particular note should be made of the correct treatment. The 
ordinary rule for nominal accounts applies, namely, debit losses, 
CREDIT GAINS. 

Rules for Joint Venture Accounts. The rules for Joint Venture 
Accounts may be summarized as follows — 

(i) Each party will open a Personal Account, Joint, Venture 
with . . . Account, and will make the following entries therein — 

Debit Joint Venture with . . . Account with the contributions 

and expenses incurred by him on be^f of the Joint Venture. 

Credit Cash or Creditors. 

Debit Cash or Debtors. 

Credit Joint Venture with . . . Account with all Sales made by 

him appertaining to the Joint Venture. 
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(2) The Memorandum Joint Venture Account will be drawn up 
in the same manner as a ^ofit and Loss Account, i.e. nnBir losses, 
CREDIT gains. This Memorandum Account represents a complete 
account of all the transactions affecting the venture, i.e. the 
details contained in the Personal Accounts of both parties are entered 
in full in the Memorandum Account on the same side as in thif 
Personal Accounts {contra items, such as cash and bills of exchange 
passing between the parties, being eliminated). The balance of 
this account will represent the profit or loss on the venture. 

(3) Each party will, in his own books — 

(a) Debit the Personal Account of the other party with his 

own share of profit (credit Profit and Loss on Joint Venture 

Account). 

(i>) Credit the Personal Account of the other party with his 

own share of loss (debit Profit and Loss on Joint Venture 

Account). 

(4) The Personal Accounts of each party will now be found 
to show the same balance ; such balances, however, will appear on 
the opposite sides in the respective books. For example, if A's books 
show a credit balance of £100 in favour of B, B*s books will show 
a debit balance against A for the same amount. 

Illustration. A and B enter into a joint venture in timber. A 
pays for timber £100, and expenses £10. B sells all the timber for 
{200 and pays expenses £40. They share profits and losses, three- 
fifths to A and two-fifths to B. Show Accounts (see page 320). 

The balances on the accounts, which agree, will be settled by B 
giving A a cheque for £140. 

It should be noted, therefore, that the Memorandum Joint Accoimt 
IS merely a combination of the two Personal Accounts, The vital 
object of this account is to find the Profit or Loss, from which 
each party will enter in his own books his share of profit by debiting 
his co-venturer (and crediting Profit and Loss on Joint Venture 
Account) ; and conversely for losses. As the two separate Personal 
Accounts contain, on the same sides, the contents of the Memor- 
andum Joint Venture Account they must as between themselves 
reflective, provided the balancing figure of the Memorandum 
Joint Venture Account is shown on the same side in the Personal 
Accounts and in the Memorandum Joint Venture Account. 

Stock. Where the goods relating to the adventme are provided 
by onp of the parties out of his ordinary business goods, that party 
will DEBIT the Personal Account of the other and credit Purchases^ 
Account with the figure at which it is agreed the goods shall be 
valued. This figure will, of course^ be entered in the Memorandum 
Joint Venture Account on the debit (i.e. ‘*same'’ side). 

* If the ^oodis are valued above or below cost. Purchases Account should be 
credited uiith the cost of the goods and the balance credited or debited to 
Profit and Loss on Joint Venture Account. 
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Df, 


Joint Vnntune with B 




£ 

Date 



To Cash (or 



By Balance. 

c/d 

Creditors) : 
CostofTifflbn 


100 




Expenses 
„ SliareofProfit 


10 




ii) . • 


30 






£140 




To Balance 

1 

b/d 

140 





Cr. 

r 

140 


^140 


"SS" 


B’l Boohs-- 

Dr , Joint Vbnturb with A Cr. 


Date 


Dr, 




£ 

Date 



i 

Cash (or 




By C a 8 h (or 



Creditors) : 




Debtors) : 



Expenses . 


40 


SaleofTim- 



Share of Profit 




ber . 


too 

()i) . 


20 





Balance 

c/d 

140 






I 

3^200 




£200 





By Balance 

b/d 

140 


Memorandum Joint Venture Cr, 


Date 


To Cost of Timber 


£ 

100 

„ Expenses — 

A . 


10 

B , 


40 

„ Profit — 

A, . £30 

B, j . JO 


50 



£too 


Date 

I By Proceeds ofj 
I SaleofTimberj 


i 

too 


\£200 


If, at the close of the venture, there are goods on hand, and 
one of the parties takes them over at an agreed figure, he 
will credit the Personal Account of the other party (and debit 
Purchases Account with that amount). The same amount will be 
entered on the credit side of the Memorandum Joint Venture 
Account (i.e. ''same” side). 

Where an intermediate settlement is desired prior to the com- 
pletion of the venture, and there is a certain amount of stock in 
the hands of either or both parties, special treatment is necessary. 
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The total value of the stocks is brought doym on the debit side of 
the Memorandum Joint Venture Account as a balance, and each 
party will bring down in the Personal Account in his books the 
amount of stock that he has on hand ; this representing his share of 
assets still employed in the venture. 

Illustration. A and B enter into a joint venture to sell a consign- 
ment of timber on ist January, 19.., sharing profits and losses 
equally. A provides the timber from stock at a mutually agreed 
value of £500. He pays expenses amounting to £25 during January. 
During the month B incurs expenses £65, and receives ca^ for sales 
£3 qo. He also takes over goods to the value of £100 for use in his 
own business. At 31st January the stock in A's hands is valued at 
£110. The remaining stock of £110 was taken over by A for £120 on 
2nd February, 19. .. 

The accoiuits for January and February will be as follows — 


A 's Books- 
Df. 


Joint Venture with B 


19.. 



L 

19 . . 



£ 

Jan 1 

To Purchases 



Jan. 31 

By Share of Loss 


40 


Account 


500 


,, Stock . 

c/d 

xxo 

31 

„ Cash: Ex- 




,, Balance. 

c/d 

375 


penses 


25 








;£525 




£ 5*5 

Feb. I 

To Stock . 

b/d 

no 

Feh. 2 

By Purchases 




,, Balance 

b/d 

375 


A ccount 


120 

2 

,, Share of Profit 


6 


„ Balance 

cld 

370 




£490 




£490 

Feb, 3 

To Balance 

bid 

370 





B*s Books — 







Dr. 

Joint Venture with 

A 

( 

Cr. 

19.. 



£ 

19 .. 



£ 

Jan, 31 

ToCash; Ex- 



Jan. 31 

By Cash : Sales . 


300 


penses 


65 


Purchases 




Balance 

c/d 

375 


Account 


100 






,, Share of Loss 


40 




^440 




^440 

Feh. 2 

r 0 Share of Profit 


6 

Feb. I 

By Balance 

b/d 

375 


„ Balance 

cld 

370 








£375 




£375 




wmmmt 




mmmmm 





Feb. 3 

By Balance 

bid 

370 
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Memorandum Joint Venture Cf. 


19 .. 



£ 

19 .. 

By Sales . 


i 

Jan. X 

To Cost of 



Jaa. 31 


300 

Timber 


500 

„ B: Stock 




„ Expenses: 




taken over 

c/d 

loo 

31 

A. . 




„ Stock . 

1x0 

B. . 65 




„ Loss — 




— 


90 


0 0 








— 


80 




^590 




;£590 

Feb. I 

To Stock . 

b/d 

HO 

Feb. 2 

By A : Stock taken 



2 

„ Profit — 



over . 


ISO 


A. i IS 

B, \. 5 








— 


10 






1 


£120 




iiso 


Note. February entries are in italics. 


An alternative method of bringing down the stock is to divide it 
up between the two parties in their profit-sharing ratios, and for 
each party to bring into the account in his books his share of the 
stock. In the account, this balance should be brought down separ- 
ately and not merged in with the other items. 

In the above illustration the balances brought down in the 
respective accounts would be as follows — 


A *5 Books — 
Dr. 


Joint Venture with B 


Cr. 


19.. 
Jan. X 

31 

To Purchases 
Account . 
„Cash; Ex- 
penses 


i 

500 

25 

19.. 

Jan. 31 

By Share of Loss 
,, Stock . 

,, Balance 

c/d 

c/d 






• 


Feb. I 

2 

To Stock . 

„ Balance 
„ Share of Profit 

b/d 

b/d 

55 

430 

5 

Feb. 2 

By Purchases 
A ccount 
„ Balance 

eld 


\ 

! 

im 

1 



Feb. S 

To Balance 

bjd 

370 





i 

55 

430 


^ 5*5 


ISO 

370 

\£^0 
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B*s Books — 


Dr. 


Joint Venture with A 


Cr. 


19 .. 

Jan. 31 

To Cash: 

Expenses . 
„ Balance 

c/d 

i 

65 

430 

19 .. 

Jan. 31 

By Cash: Sales . 
Purchases 
Account . 
„ Share of Loss 
„ Stock . 

C/d 

300 

TOO 

4® 

35 




£495 




£495 

Feb. I 

2 

\ 

To Stock . 

„ Share of Profit 
„ Balance 

b/d 

cjd 

55 

6 

I 370 

Feb. 1 

By Balance 

b/d 

430 

1 



£^30 




£430 





Feb. 3 

By Balance 

b/d 

370 


This method has the advantage of showing — 

(1) the reflective nature of the balances in each person's books ; 

(2) the respective interests in the stock. 

If » in the above method, the whole of the stock is lost and written 
off, each party will write off £55, thus leaving a reciprocal balance 
of £430 to be settled by a cash payment in the ordinary way. 

Stock in hand at the balancing date may usually be valued on the 
basis of cost plus a due proportion of the expenses attributable 
thereto (e.g. purchasing expenses, carriage inwards, etc,, but not 
selling or distribution costs) or at market value, if lower. Where 
other assets are held and depreciation is to be taken into account, 
the assets may be brought into the account at the balancing date 
at their written down value, the depreciation charge being thus 
automatically included in the Profit or Loss figure. This can, 
of course, only be done where the assets have been previously debited 
to the Joint Venture Accounts. Otherwise, the agreed depreciation 
charges will be debited to the respective Joint Venture Accounts 
and credited to the respective Depreciation Accounts (or Asset 
Accounts). 

Interest. Where the parties agree to the charging of interest 
on the various debits and credits to the date of completion of 
balancing, the Joint Venture Accoimts are treated as Accounts 
Current, 

In the Memorandum Joint Venture Account care must be taken 
to insert the interest figure before ascertaining the profit or loss 
on the venture. In the books of the respective parties the doable 
entry for the amount of interest charged or allowed in the Joint 
Venture Accounts occurs in the Interest Account, the balance of 
which is transferred to Profit and Loss Account. The interest 
on the cash transactions between the parties will not appear in the 
Memorandum Joint Venture Account as this is a charge afiecting 
the parties themselves and distinct from the venture expenses. 



Date Fol. Months Interest Principal Date j Fol. iMonths Interest | Principal 




Memorandum Joint Venture 



§•■1 
« 5 ^ 

S <4 

I SS-s 
S » (0 

> 5 in 

^ rt 2 
.S ov*, 


1 2 '" 

•g ■§,£?» 
d fl 

2 T 3 SJ 

i a *5 

s|§, 

ti o 
» .b u 

•a a| 
111 
I 

■ 2^-9 

el 2 

I ii\ 


^ SS 

a -s-a 


f III -a-s 

5 B '5'S 


.S 

l |§] 

•a 351 


R S ( 

|l|i 

Ul— »] 

isiii 

itl - 



d 


« 


3*5 


In examiiUitioiiSt the details of inter^t need not be repeated in the memorandum Joint Venture Account, but merely the nei 
haiance of interest as per the personal accounts of the venturers (i,e. £6 53. debit). 
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IQiistration. A and B enter into a joint venture in timber. On 
1st January, 19. A buys timber, costing £ 400 , and on the same 
day he receives a cheque from B for £ 150 . A and B pay expenses 

as follows — A B 

i 8 t Feb. . • £So ist Mar. . . • £ 

istApr. . . • £30 SXstMay. . £140 

B sells the timber in two amounts, namely, ist April ^£480 and 
30th June £240. They share profits and losses equally, and interest 
is to be allowed at 5 per cent per annum. On ist June B gives A 
a three months' bill for £250. and on 30th June the venture is 
completed by a cheque between the parties. Calculate interest in 
months. Show accounts (see pages 324 and 325.) 

Complete Double Entry Books. It has already been mentioned 
that, where the circumstances warrant the inauguration of a com- 
plete set of double entry books for the venture, no peculiarity of 
treatment usually arises in respect of the transactions. At the same 
time, it must be pointed out that in the separate books of each 
venturer cognizance must be taken of the amounts invested in, and 
the final result of, the venture. These entries in the latter books 
will be very similar to those arising where no separate double entry 
system of accounts exists for the venture. In other words, whatever 
the mode of procedure adopted for the ascertainment of the profit 
or loss on the venture may be, the entries made by each venturer in 
his own books will remain unaffected ; hence, the entries in the 
double entry books of each venturer will be unaffected by the 
completeness or incompleteness of the records of the joint venture 
transactions themselves. The entries in the venturers' own booksare — 

(1) The Assets brought into the joint venture are debited to the 
Personal Account of the co-venturer. (Cash, Bank, Purchases or 
Asset Account credited.) 

(2) Any receipt of bids of exchange or cash from the joint venture 
is credited to the Personal Account of the co- venturer. (Cash or 
Bills Receivable Account debited.) 

(3) Any taking over of goods or other assets: the Personal 
Account of the co-venturer is credited. (Purchases or Asset Account 
debited.) 

(4) Profit on the venture is debited to the Personal Account of 
the co-venturer and credited to Profit and Loss Account; any loss 
being credited to the Personal Account and debited to ftofit and 
Loss Account. 

In the Double Entry Joint Venture books there will appear a 
Personal Account for each venturer, who will be in credit for his 
contributions plus profits and less losses and drawings (if any). The 
balance of such Personal Account, if in credit, must correspond to 
the debit balance standing on the Joint Venture or Co-venturer’s 
Account in the books of the venturer to whom the Personal Account 
relates. 

The important point that requires emphasis is that if the parties 
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are, say, A and B, the debit balance in A's books of account against 
B will be identical with the credit balance in the joint venture books 
in favour of A in respect of the latter's contributions, expenses, and 
share of profit, less any amounts received in respect of sales, with- 
drawals of cash or goods, and share of losses, because from each 
point of view it repesents an amount owing to A by B. In the joint 
venture books A is a creditor ; in A's own books, therefore, B is a 
debtor. Similarly, in B's books, A will be in debit for B's contribu- 
tions, expenses, and share of profit, less any amounts received in 
respect of sales, withdrawals of cash or goods, and share of losses, 
and this amount will be reflective of the amount of the credit balance 
standing in favour of B in the books of accoimt of the joint venture. 
Thus in B's books A is a debtor and in the joint venture books B 
is a creditor. If the co-venturers have overdrawn the amount of 
their original capital contributions the position will be reversed, 
the debit balances appearing in the joint venture books being the 
credit balances on the accounts of the respective venturers in each 
other's books. 

The principle is illustrated below. The facts are made simple in 
order that the student may concentrate his attention solely on the 
principle involved above. 

Illustration. A and B enter into a joint venture, contributing 
£1,000 and £800 respectively and sharing profits and losses 3 : 4. 
The purchases are £1,600 and the sales £2,000. The remaining stock 
is taken over by B for £100. Expenses paid are £60, and expenses 
outstanding unpaid, £20. Complete double entry records are kept. 
All transactions are for cash. A drew out £400. 

Show the accounts — 

(1) In the separate joint venture books. 

(2) In each of the co-venturers' books as regards the Personal 
Accounts only. 


JOINT VENTURE BOOKS 


Joint Vsnturs Trading Account 

Cr. 


i 


i 

To Purchases 

1,600 

By Sales 

2,000 

„ Cash: Ex- 


„ B: Goods 


penses 

60 

taken over 


„ Expenses c/d 

„ Pr(mt8 — 

20 



A, ^ £180 

B, ^ 240 

420 




k*.*oo 


t£*,ioo 


By Expenm . b/d 
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Dr. A Cr. 


To Cash. 

„ Balance 

c/d 

£ 

400 

780 


By Cash 
,, Share of 
Profits . 


£ 

1,000 

180 







£l.t8o 





By Balance 

b/d 

780 


Dr, B Cr. 


To Joint Venture 
Trading Ac- 
count: 

Goods taken 
over . 
Balance 

c/d 

£ 

100 

940 


By Cash 
„ Share of 
Profits . 


800 

240 



£1,040 




£1.040 




By Balance . 

b/d 

940 


Dr, Cash Cr. 


To A . 

.. B . 

„ Sales 


£ 

1,000 

800 

2,000 


By Joint Venture 
Trading Ac- 
count : 
Purchases . 
„ Joint Venture 
Trading Ac- 
count: 
Expenses 
„ A 

„ Balance 

c/d 

£ 

1,600 

60 

400 

X.740 



£1,^00 




£ifi^ 

To Balance 

b/d 

1.740 






It will be observed that the cash balance in hand is now suflBcient 
to pay off the expense creditor (or creditors) for £20, and to pay out 
the venturers' balances. 

The personal accounts of B and A in the books of A and B 
respectively are— 



A 's Books — 
Dr. 
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Joint Vsnturb with B Cr. 


To Cash. 

„ Share of 
Profits . 


£ 

1,000 

180 


By Cash 
,, Balance 

c/d 

£ 

400 

780 



^i.iSo 




£i.tio 

To Balance 

b/d 

780 






B's Books — 


Dr, Joint Venture with A C». 


To Cash. 

„ Share of 
Profits . 


£ 

800 

240 


By Goods 

taken over 
Balance 

c/d 

£ 

loo 

940 



£1.040 




£1.040 

To Balance 

1 

b/d 

940 






On settlement of the final balance the usual entries will be made, 
viz, — 

In the Joint Venture books: debit A, ^780; debit B, £940; 

debit Joint Venture Trading Account, £20 : credit cash, 

£1.740- 

In A's books: debit cash, £780; credit Joint Venture with B 

Account, £780. 

In B’s books: debit cash, £940; credit Joint Venture with A 

Account, £940. 

The following illustration should be carefully worked through, as 
it is considerably involved in detail. 

General Illustration. Andrews and Bajley enter into a joint 
venture for the holding, purchase, and sale of investments, profits 
and losses to be shared in the ratio 3 : 2. 

On 30th September, 1952, are purchased the following shares — 
200 in A, Ltd., for 
200 in B, Ltd., for 
40 in R, Ltd., for £733 

These are paid for on ist October: Andrews provides £1,174 and 
Bailey pays the balance direct to the broker. The following are 
the dividends received and the transactions entered into— 

dividends Received — 

1952 £ 

Nov. 30. Interim Dividend, A, Ltd 3 ^ 

Dec. 30. Dividend, X, Ltd . 7 
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1953 


}an. 1. 

Dividend B, Ltd 

Bonus of one Share for every two held, A, Ltd. 

58 

DMltngt — 

195 * 

Nov. 8. 

Sale of 30 Shares in R. Ltd. 

405 

Dec. 6. 

xoo Shares in B, Ltd., taken over by Andrews 

280 

1953 

Tan. 15. 

Sale of 10 Shares in R. Ltd 

120 

Feb. 21, 

Sale of 250 Shares in A, Ltd. 

455 


On 8th November, 1952, £81 is remitted to Bailey by the broker 
out of the proceeds of ^e of 30 shares in R, Ltd. 

On 1st December, 1932, were purchased 100 shares in X, Ltd., the 
broker, Roberts, agreeing to lend the £200 necessary for their pur- 
chase with interest at 5 per cent per annum, the sum to be repaid 
not later than 31st January, 1953. The shares are registered in the 
name of Roberts, and the dividend of £7 received on 30th December 
is applied in part repa5mient of the loan. The money received from 
the sale of ten shares in R, Ltd., on 15th January, 1953, is simi- 
larly applied in part repayment of the loan. On 31st January, 
1953. the balance of the loan is completely repaid by cash. 

The values of the holdings at 28th February, 1953, are— 

100 Shares in B, Ltd., 

100 Shares in X, Ltd., ^80 

The value of the holding in A, Ltd., is to be based on the fact 
that the purchase price at 30th September, 1952, included pro- 
vision for four months* dividend, the half year's dividend of £36 
being paid on 30th November, 1952. The true cost value at 28th 
February, 1953 (taking bonus shares into account), is to be the basis 
of valuation of this investment. Subject to this proviso, all other 
dividends are to be considered as income. 

The accounts recording these transactions m the Joint Venture 
books are required. 


Dr. *Joiirr Viiitum Bake Cr. 


X 95 a 

To Andrews 



1. 

4 . 

1953 



i 

s. 

i. 

Sept. 50 


hm 

0 

0 

Oct. x 

By Broker . 


1.174 

0 

0 

Nov. S 

„ Broker . 

„ Dividend: 


334 

0 

0 

1953 




SO 




Jan. SI 
Feb. 28 



74 

7 

9 


A, Ltd. 


36 

0 

0 

„ Balance . 

tfd 

798 

72 

3 

, *953 

Ju. I 

Dividend: 











Feb. 31 

B. Ltd. 


38 

0 

0 







„ Broker . 


455 

0 

0 










£3*047 

0 

0 




foo 47 


0 

Mar. X 

ToBalanet . 

b/d 

79 * 

xs 

3 





1 



Joint Vknturb Cr. 


Principal 

oo 00 ooooeo ck 

OV 


oo oo 000000 



^vo o(> ^Qinooo V 

S« S.”'S « 



Jl 

i 

30 

100 

10 

250 

50 

100 

100 

1 



1 

000 1 


By Broker — 

Sale of Shares : 

R. Ltd. 

„ Cash — 

Dividend. A. Ltd. . 
M Andrews : Investment 
taken over — ^Shares 
B. Ltd. . 

„ Broker — 

Dividend : X. Ltd. . 

», Cash — 

Dividend. B. Ltd. . 

., Broker — Sale of Shares : 
R. Ltd. . 

». Broker — Sale of Shares : 

A. Ltd. . 

., Balance — 

Shares. A. Ltd. 

.. B. Ltd. 

„ X. Ltd. . 

Loss — 

Andrews Z2 7 

Bailey 49 15 2 

1 

_ _ 1 


00 00 0 miomoO 

N fO ro fT) M M N 

"1 1 "Si 

}ZJ H H-, li< 

Principal 

0000 


0 

6000 rs> 

r«. 

0 

0 w 

00 0 

SJ fO t>. N 

10 

IN 

0^ 

1 

1 

l:L 

001 

001 

oi^ 

oor 

oor 

J 

1 

1 

0 1 
N 


5 


To Broker — 

Purchase of Shares : 

A. Ltd. 

B, Ltd. 

R. Ltd. 

Broker — Purchase of 
Shares: X, Ltd. . 

.. Bonus Dividend — 

A. Ltd. 

.. Broker's Interest 

To Balance 


0 M M M M 

N <0 fO 

•O . Vi 

O't* d H 

■jf 1 -a i 
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Loss from Joint Venture 



Q 

4 





33 * 



Loak (Broksr) Cr. 
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Trial Balance 

28 th Feb., 1953 Of, 




i 

1 

i. 

i 

5 . 

d. 

Bank 


798 

12 

3 




Shares per Joint Venture Account 

Andrews 


590 

0 

0 

819 

7 

5 

Bailey 





569 

4 

10 



;Si.388 

12 

3 

ii.388 

12 

3 



■■H 






As regards the valuation of the holding in A, Ltd., after the issue 
of the bonus. 300 shares are held for a cost of £360; 50 shares, i.e. 
one-sixth, remain at 28th February, 1953, and are valued at 

^ X £360 = £60 

It should be noted that the opening payment by Bailey is trans* 
ferred direct from Bailey's account to that of Roterts, the broker. 
In theory, such a transfer requires a Journal entry to record it. 

The actual results, profit or loss, of the dealings in each invest- 
ment can be shown (apart from dividends received, which may be 
recorded in a separate Dividend Account) by opening a separate 
account for each investment. 



Mar. 1 


To Balaure 


50 


60 
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Dr. Sharis itr X, Ltd. Cr. 



The foregoing accounts, if opened, will displace the detailed Joint 
Venture Account so far as shares are concerned, the profit or loss 
thereon being transferred to the Joint Venture Account which will 
then be— 


Dr. 


Joint Venture 


Cr. 




£ 

5 . 

d. 

To Loss on Share*— 




B,Ltd. , 


27 

0 

0 

R, Ltd. 


ao 8 

0 

0 

X, Ltd. 


120 

0 

0 



£353 

0 

0 

To Loss . . 

b/d 

200 

0 

0 

„ Broker'* Interest 

I 

7 

9 



£201 

7 

9 



MM 


■■ 


By Profit on Share*— 
A, Ltd 
„ Loss . 


By Dividend*— 

A, Ltd. £36 (/eu {*4 
credited to 


Assets) 
X,Ltd. 
B, Ltd. 


. £12 
. 7 
. 5« 


„ Lot 



fr 

155 

0 

200 

0 

0S5 

0 

77 

0 

124 

7 

£ 2 ori 

7 

mm 


The balances on the separate Shares Accounts must be equal to 
that appearing in the Joint Venture Account constructed by the 
first method. 








CHAPTER XVII 
CONSIGNMENT ACCOUNTS 

It is a common practice of exp(sters to dispatch goods to repre- 
sentatives al»oad for the purpose of sale. The knowledge possessed 
by the agent of local conditions, the availability of the goods for 
the foreign customer by reason of the present possession of stock in 
the foreign agent’s warehouse, and many other reasons, form a 
strong inducement to the exporter to enter into an arrangement 
with a reliable local trader whereby the latter will receive goods 
for sale on behalf of the exporter. 

Goods forwarded by an exporter to his agent for the purpose of 
warehousing and ultimate sale are described as a consignment, the 
sender of the goods being called the consignor and the recipient the 
consignee. Alternatively, the parties concerned are often respec- 
tively designated principal and agent. 

Such a (hspatch of goods, from &e point of view of the consignor, 
is called a Consignment Outwards ; from that of the consignee, 
a Consignment Inwards. 

At periodical intervals, the consignee renders to his consignor a 
statement showing the goods received, sales, expenses incurred, 
commission charged, and remittances made, with the resultant 
balance due by him. This is called an Account Sales. 

Illustration. H. Andrews, of Manchester, consigned 40 cases of 
goods to his agent, H. Butler, of Sydney, per S.S. San Pedro, invoiced 
at lis per case, and drew a bill at 90 da}^ for {,^00. An Accoimt 
Sales was received in due course from the consignee showing gross 
proceeds of sale £880 made up of 30 cases at £20 each and 10 at £28 
each. He deducted the following items : Dock dues, £15 ; Marine 
Insurance, £7 4s.; Storage, £18; Import Duty, £30; Commission, 
5 per cent and i per cent del credere on sales. Show the Account 
Sales submitted to H. Andrews by H. Butler in respect of the above 
consi^Tunent. (See page 337.) 

It is of considerable importance to observe that a consignment 
is not in the nature of a sale by the consignor, nor of a pur- 
chase by the consignee. It is dear that mere removal of goods 
bom one dep^ment to another does not make a sale, and whether 
the removal is a matter of yards or miles it does not alter the 
significance of the transaction. It is usual to send to the 
consignee a memorandum, called a pro forma invoice, but this 
merely se^es as a guide to the consignee unless, indeed, it is 
an actaal instruction to sell at the price indicated in the invoice. 
For similar reasons a consignment does not come under the 
heading of "Goods on Sale or Return," “Hire Purchase,” or 
"Forward Sale.” It is, then, merely a transfer of goods hrom 

336 
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one place to another with a view to the sale by the redi^ent on 
behalf of the sender. 


Account Salxs of 40 cases of Goods ex S.S. San Pedro, sold for acoouat of 
H. Akdrxws, Manchester, by 


H. BUTLER, 


zo Old Bailby Strxbt, 

Sydnbt. 


Marks 

and 

Number 


30 Cases at ^£20 per case 
10 „ at £28 


Lessr— 

£ 

5. 

d. 

Dock Dues . 

13 

0 

0 

Import Duty 

30 

0 

0 

Marine Insurance 

7 

4 

0 

Storage 

18 

0 

0 

Commission — 

3% of iiio 

Del Credere — 

44 

0 

0 

1% of £880 

8 

16 

0 


Less Draft accepted against Consignment 
Balance due to H. Andrews 
E. & O.E. 

Sydney. (Signed) 

Date 



£ 

5. 

d. 


600 

0 

0 

• 

280 

0 

0 


880 

0 

0 

d. 




0 




0 




— - 

123 

0 

0 


757 

0 

0 

• 

400 

0 

0 

• 

j £337 

0 

0 


ff. Staler. 


The consignee is entitled to be reimbursed for his legitimate 
expenditure, and to be paid his remimeration, it being clear that the 
consignee is neither a buyer nor a seller on his own account : conse- 
quently, the remuneration is his reward for services rendered to his 
consignor. The remuneration, which is termed commission, is 
usually calculated upon the total value of goods sold by the con- 
signee. An addition^ commission, called dd credere commission, is 
paid where the consignee agrees to meet any loss which the consignor 
may suffer by reason of bad debts. It must be noted that arrange- 
ments are frequently made whereby the consignee is paid on a per- 
centage of profits. 

CONSIGNOR’S BOOKS 

The object of the book entries relating to Consignm^ts Out- 
war(^ is to ascertain the net profit or net loss on each separate 
consignment, and to transfer this figure to a Profit and Lc^ on Cmi- 
signment Account. 

A special account is opened to ascertain the profit or loss on each 
consignment, beaded Consignment to — Account; thus if the 
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co!isig>it3adit is sent to B, Bombay, the accoimt will be heauied 
Consignmeiit to B, Bombay. 

The Consignment Account is not ^personal Account but a nomi^ 
account: it is, in fact, a special Trading and Profit and Loss 
Account. It is important that the nature of this account be clearly 
grasped, because the principles applied to Trading and Profit and 
LoSs Accounts are applicable to Consignment Accounts. The con- 
signee is not the consignor's debtor for the goods (either at sale 
or cost price), the relationship of the parties being respectively 
Agent and Principal as distinct from Purchaser and Vendor. 

Usually the Consignment Account is debited with the goods at 
cost' price and a Goods on Consignment Account credited ; the bal- 
ance of the latter account at the end of the accounting period being 
transferred in total to the credit of Purchases Account, or, alterna- 
tively, direct to the Trading Account. 

AU the expenses incurred by the consignor in respect of the 
consignment are debited to the Consignment Account and credited 
to cash or creditors, according to whether the expense is a cash or 
credit transaction. If the consignment expenses have been posted 
to the different expenses accounts, they will be transferred there- 
from to the debit of the Consignment Account. 

Upon receipt of the Account Sales from the consignee, a Personal 
Account is opened for him. The consignee owes to the consignor the 
proceeds of the sale, less any expenses (including commission) that 
he has properly incurred in respect of the particular consignment. 
Accordingly, the gross proceeds of the sale are debited to the 
Personal Accoxmt of the consignee and credited to the Consignment 
Account, or the net figure (i.e. the gross proceeds, less expenses) 
may be debited to the account of the consignee and credited to 
the Consignment Account. The latter method, however, is em- 
phatically not recommended, because the true sales and expenses 
are not disclosed. Where the consignee remits a bill or draft in final 
settlement of the balance due, his Personal Accoimt will be credited, 
and Bills Receivable or Bank debited. It must not be inferred that 
the consignee always remits in full the balance due to his consignor, 
and it may happ^ at any particular date that the consignee's 
Personal Account is not “in balance,'' but as it is an ordinary Per- 
sonal Account the student is not likely to be confronted with any 
difficulty in his treatment of it. If the consignee has not remitted 
the balance due by him in full, but only in part, he will be a 
debtor, whereas if he has remitted more than the balaii<^ due by 
him he will be a creditor. In practice, considerable difficulties arise 
by reason of the failure of the parties to * ** clear ” each consignment 
as and when dosed, particularly when the consignee remits round 
sums from time to time. 

* The consignor may, however, have charged the goods to the Consigniaent 
Account at sxllxnq •price. The treatment arising thOTcfrom is shown 

oh page 346, ^ 



COMSIGKHXMT ACCOOMTS 


33 $ 

The Q>iiai|pameiit*Accoimt bow ^tein on the debit tttte: [ej 
the cost ^ price of the goods, and (8) all the expenses xdevant to the 
consignment, and on the credit (a) the Total Sales and (8) the Stock 
on Hand, if any, which will either be brought down as a balance 
on the debit of the Consignment Account for the succeeding period 
or be transferred to the debit of Consignment Stock Account (the 
second procedure being analogous to that pursued in the case of the 
Trading Account). The balance now standing on the account 
represents the profit or loss on the consignment. If a profit has 
resulted, it will be entered on the debit side, and transferred to the 
credit of Profit and Loss on Ccmsignment Account ; if a loss has 
ensued, it will be entered on the credit side and transferred to the 
dehit of Profit and Loss on Consignment Account. The balance of 
th^ latter will be transferred to the General Profit and Loss Account 
at the end of the accounting period. 

Finally, it must be noted that where transactions with the 
consignee are numerous, it is usually advisable to open separate 
accounts duly referenced for each consignment so as to avoid the 
confusion which is likely to arise by consolidating all the consign- 
ments in one account. • 

COST PRICE METHOD 

Summary of Entries. Before proceeding with an example it is 
proposed to give a summary of the entries appropriate to Consign- 
ment Accounts, namely — 

I. Debit Consignment Account with the cost price of the goods, 
and credit Goods on Consignment Account. 

II. Debit Consignment Account with all expenses paid by the 
consignor in respect of the consignment and credit cash, creditors 
or expenses accounts. 

III. When the Account Sales is received from the consignee, two 
entries are made, viz. — 

(а) Debit consignee, credit Consignment Account with total 

SALES. 

(б) Debit Consignment Account, credit consi^ee with all 

expenses incurred by the consignee and with his commission. 

IV. Credit Consignment Account with Stock on Hand, and 

(a) bring down as a balance or 

(b) debit Consignment Stock Account. 

V. Transfer the balance of the Consignment Account to Profit 
and Loss on Consignment Account and the balance of that account 
to General Profit and Loss Account. 

VI. Debit the baknceof Goods onConsignmentAccountand credit 

(a) Purchases Account or 

[b) Trading Account. 

VII. Credit conrignee, debit Cash or Bills ReceivaUe 
remittances received from the consignee. 

* Sm paae 333. note. 
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ISiistritioiLi C. Cotton, of Manchester, on 3rd January consigns 
goods, costing £t,ooo, to R. Rajah, bis foreign agent. C. Cotton 
pays the following expenses on the same date, viz. : Marine Insur- 
ance, £20 ; Carriage and Freight, £70. R. Rajah is entitled to a 5 
per cent selling commission and a i J per cent del credere commission. 
In due course R. Rajah sends his Account Sales, which shows that 
he has sold goods for ;^i,6oo and paid expenses amounting to £120; 
^ expenses were paid on 4th February and the sale effected on 
I2th Fohraary. Stock in consignee's hands on 28th February, £30. 

With the Account Sales, R. Rajah encloses a sight draft for the 
net amount due to C. Cotton. Show accounts of the consignment 
at 28th February in the books of the consignor. 

Df. Goods on Consignment Cr. 

19.. i 

Jan. 3 By Conaicnment to R. 

Rajah . i»oooi 


Dr. Consignment to R. Rajah Cr. 


19.. 
jAa. 3 

To Goods on Conalfn- 


£ 

19.. 
Feb. 18 

By R. Rajah — 


£ 

ment . 


1,000 


Salea — per Account 




„ Caah- 




Sales . 


1,600 


Inauranco 


80 

88 

„ stock 

c/d 

30 


Gairiasaand Freight 


70 



Fob. 4 

f 0 Rt Rajah—* 








Bxpenaea 


180 





18 

CommiatioM 


100 





8fi 

„ Profit and Lots on j 








CooatsnnkBnt Ao> 1 
oount . 


380 







£ 

1,630 



£ 

1,630 

Mar. I 

To Stock 

b/d 

so 






Df. Profit and Loss on Consignment 


Cr. 


. 

Feb. afl 


By Co^gMnent to R. 


I 

380 


Df, R. Rajah Cr. 


19.. 

18 



£ 

1,600 

18 

88 

By Espenaoi . 

„ Committiona 
„ Draft 

1 

£ 

180 

100 

I.sto 

£z,6oo 



BHHI 








It should now be clear that the Consignment Account is a Profit 
and Loss Account^ wl^t the Consignee's Account is a Personal 
Account to which the dcdiii^ry principles of book-keeping apply. 

^ Subseqaently tr»iiAl«md to the credit of Purchases or Trading Aoconnt. 
> Snbaequently transferred to the credit of General Profit and Loss Account. 
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Should there be a large number of consignments, the cw^nor 
will almost invariably employ a special Day Book and Led^. in 
the Day Book (caDed the Consignments Day Book) will be entered 
the cost price of the goods sent on consignment (and, if necessary, a 
memorandum column therein will show the pro forma invoice 
price). From the Day Book the cost price of the consignment will 
be debited to the Consignment Account in question. The total 
of such Day Book will be periodically posted to the credit of Goods 
on Consignment Account. The memorandum column may also be 
totalled, but it forms no part of the double entry. 

VALUATION OF UNSOLD STOCK 

Wliiere all the goods have not been sold it is necessary to value 
the itnsold stock when preparing the Balance Sheet of the con- 
si^or. The valuation will be at cost price or local market 
price, if lower, and to the former figure must be added the non- 
recurring expenses, such as freight, insurance, duties, etc., the 
total of these expenses being apportioned between stock on hand 
and goods sold. It should be emphasized, however, that if the cost 
price (with the addition mentioned) exceeds the local market price, 
the latter must be taken as the basis of valuation. 

Regarding the choice of cost or market value reference to the 
dates and prices of recent sales will afford some guide ; whilst other 
factors might materially alter valuations, e.g. devaluation of 
currency. 

If the goods have a poor market at the local establishment it may 
be advisable to transfer them to another establishment offering 
better prospects, thus involving cost of transport, further duties, 
and possibly deterioration through climatic or other causes, so that 
the values may have to be adjusted accordingly, regard being had 
to local selling price (if lower than the adjusted value). 

If goods are in transit or in “risk" areas they should be taken 
into account at a value not exceeding the insured value. 

Illustration* G. Britain consigns 1,000 units of goods to H. Kong, 
the cost price of which is £800, G. Britain pays expenses — 


X. Carriage. ....... £200 

2. Maxine Insurance ...... So 

3. Freight 90 

and Hj Kong has incurred expenses to date of — 

4. Carriage from Docks to Consignee's Warehouse . £1$ 

5. Import Duty 45 

6. Carriaro to the Buyer's Warehouse ... 56 

7. Commission 3 

3 . Expenses on goods sold 5 


At a date when 600 units of the stock have been sold, it is required: 
to ba^ce off the Consignment Account, and accordizigly the stoel: 
remaining must be carried down, being valued as shown on page 342. 
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Oxiy the items (i) to (5) may be described as being attadialde to 
the whole of the goods, and accordingly four-tenths (i.e. the ratio of 
the unsold stock to the total stock consigned) of these expenses are 
carried down with the stock in one figure. 

The amount to be carried down is £492 arrived at as foflows — 

~ X {£Soo + 430) — £492. i.e. 400 units at i6s. per unit Ciaao) plus ^ of 
£430 (£172). 

Another way of stating the rule is this : that the stock on hand at 
the end of the accounting period of the consignor must be evaluated 
at the lower of current local market price or cost, as understood in a 
special sense, viz., by the inclusion of a proportionate part of all 
expenses incurred in respect of the whole consignment and not being 
of a RECURRING nature, such as Selling expenses. Therefore, in order 
to arrive at true cost one must add to cost such proportion of the 
'"all in" expenses that the unsold stock bears to the whole stock; 
or what amounts to the same thing, the valuation of the stock is 
the remaining stock divided by original stock multiplied by the 
whole cost of the consignment. 

Illustration. 100 units are consigned at £1 each. Expenses paid 
by the consignor are £20 ; by the consignee (applicable to the whole 
consignment) £^o ; 75 units of the goods are sold by the agent for 
£250, his commission being 6 per cent on sales. 

Show the Consignment Account as it appears in the consignor’s 
books. 


Dr, Consignment Account Cr. 





UniU 

£ 

t. 

d. 

1 


Units 

£ 

$. 

d. 


To Good! on 
Ctwiign- 
meat Ao* 
count 

„ Ezpantoi . 

II Commissioa 
6% on £330 

„ Profit and 
Loss on 
Consign* 
ment Ac- 
count 


XOO 

100 

so 

30 

Z 33 

0 

0 

0 

0 

10 

0 

0 

0 

0 

0 


By Consignee; 
Sales per 
Account 
Sales 

„ Stock » . 

c/d 

75 

as 

35U 

37 

0 

xo 

0 

0 




too 


xo 

0 

1 



zoo 

£a87 

10 

0 


To stock 

b/d 

a 5 

37 

xo 

0 

i 








If the current market price is less than £37 los, the former valua- 
tion would be substituted for that shown above. 


^ ^ ‘ £*5 (£2 per unit) plus ^ x £50 . £12 los. Total, 

^7 10s. or ^ X £150 » £37 xos. The *'all in*' cost per unit is 30s. [i.e. ^ 
, etf SOS.) hence the value of Stock at cost is 25 units at 30s. each — £37 toe. 
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Loss of Stodc. Where iome of ^ goods are lost ^ damagdl, the 
entries to adjust the position in the broks will depend upon idietfaef 
the loss has been insured against or not. If the goods have been 
insured gainst loss or dam^e, the loss (without tal^g into account 
any anticipated profit) will be credited to Consignment Account 
and debited to Insurance or Underwriter's Accoimt. In cases of this 
type, care must be taken in arriving at the value of the stock carried 
down, as the expenses relating thereto must be added to the 
cost in the proper proportion. 

The valuation of the remaining goods in case of goods lost will be 
made up of two parts as follows — 

(1) Proportion of the cost of the goods, plus expenses incurred 
on a^l goods. 

(2) Proportion of the expenses incurred sub^uent to loss. 

As to (i) this proportion will be the remaining goods divided by 
the total goods consigned. 

As to (2) this proportion will be the remaining goods divided by 
the total goods saved. 

Illustration. 100 bales of goods are consigned (value £500) and 5 
bales are damaged by hre and rendered worthless, a claim being 
made therefor against the insurance company. 

The expenses may be summarized as follows — 


Prior to Loss 

1 Subsequent to Loss 

Non-Recurring 

80 

Non-Recurring 

£ 

190 

Selling 

ie 

300 


Up to the end of the accounting period 55 bales bad been sold 
for £700. 

Show Consignment Account in the books of the consignor. 

Dr. CONSIGMMBKT ACCOUNT Cf. 


To Cost ol Goods 
„ Bspensss pricM: to 
toss. 

„ Expenses subse- 
qnent to Loss . 
„ Sdlins Expenses . 

I 

i 

500 

80 

190 

soo 

19 . 

By Soles 

„ Insarsnce Qeim 
Account 

„ Stock . . e/d 

„ Transfer to Front 
and Loos on Con- 
signment Ac* 
oount : Loss 

Bales 

55 

5 

40 

£ 

700 

*9 

Sxs 

99 


|B3| 




gl! 

ifxAJTo 

To stock . b/d 


IS 



Si 



The claim against the insurer for £29 is made up — 

Cost of Goods « ^ X £500 £%$ 

KxpeoM prior to Loss ■■ ** 4 

^29 
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The Stock value of £312 is arrived at — 

i £ 

Cost of Goods ^ X /500 : 200 

Expenses prior to Loss ^ X £80 * 32 

232 (per rule i) 

Expenses subsequent to I-oss Jg X £190 = 80 (p«r rule 2) 


The result may be more clearly explained by opening two separate 
accounts as follows — 

(a) Consignment Account (I) showing goods lost. 

(t) Consignment Account (II) showing saleable goods. 

Dr, Consignment Account (I) Cr. 


* 9 - 

Bales 

i 

19.. 

Bales 1 

To Cost of Goods. 

3 

as 


By Insurance Claim' 

„ Ej^nses prior to 


4 


Account . 3 29 


3 

£*9 


£29 

Df. C 

'ONSIG 

rNMBNI 

r Accod 

INT (II) Cf. 

* 9 - 

Bales 

£ 

19. . 

Bales 1 

To Cost of Goods. 

93 

475 


By Sales * • 55 7oo 

„ Expenses prior to 




,, Stock* . c/d 40 31a 



76 


,, Transfer to Pxofit 

„ Expenses subsequent 




and Loss on Con- 

to Loss 


190 


signment Ac- 

„ Selling Expenses 


300 


count; Loss a9 


93 

£1.041 


93 £*.041 

To Stock b/d 

40 

3x3 




Where the loss is not insured against, it must not be left to adjust 
itself in the Consignment Account by merely inserting the stock 
as reduced by the loss, but, as the consignor is bearing his own 
insurance, the loss should be dealt with by crediting Consi^- 
ment Account as if the stock actually existed, and debiting 
Uninsured Loss Account. This method has the additional ad- 
vantage of permitting comparison of the results of several consign- 
ments as shown by the Consignment Accounts (as the abnormal 
loss has been eliminated). The entries necessary to adjust such 
a loss in the above circumstances are the same as where the 
loss has been insured against, except that the amount of loss is 
earned to the debit of Uninsured Loss Account instead of to the 
Insurance Claim Account. 

Loss Due to Natural Causes. Where the loss is due to natur^ 
causes, e.g. evap>oration, the amount of stock to be carried down is 
the proportion of the total cost that the number of units on hand 
bears to the total number of units as diminished by the loss. 

‘ rSv X £80. 

• 1.6, If X £741, M Axx these expenses have reference to the 95 hales. 
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l]ltistmtioa« loo tons consigned, costing £2001 5 tons loss due to 
weighing, carting, etc. ; 38 tons in hand. The stock in hand is there- 

fore valued ^ X £200 = = £80. 

95 

Deficiency of Stock. Where there is a deficiency of stock at 
stocktaking, and the consignee is under a liability to account for the 
value of the missing stock, the following entry will be made in the 
consignor's books— 

Dr. Consignee. Cr . Consignment Account. 

If, on the other hand, he is not liable, then the stock will be 
brought in at the gross figure (the amount it ought to be) and the 
deficiency debited to Consignment Account, only the actual stock 
figure being brought down. Alternatively, the closing stock will be 
brought in at the reduced figure automatically giving effect to the 
deficiency, e.g. if the stock ought to be £400, and there is a shortage 
of £50, the credit to Consignment Account will be £350 only, thus 
reducing the profit (or augmenting the loss) automatically by £50. 
This latter method is not recommended. 


The entries are — 

Dr. (i) Consignment Account* Cr. 



To Goods 
,, Expenses . 

H Loss io Stock 


50 


Bv Proceeds. . . 

„ Stock 


40 Q 










To Stock 

b/d 

350 





or 

Dr. 

(2) 1 

Consignment Account 


Cr. 


To Stock 

b/d 

350 


By Stock 

c/d 

1 

350 


On no account must the deficiency of Stock be debited to Consign- 
ment Account, unless it is included in the closing stock on the cre^t 
side. 

Where an allowance is given, say, for damage (the goods still 
being saleable) the expenses to be added to the remaining stock 
may be apportioned as shown in the following illustration. 

Illustration. Goods worth £1,000 are sent to Y on consignment; 
expenses, other than Selling Expenses of 5 per cent on sales, being 
^100. £500 of the goods are received in a damaged condition, the 
consignor making an allowance of £300. Sales by the consignee are 
£400 (cost £250), and the damaged goods are disposed of for £210, 
Show the treatment of the end stock. 

^ The figuiet are confined to the point under diicttssioii. 
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The value of the dosiug stock will be the cost jmoe plus a pro- 
portion of expenses. Expenses may be apportioned— 

(i) In the ratio that unsold sto^ bea^ to the revised value of 
goods consigned: x £100 « £35 14s. 3d. 

(a) In the ratio ^t undamag^ stock unsold bears to the total 
undamaged goods consigned: X £100 r= £50. 

Method (1) is probably preferable, for the expenses are incurred 
in respect of the total consignment, and damaged goods must bear 
their proportion as well as undamaged goods. 

If no damaged goods are sold, the proportion to be added to cost 
will be computed as follows — 

OrigiBal value of Gkxxls sent .... £ifioo 
Ltss Allowance 300 

Revised value of Goods sent . . £700 

The damaged goods remaining = ^500 - 300 « £200 
The undamag^ goods remaining ^ ^^500 - 250 » 250 

(i.e. ;£25 o have been sold) Total s £450 

Proof— 

Revised value of Goods . . £700 

Less Sales 250 

Goods remaining .... £450 

The addition for Expenses will be (under method (i) ) — 

X £100 (Expenses) . . . ^[64 5s. 8d. 

If the goods are considered in units rather than in bulk, each 
unit should bear its due proportion of expenses and the closing stock 
will be valued in accordance with the rules enunciated earlier in 
this chapter. 

INVOICE PRICE METHOD 

It is sometimes found that the goods sent on consignment are 
entered up in the books at the pro forma price ; that is, they may 
be ^tered, either at the minimum price at which the consignee is 
entitled to sell the goods, or at the price which is considered by 
the consi^ee to represent a satisfactory proht on the goods. The 
actual price realized is not known by the consignor until the con- 
signee renders the Account Sales. 

Summary of Entries — ^Invoice Price Method. Wha-e goods are 
invoiced at selling price the entries in the consignor's hooks are— 
(i) Debit Consignment Stock Account and credit Goods on 
Consignment Account with consignment at selling price. 

(a) At the end of the accounting period — 

Debit Goods on Consignment Account and credit Purchases 
Account with the frus cost ol the goods; 
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Debit Gc^^ds gh Consigtiment Accoimt $aid credit Consignnmt 

Stock Adjusttfuei^t Account with the amount added to co$t or, as 

it is termed, Loading.” 

(3) The sales by the consignee will be debited to the consignee 
and credited to the Consignment Stock Account. 

(4) The balance of stock on consignment will be credited at the 
SELLING price and brought down to the opposite side (like any other 
balance) on Consignment Stock Account. 

(5) The "all in ” expenses must be shown in a separate expenses 
account and apportioned in the ratio of the unsold stock to the 
stock, sold ; the amount apportionable to unsold stock must be 
carried forward and the balance transferred to Consignment Trading 
Account. The expenses may be debited direct to Consignment 
Trading Account and the amount apportionable to unsold stock 
brought down as a balance thereon. 

(6) Debit the Stock Adjustment Account and credit the Consign- 
ment Trading Account with the realized profit representing the 
excess of selling price over cost. 

(7) Bring down the balance on Consignment Stock Adjustment 
\ccount (debit above the line : credit below the line) being the loading 
on REMAINING stock. This balance will, in the Balance Sheet, be 
deducted from stock at selling price shown in (4), plus (5). If the 
current market price is less than the cost, as shown by the excess of 
(4) and (5) over (7), a provision must be created by debiting Profit 
and Loss on Consignment Account and crediting Stock Provision, 
representing the depreciation of stock value. 

(8) The balance of Profit and Loss on Consignment Account is 
transferred to the General Profit and Loss Account. 

Illustration. A, of London, consigned zoo cases of goods (cost 
£750) to B, of Singapore, on ist January, 19. ., charging them up 
at a pro forma invoice price to show a profit of 25 per cent on sales. 
A paid at the same date £60 in respect of freight and insurance. 
On 22nd January, B paid expenses, £20, and on 29th January sold 
80 cases of the consignment for £800. B is entitled to a commission 
on sales of 5 per cent, which he duly charged up. 

The following are the accounts recording the transaction in the 
books of A, the consignor, the books being balanced on 30th 
January, 19... 


Or . Goods on Consignment Cr. 



£ 

19. . 

~T 

Un. 30 To PurchMM (or Trad-! 


Jan. X By CoMfgimwDt Stock 


ing) Account . ; 

750 

Acwunt 

I»000 

Consigunieiit Stock 




Adjustment Ac-j 




count . 

*50 




IfXiOOO 


f£x,ooo 
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Ur. CONSIGNMSNT STOCK Cv. 


19.. 
las. X 

To Goods on Con- 
signment Ac- 
count . 


Cases 

zoo 

B 

Jan. 29 

30 

By B— (Consignee) 
Sales . 

„ Stock . 

c/d 

Cases 

80 

20 

£ 

800 

aoo 




m 

SSS3 




zoo 

£i,ooo 

Jan. 3X 

To Stock . 

b/d 

20 

aoo 







Df. Consignment Trading Account Cr. 


19 . 
Jan. 1 

To Cash- 

Freight and 
Insurance . 
„ B— (Consignee) 
Expenses . 
Commissjon 
„ Profit and Loss 
on Consign 
ment Account 



£ 

60 

ao 

40 

96 

19. . 
Jan 39 

30 

By Consignment 
Stock Ad- 
justment Ac- 
count . 

„ Expenses 
A'iiLCfio + fao] 

c/d 

aoo 

16 


1 



£216 




£2x6 

Jan. 3* 

To Expenses 

b/d 


16 





Df. 



B (Consignee) 


Cr. 

Jan. fl9 

To Consignment 
Stock Ac- 

count — Sales 



£ 

800 

19.. 
Jan. 23 

29 

30 

By Consignment 
Trading Ac- 
count — 
Expenses . 
Commission i 
.. Balance 

c/d 

1 

00 ' 





£800 




£800 

Jan. 31 

To Balance. 

b/d 


740 






Df, Consignment Stock Adjustment Account Cr. 


Jan. >9 


To Consignment 
Trading Ac- 
count^ 

„ Balance. 


c/d 


Cases II i 


80 

so 


flOO 

50 


100 


£950 


19.. 
Jan. 30 


By Goods on Con-, 
signment Ac>; 
count . 


Cases 


Jan. 31 


By Balance 


b/d 


£ 

S30 


£2 $o 

50 


Dr. 


Profit and Loss on Consignment Account Cr. 

19.. £ 

Jan. 30 By Gontlgnmeat tndiag 

Account . a 9 ^' 


^ i.e. 80 cases at £2 los. each. 
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The stock brought down will be shown in the Balance Sheet as 
follows— 

i 

Consignment Stock 200 

Trading A^ccount (Expenses b/d) . 16 

216 

Less Stock Adjustment Account 50 

^166 


MEMORANDUM COLUMN METHOD 
It is important to note that, wherever practicable, and most 
certainly in examinations where no other method is specifically 
called for, the memorandum column method should be employed. 

Illustration. With particulars identical to those set out in the 
preceding illustration, the accounts under this method appear as 
follows 


Dr Consignment Stock Cr. 





Cases 

Memo 





Cases 

Memo, 


in. . 

Jan I 

30 

To Ckx>d 8 on 
Consign- 
ment Ac- 
count . 

,, Consign- 
ment 
Trading 
Account 


too 

£ 

z,ooo 

£ 

750 

200 

19.. 
Jan. 29 

30 

By B (Con- 
signee) . 
„ Stock 

c/d 

80 

20 

£ 

800 

soo 

£ 

Boo 

ISO 




zoo 

£1,000 

£950 




100 

£1,000 

£950 

Jan. 31 

To Stock 

b/d 

ao 

200 

150 








Dr Consignment Trading Account Cr . 


19 . 
J.in. X 

To Cash — 


£ 

19.. 
Jan. 30 

By Consignment Stock 


£ 


Freight and Insur- 



Account 


200 


ance . 


60 


„ Expenses (£60 + 



22 

„ B : (Consignee) — 




£ao) 

c/d 

x6 


Expenses 


20 





29 

B : Commission 


40 





30 

„ Profit and Losson Con- 







signment Accoimt , 


96 








£ 3 X 6 




£2x6 

Jan. 31 

To Expenses. 

b/d 

X6 






Dr, 

19.. 
Jan. 39 


f Jan. ' 


To Coosignment Stock 
Account — 

Sales . 


B (Consignee) 



£ 

X 9 .. 
Jan. 22 


800 

39 



30 


£800 


b/d 

740 



By Consignment Trading 
Account- 
Expenses 
Commission . 

„ Balance . . , c/d 


Cr. 


ao 

40 

74 ^ 

1C600 


To Balance . 



350 

Dr. 


ACCOUMTAMCY 


Goods on Consignvxnt Cr. 





Caiea 

Mmo. 

£ 

£ 

1 


Caaea 

Mem. 

£ 

1 ^ 

19 • 
J*n.so 

To Purohasea 
or Trad' 
ing Ac- 
count . 


too 

£t/>oo 

£750 

19.. 

Jan. I 

By Conaign- 
mo n t 
stock 
Account 


100 

1 

va 

0 





1 



The Consignment Account would appear (if charged up at cost) 
as follows — 


Dr. Consignment Account (abbreviated) 


Cr. 



1 Cases 1 

£ 

{ Cases 1 

To Gooda, etc. 


100 

750) 


By Sales . So 800 

„ Ezpenaea . . 



6 o \ 


„ Stock. c/d 20 Z66 

>1 • 



30) 


m £830) 

„ Selling Com- 






minion . . 



40 



„ Profit and Loss 






on Consign- 






rnent Account 



96 





xoo 



|£966 

To Stock . . . 

b/d 

20 

166 






Illustration. On 5th March, 19. . , X consigns 200 gramophones to 
Y, costing £15 each. The pro forma invoice is made out to him 
at a figure to show a gross profit of 20 per cent on sales, below which 
figure the consignee Y is not permitted to sell. On 25th March the 
consignee sells half the consignment at a profit of 25 per cent on 
sales. The expenses were as follows — 

Mar. 5. Freight and Insurance . . £50 (paid by consignor) 

20. Landing Charges, including Im- 
port Duties . £$0 (paid by consignee) 

The consignee is entitled to a commission of 5 per cent on sales 
and to one-sixth of the profits after charging up both commission 
and share of profits. On 31st March, 19. Y remits a sight draft 
—the balance on his account having been agreed — ^to settle his 
account. 

Show the entries in the books of X, the consignor. 


Dr. 


19.. 
Mv. as 


To ConslgiuBent to Y 
Account— 

Sales . 


Y (Consignee) 


£ X9- 

Mar. 20 By Coasicnmant to Y 
Account— 

3.000 Landing Charfet. 

etc. . 

riWWffitaatnn 

Share of ProAti 
Sight Draft 


Cr, 


50 

100 

1,600 



Goods on Consignment 



- I 



gs, 

'o 5. «3 

N M* 

s, 

»n 

'Hi 


Memo. 

■ s> 

on 

Consignment to Y 

1 

«r> lo 

& 

fO 

'HI 


Units 

1 

1 

88 

W M 

8 

w 





u 


By Consignment to Y 
Account 


■ ■§ 

1- 

8 -h 

e, • 
is 

>* in'^ 


u-> 

ea 

s 


•n w 
• w 

ss 

s 


'Hi 


o b o 0 0 Q 

6 *o >n o 'O o 

0^ M fO 

Ci^ 

0 

*0 

'Hi 

O 

•o 







Memo. 


i 

o 

m 

'Hi 

0 

«n 

|H 

R 

00 

M 

1 


1 

D 

8 

8 

N 

8 

M 




uo 



<5 


To Goods on Consign- 
ment Account 
„ Bank — Freight and 
Insurance 
„ Y (Consignee) — 

Landing Charges, 
etc. 

Commission . 

Share of Profit. 

„ Profit and Loss on Con- 
signment Account . 

To Stock 




«r> O <0 M 414 

, N N »n 

**1 ^ 


35 * 
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Df. Bank Cr. 


<9* 
Mar. sx 

To Y (Sight Draft) 


i,L 

0. 

Bf Consignment to Y 
Account — 

Freight and Ixurar- 
ance . 


£ 

50 

Of. 

Profit and Loss on Consignment Account 


Cf. 





19 .. 
Mar. 31 

By Consignment to Y 
Account 


£ 

300 


Note, Y, the consignee, is entitled to 5 per cent on sales, i.e. 5 per cent od 
£2,000 » ;fioo; and one-sixth of ;£3oo [i.e. one-seventh of £350]. 


Consignor’s Books— Alternative Entries. The following procedure 
may be adopted in dealing with the closing stock in the consignor's 
books — 

(1) The closing stock is credited to the Consignment Account and 
brought down in the usual way. 

(2) The closing stock is debited to Goods on Consignment Account 
and brought down as a credit balance. 

(3) The effect, therefore, is to eliminate the stock balance on the 
Consignment Account and to reduce the credit to Purchases 
Account, i.e. the General Purchases Account of the business only 
shows a reduction to the extent of the Goods on Consignment 
actually sold; consequently, the General Trading Account must 
include the cost price of the unsold Stock on Consignment, 

(4) The loading for carried forward expenses is brought down as 
a debit balance on Goods on Consignment Account. 

In short, the unsold Stock on Consignment is considered as general 
stock, since the reduced credit to l^rchases from Goods on Con- 
signment Account, as it were, brings back into the General Trading 
Account such unsold stock, and hence it must be included in the 
stock figure in the General Trading Account. 

Illustration. A consigns to B 100 units of goods (costing £1,000) and 
pays expenses, £50. B sells 60 units for £700, lan^ng expenses being 
£20. B is entitled to a selling commission of 5 per cent. 

Show the treatment of end stock in the books of the consignor. 


Of, Consignment to B Cr. 

lUnitali {Unittll £ 


To Goods on Consignment 

Acooimt . . TOO 

„ Cash'- Expenses 
„ B— Expenses 
„ b -Commission 
„ Profit and Loss on 
Conilcnxnent Account 


xoo 


1,000 

50 

30 

S3 


By B^^les 
„ Stock . 

c/d 

60 

40 

438 

aa 






£x,z 38 




zoo 

fX,X 38 

4*8 







To Stock 


b/di 40 



CONSIGNMENT ACCOUNTS 353 


Df . Goods on Consignment Cr. 



To stock 

„ Purchases (or Trading) 
Account 

c/d 

£ 

428 

* 600 


By Consignment to B 
Account 

„ Expenses prepaid . 

c/d 

£ 

1,000 

a8 




£i,oa8 




1^1,028 


lb Expenses prepaid 

b/d 

a8 


By Stock 

b/d 

428 


Dr. Stock on Consignment Cr. 



! j 

£ j 





To Trading Account . | | 

400 1 





The Trading Account will have been credited with £600 only, and 
therefore stock of £400 will have to be credited to Trading Account 
and debited to Stock on Consignment Account. 

This item, ''Stock on Consignment," will be shown as an asset on 
tlie Balance Sheet of the consignor, as also will be the item of 
"Expenses prepaid" in respect of this stock. If, when the Con- 
signor's Accounts are being drawn up, it is found that a considerable 
loss has resulted on the consignment to date, it may be necessary 
to create a provision against a similar loss resulting on the remaining 
portion of the goods unless the realized loss is due to some abnormal 
cause. Further, if the market value is less than the cost price plus 
the expenses, it will be necessary to introduce such lower figure into 
the books, 

Wliere goods are invoiced at selling price it by no means follows 
that the consignee's sales will exactly produce such a price. As, how- 
ever, the Consignment Stock Account is built up on the basis of 
precise selling price, any difference between the "charge up" price 
to the consignee and the actual realization must be transferred to 
Consignment Trading Account, which will increase the profit in 
the event of an " excess " realized price, and conversely for a 
" deficient " realized price. There will, therefore, be three separate 
elements in the Consi^ment Trading Account, viz. — 

(1) Profit on the stock realized, representing the excess of the 
"charge up" price over the cost. 

(2) Profit or loss, representing excess or deficiency between 
realized price and "charge up" price. 

(3) Expenses. 

Illustration. A buys 100 cases costing £1 each and consigns them 
to his agent at 33J per cent on selling price. The agent sells 60 cases 

a profit of 5 per cent on the cost to him. A pays expenses amount- 
to £100 : and the agent's commission amounts to £g. 

Show the Ledger Accounts in the books of the consignor. 
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Invoice Price Method. 

Dr. CONSIGMMBNT STOCK 

ICMtlU *•"■11 


Cr. 


jCtulll £ ,.J. 


To Goods on 
Consign- 
ment Ac - 1 
count . 

„ Consign- 
ment 
Trading 
Account^ 


To Stock. .|b/d 


150I 



By Sales* 60 94 

„ Stock c/d 40 60 


|£i 5 *j 


Dr. 


To Purchases (or 
Trading) Account 
„ Consignment Stock 
Adjustment Ac- 
count 


Goods on Consignment 


Cr. 


1 

t. 

d. 

100 

0 

0 

50 

0 

0 

£150 

0 

0 


By Consignment Stockj 
Account , 




s. 


130 

0 


fx5o 

0 


Dr. Consignment Trading Account Cr 


To Expenses • . 

„ Consignee's Com- 
mission ' . 


1 

100 

9 

t. 

0 

0 

d. 

0 

0 


By Consignment Stock 
Account — 

Profit on Consign- 
ment Stock* 

„ Consignment Stock 
Adjustment Ac- 
count — 

Profit on "charge 
up *’ prict^ . . 

„ Proportion of Ex- 
penses* 

„ Profit and Lots on 
Consignment Ac- 
count 

1 

c/d 

£ 

4 

30 

40 

34 

i. 

TO 

0 

U 

IiJ 

d. 

0 

0 

0 

0 



£xo 9 

0 

0 




£109 

0 

0 

To Expenses 

b/d 

40 

0 

[Z 








Cr. 


To Provision on Un- 
sold Stock 
„ Consignment Trad- 
ing Account — 
Profit on Stock 
realised 


c/d 


£ 

s. 

d. 


By Goods on Consign- 


£ 

i. 

30 

0 

0 


ment Account . 


50 

0 

so 

0 

0 






£50 

0 

0 




£30 

0 





By Provision . 

b/d 

so 

0 


* If the goods were sold at the precise loaded price, this would be 60 at 3°® * 
i.e. £go. They were sold at £qo plus 5 per cent thereon, realizing £94 lo®- • 
therefore £^ tos. is the "excess" profit, transferred to Consignment Trading 
Account* 

* These items could be shown on a separate Expenses Account, and the 
balance of £69 only transferred. 

50% of £6 q, or 33l% of £90 
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Dr, CONSXGNSB Cf, 

To Conrigninfflt Stockl By Contif omtotl 

-^Salei. 94|xo| Tirwiixig Amount 

M Bolaaoe . c/d 85! 

£94; £94| 

To Balance b/d 6 s{ 


The Balance Sheet will show Consignment Stock £8o, made up a 
follows — ^ 

Consignment Stock 60 

Consignment Expenses .... 40 

100 

Less Consignment Stock Adjustment 
Account ...... 




If the ordinary procedure be adopted the Consignment Account and 
Goods sent on Consignment Account would in abbreviated form be 
as below (no difference arising in the case of the Consignee's Accoimt). 
Cost Price Method. 

Dr, Consignment Account Cr. 


\Cum 

£ 

«. 

4. 




IC—II £ 

t. 

4, 

To Goods 


too 

too 

0 

0 


By Sales . . 


60 

1 

E 

■ 

„ Expenses. 



too 

0 

0 


Stock. . 

c/d 

40 

E 


„ Com mis- 







„ Profit and 




aion 



9 

0 

0 


Lose on 
Consign' 
meat Ac- 
count . 



$4 

10 

1 




£909 

0 

0 




m 

B 

E 

B 

To Stock' . 

b/d 

40 

80 

0 

0 




■ 

B 

1 

1 


Dr. Goods on Consignmsnt Cr. 

To Purohaaei (or| By Couai g ament] 

Trading) Account Account 


Dr, 


ALTERNATIVE ENTRIES 


Consignment Stock 


Caam £ 


a. d,\ 


To dboda on Con- 
aignment Ac- 
count . 

,, Conaignment 
Trading Ac- 
count* 


ToStPok . .|b/d 


BySalea 
». Stock 


S4|xol 

» u. <rf £aoo. 

* See note * on page 556. 


Cr. 


Caaea || £ j. 4, 


6c 

c/d 40| 


im\B\ 
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Goods ok Consicnmbnt Cr. 


To Purcbfttet (orl 

Tradinc) Account 6 o 

„ Stook. c/d 40 

|£xooi 




£ 

s. 

By Censignmftiit Stock 




Account 


too 

0 



£t<to 

0 

By stock . 

b/d 

40 

0 


Dk 


Consignment Expenses 


Cr, 


To Bxpenies . 

tool 

By Proportion of £x> 

c/d 40 

„ Commiuion 

9' 

penset Forward 

'I'o Expenses’ . 

|£io 9 ' 
b/d 4 o| 

„ Consignment Trad- 
ing Account ’ 

«9 

|£ioo 


In this alternative method, the credit balance on Goods on 
Consignment cancels the debit on Consignment Stock Account and 
therefore, as £60 (instead of £100) has been transferred to the credit 
of purchases, the amount of stock must be brought into the General 
Trading and Profit and Loss Account as ^^40 or at market value if less. 

The Balance Sheet will show Consignment Stock, £So, made up 
as follows — 

Consignment Stock Account ... 40 

Consignment Expenses . . . . 40 


It will be observed that the expenses per unit of stock are the 
same as the cost price per unit; hence the "carry-forwaird** will be 
the same. 

Metnorandum Column Method. Where the simple method of 
recording the selling price of the goods in a Memorandum column 
and of debiting the Consignment Account at cost price is em- 
ployed, the accounts will in abbreviated form be as shown on 
page 357. 


CORRECTION OF ERRORS 

Many questions in examinations involve the correction of errors 
in connection with Consignment Accounts. They usually take the 
form of adjusting the position when goods sent on consignment 
have been (wrongly) debited against the Personal Account of the 
consignee, the cash being credited thereto either with or without a 
transfer being made to Profit and Loss Account. 

» The Consignment Trading Account will show a final loss of £69 - £^4 
^34 This is the identical result as shown on page 354. 

* i.e. ^ X £100. 



Consignment Stock 


Actual 

Selling 

Price 

^ o o 

o 


0 o 

o 

M 



m 

H 


Nomi- 

nal 

Selling 

Price 


0 

M 


Cases 

55- 

OOI 



c/d 


By Sales 
,, Stock 



Cost Price 

d. 

o 

0 

o 

o 

• o o 

^ M 

o 

IH 

o 

£ 

lOO 

34 

on 

M 

'MJ 

3- 

Nomi- 

nal 

Selling 

Price 

M 

0 

»o 

M 

S 

Cases 

OOI 

OOI 

o 


b/d 


To Goods 

„ Consignment 
TradingAc- 
count 

To Stock. 
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The adjusting entries are — 

(1) If goods have been debited at cost price — 

Debit Sales Account.^ 

Credit Consignee for cost price of goods sent. 

(2) If goods have been debited at selling price — 

Debit Sales Account.^ 

Credit Consignee for selling price of goods sent. 

(3) I^ goods have been debited at cost price and the consignee has been 
charged with profit — 

Debit Sales Account with the Cost.^ 

Debit Profit and Loss Account with the “Loading." 

Credit Consignee for invoice price of goods sent. 

In all the above instances the mcorrect entries have been adjusted. 

These adjustments having been made, there remains in the Con- 
signee's Account merely his original balance, if any, and the credit 
for the cash paid by him. The usual entries will then be made. 

Illustration. The following Ledger Account is shown in the books 
of a consignor. Make the necessaiy^ adjustments. 

Dr. Consignee Cr. 


To Goods 

Profit and Lost 
Account 

(I) 

(*) 


£ 

x,aoo 

250 


By Cash . tx) 

.. Balance . . (y) 

c/d 

i 

boo 

B50 




^ 1.430 




O.450 

To Balance 

(y) 

b/d 

830 






Adjusting entries, assuming the credit has been made to Goods on Con- 
signment Account, will be — 

(1) Debit Consignment Account. £1,200 Credit Consignee, li,200 

(2) Debit Profit and Loss Account, £iso Credit Consignee. ^250 

No entries are required in respect of x and As a result, the account of the 
consignee is — 

Dr. Consignee Cr. 


To Balance (as above) 
Balance 

b/d 

c/d 

I30 

600 


By Consignment Account 
„ Profit and Lott 
Account 


£ 

X.200 

2}0 



£1.450 




gBB| 




IHI 





The Consignment Account will now be in debit for ^£1,200, whilst 
the previous credit to Profit and Loss Account will be eliminated. 
The subsequent entries in the Consignment Account will be made 
in the usud way. 

Illustration. A consigns goods to his agent at cost price ^3,400. 
The agent's account in A's books is as follows — 

Agent Cr. 


To Goods 

„ Profit and Lott Account 


£ 

S.400 

430 


By Cash 

Balanot . 

e/d 




£3.830 





To Balanot 

b/d 

X.OJO 






* If the original credit was to Goods on Consignment Account. Conaigo* 
nient Account must be substituted for Sales Account. 
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The agent sells the goods for £3.960, which exceeds by £850 the in- 
voice prices, The agent collects £3,400. Discount allowed, £20; Bad 
Debts, £110 ; Expenses, £120. The agent is entitled to 5 per cent com- 
mission on cash collected. End stock to be valued at invoice price. 
Show the correcting entries in the consignor’s books in ledger form. 
The entries in the consignor’s books are— 


Dr. Agent Cr, 


To Balance (as above) . 

b/d 

t 

t,030 


By Comsipmunt AeamnI 
„ Projlt and Loss 


3J00 

„ Balance . 

c/d 

2,800 







Auomt 


m 



ft.Sjo 




£3,830 

To Conaignment Account: 




By Balance . 

b/d 

a, 800 

Sales .. . 


3,960 


„ Consignment Account 





OisMunt 


20 





Bad Debts . 


110 





Expenses 


220 





Commission . 


170 





„ Balance . 

c/d 

740 



£3,960 




£3.960 

To Balance . 

b/d 

740 






Dr. Consignment Account Cr. 



Note. Items in italics are reversing entries. 

The two balances £(740 + 290) equal the original balance £1,030* 
The profit can be checked as follows— / / 


Gross Profit less £3»iio] 


S50 

Less Discount 

so 


Bad Debts 

110 


Expenses 

ISO 


Commission . 

170 

430 

Net Profit . 


^430 


Where a Consignment Debtors* Account is employed the entries 
^ be as on page 360, the other accounts remaining the same. 

^ Altematiyely the transiw may be made by debiting Consignment Account 
Qd crediting agent. 






accountancy 


360 

X)r. Agent C*. 



Vq ComlgBmmi Dtbton . 


siw 


By Bnlanoa (aa before) . 
BnpenM 

,, XV>nnrwiMi<m 

„ Balance . 

b/d 

c/d 

c,8oo 

130 

170 

310 




£3.400 




£3.400 


To Balance . 

b/d 

3x0 





Dr. 

Consignment Debtors 


Cr. 


To Ccnaignmant Account 


3 . 9*0 


ByAswiI . 

„ Diaconnt 

BadDebta 
„ Balances. 

e/d 

0000 
0 rt w 

ed 




£3.960 




£3.960 


To Balance . 

b/d 

430 






These two accounts equal the amount shown against the agent 
on page 359, the only difference in entries being those shown in 
heavy type for receipts from debtors. 

Examination Problem. When auditing the books of the M and 
A Tobacco Co., Ltd., you find the following account in the Sales 
Ledger — 


Dr. H B Cr. 


19.. 
Sept. X 

To Invoice No. x84s 


£ 

340 

Dec. X 

31 

By Cash 
„ Balance . 

c/d 

£ 

100 

340 




£340 




£340 

X 9 .. 
Jw. 1 

To Balance . 

b/d 

340 






Reference to Invoice No. 1843 shows that the charge is — 


I gross straight Grain Briar Pipes X44 

30 doz. Briar Pipes ...... 180 

35 lb. Smoking Mixture ..... 23 

:^349 

This amount ^349, Uss Estimated Drawback on Tobacco £9 equals ;^340. 

On inquiry the following additional facts are ascertained — 

(а) The pipes were purchased by the M and A Tobacco Co. 
Ltd., at 140S, per doz. Straight Grain and 70s. per doz. Briars. The 
Smoking Mixture cost 12s. per lb., including duty. 

(б) On 1st September, 19. ., H B, the assistant sales manager to 
the Company, went abroad with the goods as invoiced as a trial 
consignment to test the foreign market. He returned on 30th 
November, 19. . , paying in the cash collected for cash sales made by 
him, viz., 80 Straight Grain, 51 Briars, and 8 lb. Smoking Mixture. 
Selling prices abroad were fixed at : Straight Grain, I4 ; Briars, $2 ; 
and Smoking Mixture, 50 cents per oz. 

{e) Drawb^k on Export was received at 9s. per lb. on the 
Smoking Mixture and credited to Drawback Account. 
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[d) Further charges paid and debited to the ordinary Nominal 
Ledger Accounts were — 

Freight (Carriage Outwards Account), £iq ; Insurance, £2 ; 
Foreign Warehouse Charges, £25, H B’s salary, at the rate of £1,200 
per annum, has all been charged to Salary Account, but it is decided 
to charge one-half of it against the venture. (Warehouse dbarges 
have been paid by H B.) 

(e) H B made credit sales abroad as follows — 

Straight Grains, 50 ; Briars, 75 ; Smoking Mixture, 17 lb. 
These he reported on his return, but owing to a mistake they were 
credited to sales in the usual way. At the date of the audit all the 
amounts outstanding had been received, except £7 5s., which is 
found to be irrecoverable. 

(/) Eight Straight Grain and 30 Briars were given away for 
advertising purposes and the balance of the stock was brought back 
to Head Office b)^ H B. 

You are asked to prepare the Consignment Account in the 
consignor's books, to rectify the incorrect entries, and to record the 
above transactions correctly in the books, showing the profit resulting. 

(Assume Rate of Exchange at 4-86 dollars to the £ throughout.) 

[Adapted from Institute of Chartered Accountants Final.) 


Dr. H B Cr. 


19.. 
Dec 31 

lb Balancfl 
„ H B ConsignixMiit 
Account — 

Sales 

„ Cash . 

b/d 

1 

a40 0 

zoo 0 
35 0 

00 0 ^ 

M 

By Salea . 

„ Foreign Ware- 
houae Chargee . 


£ 

340 

as 

8 . d. 
0 0 

0 0 




£365 0 

0 


£365 

0 0 

Dr. 


Consignment Debtors 

C 


^ 9 . . 



£ f. 

d. Z 9 .. 



£ 

s. d. 

Dec. 31 

To Sales . 


zoo 0 

0 Dec. 3Z 

By H. B. Coneign* 









meat Account— 









Bad Debte . 


7 

5 0 






Caeh . 


93 

13 0 




£zoo 0 

0 



£xoo 

0 0 

Dr. 




Sales 



Cr. 

>9 . 



£ *• 

d. Z9.. 



£ 

5. d. 

Sept. 1 

To H B . 


340 0 

0 Sept. I 

By H B ^ 


340 

0 0 

Dec. 31 

„ H B Consignment 

■ 


Dec.3Z 

„ Cooeignnient 





Account . 


100 0 

0 

Debtore . 


zoo 

0 0 




£440 0 

0 



II 


Dr, 



Purchases 


Cr. 





Z 9 .. 



£ 

a. d. 





Dac.sx 

By Goode on Con* 










•ignme&t Account 



141 

0 0 


^ Original entry to debit of H B. * Correcting entry to credit of H B. 



CoMSicmniNT to H B 



NiOs {a). The coftt of the gifts may be extended into the Sale $480 at $4.86 to £ . « £100 l486at|4.86 tO;£*«/ioo 

Cblnmn with a contra entry in the money column for such expense. ■n * aaaa 















Goods on Consignubht 


f 




o 

o 



•e 

6 

o 



'Hi 

? 

r 


1 

1 


«>« 

*r% 


j 

£ 

tr% 

S 

rr> 


Ok 

S.G. 

Brian 

5 




By H B Consignment 
Account . 





o o 

O 



«» 

o o 

O 



'-a 

rr> M 
yO ^ 

iH 

o' 


» 

Mix- 

ture 

lbs. 

W 

u-i 

r» 


1 

Briars 

O *0 
e* M 

5 


Ok 

S.G. 

Brian 

yo oo 

•« «• 




To H B Consignment 
Account — Returns 
„ Purchases Account . 


ps o 

"5 


o o o 

e 

•S o o e 

o 

'^5 52? 

3- 

R R 1 

'3i 



to so ^ 


M ki* M 



- X* 


3^3 
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PROFITS AND LOSSES ON EXCHANGE 


In most cases where the consignee remits in foreign currency 
the problem of foreign exchange will enter into the accounts. 
The usual method is to adopt an arbitr^ rate, and at the end 
of the consignment to deal separately with any profit or loss on 
exchange in order that the true result of the consignment may be 
ascertained. Accotmts should be ruled with two columns, one for 
sterling as part of the double entry, and the other for foreign cur- 
rency by way of memorandum. 

'The rules for treatment may be summarized thus — 

(1) Where the consignee remits immediately at the close of the 
account, the profit or loss on exchange will be posted to Profit and 
Loss on Exchange Account and thence to Profit and Loss on Con- 
signment Account, or direct to the latter account ; or treated as a 
general Profit and Loss item. 

(2) Where the consignee does not remit immediately at the close 
of the account, the profit or loss on exchange, being the difference 
between the arbitrary rate taken and the ruling rate, will be trans- 
ferred to Profit and Loss on Exchange Account. Any profit or loss 
on exchange when the amount is actually remitted will similarly be 
transferred to Profit and Loss on Exchange Account, the final bal- 
ance being transferred to Profit and Loss on Consignment Account. 

(3) Under (2), where there is a profit on exchange at the close of 
the consignment, it is more prudent to credit the amount to an 
Exchange Reserve Account, to which accoimt any subsequent 
profit or loss on exchange arising on the actual remittance will be 
posted, the final balance being transferred to Profit and Loss on 
Consignment Account. 

(4) If the consignment is not completely disposed of at the date 
of the close of the consignor's accoimting period, valuations of the 
balance of the Consignee's Account and of Stock will be required, 
the exchange position being dealt with as indicated in the foregoing 
paragraplis. 

Illustration. D consigns goods to M, in Xland. The cost of the 
goods is £200, D paying expenses £30 and M 18,000 fcs. The latter 
sells all the goods for 112,500 fcs. and settles with a sight draft of 
94»500 fcs., the rate of exchange being 480 fcs. to the £1. For the 
purposes of the accounts the other items are converted at an 
arbitrary rate of 450 to the £. Ignore commission. Show the 
accounts in D's books. 

The important accounts will be as follows — 


Df, 


To Goods on Consign- 
ment Account 
„ Cash — Expenses 
It M (Consignee)-^ 
Expenses 


Consignment to M 


Cr 


Fcs, i 

13.300 

18,000 


By M (Consignee) ■ 
Sales 

„ Profit and Loss 
on Consign- 
ment A/c 


Fcs. 

1 

*• 

d 

X IS, 500 

230 

0 

0 

9,000 

20 

0 

0 

X 2 X,SOO 

gTO 

0 

0 

'0 
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Of, M (CoNSiciVBE) Cr. 


1 


Fcs. 

£ 

S. 

d. 




Fcs 

"T‘ 

s. 

d. 

1 To Consign' 







By Consign- 






meat to 







ment to 






M— 







M— 






Sales . 


1X2,300 

230 

0 

0 


Expenses 


X 8,000 

40 

0 

0 







„ Draft . 


94,500 

196 

t ? 

6 








„ Loss on 





! 


i 

1 

1 

’ 

1 




Ezch’ge 
t r a n 8- 
ierredto 
Profit 
and Loss 
on Ex- 



1 



I 







change 

Account 

1 


13 

2 

6 

f 


112,300 

1^2501 

0 

_o 




112,500 

£250 

0 

JO 












1 





It will be observed that the English exporter expended £230 and 
finally received £196 17s. 6d., therefore losing £33 2S. 6d. in all. 

Illustration. At the date of the completion of the consignment 
the rate was 440 fcs. to the £. M, however, withholds payment, 
and the rate depreciates to 500 to the £ before he remits. Show 
the accounts in D's books. (Calculate to the nearest £.) 


Dr. M (Consignee) Cr. 


, 1 0 Consignment to 
M~“S 3 lcs 

I „ Profit on Ex- 
1 change traus- 1 

1 fctred to 

1 Profit and 

Loss on Ex- 
, ctiange A/c . 

1 a 

Fcs. 

112,300 

£ 

250 

5 


By Consignment to 
M — Expenses 
„ Balance , 

c/d 

Fcs. 

18,000 

94.500 

£ 

40 

215 

1 

i 

112,500 

£255 




1X2,300 

u! 

• To Balance , 

b/d 

i 

1 

I 

94,500 

215 


By Draft 
„ Loss on Ex- 
change trans- 
f e r r e d to 
Profit and 
Loss on Ex- 
change A/c 

1 

1 

94.500 

189 

26 

1 

1 

1 

94,500 

£215 



94.500 


1 

t 








. 


Dr. 


Consignment to M 


Cr. 


To Goods on Consign- 
,,, ment Account 
„ Cash — Expenses 
„ M ((^msignee) — 

, Expenses 

Fcs. 

90,000 

13.500 

x8,ooo 

£ 

200 

30 

40 


By M (Consignee)— ^Sales 
„ Profit and Loss on 
Consignment A/c . 

Fcs. 

1x2,300 

9,000 

£ 

250 

SO 

j 

121,300 

£270 




£^ 


^ The balance of this Account will be transferred to the debit of Profit 
nd Loss on Consignment Account, leaving a final loss of £33 is. 6 d. (£20 + 
13 2 s. 6 d.). 

' See footnote on page 366, 
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Df» PHOFIT AND Loss OH CONSIGNMENT ACCOUNT Cf. 


To Lott on Contlgnamit 

1 

1 

■ 

By Profit on Bxciitiim^ 

„ General Profit tnd Lott 
Account . 

1 

1 


■ 




■ 

£46 


Mi 

Cm 



— J 

— 


It will be observed that the English exporter expended £230 and 
finally received £189, thus losing £41 in all. 

Illustration. Assuming, in the above illustration, that the rate at 
the date of the completion of the consignment was 500 fcs. to the £ 
and 440 fcs. to the £ at the date of the remittance, show the Con- 
signment Account and the Account of the Consignee in the books 
of the Consignor in abbreviated form. (Calculate to nearest £.) 


Dr, Consignment Account (abbreviated) 

By Sales . 

„ Loss . 


To Goods 
EijieDses 


Cr. 


1 

*50 


£270 


Dr. 


I 


M (C.ONSIGNBS) (abbrevtated) 




Fca. 

£ 

To Salet 


1x2,500 

250 



112,500 


To Balance 

b/d 

94,300 

189 

„ Profit and Loss 




on Exchange j 




Account 



26 



94,300 

£ 21 ^ 


By Expenses— 

Profit & Loss! 
on Exchange 
Account 

„ Balance .i c/d 


By Draft 


Cf. 


Fcs. 

X 6,000 

94,500 189 

112.500 11 ^250 
94,500 11 215 


It will be observed that the English exporter expended £230 and 
finally received £215, thus losing £15 in all. 


CONSIGNEE’S BOOKS 

Entries in Consignee’s Books. There are two recognized methods 
of dealing with Consignments Inwards, the first of which is the one 
more generally in use and is outlined below. 

First Meth^. On receipt of the goods, the consignee will only 
make entries m respect thereof in his Stock Books. He will make no 
entries at all in the books of account, because the receipt is clearly 
not a purchase, as the goods are not the property of, but merely 
in the custody of, the consignee. If the consignee incurs any ex- 
penses in respect of the consignment, e.g. landing charges, import 

order to save opening a Profit and Loss on Exchange Account, and 
ttansfamiig the balance to Profit and Loss on Consignment Account, the 
items marked thus have been posted direct to the latter account. 
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duties, warehousing and storing, etc., he will make the following 
entry — 

Debit Consignor's Personal Account. 

Credit Cash (or Creditors or Expenses). 

As the goods are sold a memorandum entry will be made in 
the Stock Books. 

When a sale is effected the entry is — 

Debit Cash (or Debtors). 

Credit Consignor’s Personal Account. 

TJie entries made will be exactly the same as those made for the 
ordinary sales of the business, except that the total of consignment 
sales will be credited to the personal account of the consignor, and 
not to Sales Account. For the amount of commission due to the 
consignee for sales effected by him, the entry is — 

Debit Consignor’s Personal Account. 

Credit Commission Account. 

The Consignor’s Account may now be closed off in the usual 
manner, the settlement being effected by means of a draft or bill. 
If, at the end of the consignee's financial year, the consignor has 
not been paid in full, the balance due to or by consignor will 
appear in the Balance Sheet as a creditor or debtor, as the case 
may be, Del credere commission should be credited to a special 
account, and any Bad Debts incurred in respect of the particular 
consignment debited thereto. At the end of the accounting period, 
so much of the balance of the Commission Account as may be 
said to refer to completed transactions may be written off to 
Profit and Loss Account as a separate item. 

Illustration. Taking the facts of the illustration on page 340 
and assuming that the sales of the consignee, R. Rajah, were made 


in three items — 

19.. t 

Feb. 12. Cash . . 400 

M. Madras (on credit) 700 

G. Ganges (on credit) . . 500 

Show the accounts in the books of R. Rajah. 

Dr. M. Madras Cr, 


Dr. M. Madras Cr. 


Feb la 

To C. Cottaa-~Sales 

1 

1 

£ 

TOO 

1 


Dr. 


G. Ganges 

Cr. 

Peb la 

To C. CottOD-— Sales 


£ 

500 




L 

Dr. 


Bane 

Cr. 

Feb. la 

To C. Cottoii'”- Sales 


t 

400 


By C. Cotton-^ Expeosea. 


n: 

I 
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C. Cotton (Consignor) Cr 


19.. 
Feb. 4 

X 8 

H 

To Bank— ExpeoMi 
„ Selling Coaunkticm . 
„ Dsl Cf0d. Commiuipn 
Bills PxpAble 


n 

FeS. ta 

By Salea^ 

M. Madras 
G. Ganges 
Caah . 

.£ypo 
. 500 
. 400 


i,eeo 



1 






£z.6oo 

Dr. 



Commission 



Cf. 





Feb. X3 

By C. Cotton . 



Dr. 

Del Credere ” Commission 


Cf. 





X 9 -. 
Feb. la 

By C. Cotton . 


£ 

so 

Dr. 


Bills Payable 


Cf. 

! 




19.. 
Feb. 34 

By C. Cotton 


£ 

1,980 


Assuming that G. Ganges defaulted, pa3dng only 12 annas in the 
rupee ^ £125 would be credited to his account and debited to Del 
Credere Commission Account. The balance on this account (namely 
jfios, debit balance) being a loss will be transferred to Profit and 
Loss Account, imless the consignee has in the past credited any 
balance on Del Credere Commission Account (after writing off Bad 
Debts) to a Reserve Account, in which case the £105 would be 
debited to that account. 

Discoiints and Allowances. Unless the terms of the contract 
specify otherwise, any discounts and allowances to debtors will be 
borne by the consignor, the consignee making the entry as follows — 

Debit Consignor's Personal Account. 

Credit Debtors. 

Cluing Stock. As the goods have not been purchased by the 
consignee, the Stock at the end must not be included in his final 
accounts, whether the first or the second method (explained below) 
be employed. 

Second Method. The second method of dealing with consign- 
ments in the books of the consignee may be briefly tabulated as 
follows — 

(а) Open a Consi^ment Inward Account, debiting that account 
with the invoice price of the goods ; and crediting the Consignor's 
Personal Account. 

(б) Debit the expenses paid by the consignee in respect of the 
consignment to Consignment Inward Account and credit cash or 
creditors. 

(c) Debit Commission and Del Credere Commission on Sales to 
Consignment Inward Account and credit Commission Account and 
Del Credere Commission Account respectively. 

* There are 16 annas to the rupee. 
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(./) Debit Cash or Debtors and credit Consignment Inward 
Account for Sales. 

(t) The balance of Consignment Inward Account will be trans- 
ferred to the Consignor*s Personal Account. 

(/) The payment to the consignor will be*debited to his account 
and Bank (or Bills Payable) credited. 

If the whole of the goods have not been sold by the consignee, 
the closing Stock will be entered in the books as follows— 

(1) Credit Consignment Inward Account and bring down as a 
balance on the debit side. 

(2) Debit Consignor’s Personal Account and bring down as a 
balance on the credit side. 

This method is rarely used. 

Illustration. The entries (in respect of the transactions on pages 
367 and 368) under this method will be — 

Dr. Consignment Inward Cr. 

19.. 

Feb. 4 To Coniignor— Goode . 

„ bank— Expenses I 

,, Commission Account i 
„ DW Commis- 

sion Account 

\£iMo 

F eb, as J_ To Balance . b/d 


Feb. 12 


By Sales (Cash or Debtors) 

.. Balance— stock. . c/d 


Dt. C. Cotton (Consignor) Cr. 


19., 
F«b 24 

To Bills Payable Ac- 
count 

.. Balance . 

c/d 

£ 

1,380 

220 

19 * . 
Feb. 4 

By Consignment Inward 
Account 


£ 

i,6oe 




£1,600 




rx,6oe 





Feb. as 

By Balance . . .j 

b/d 

ate 


Dr. 


Commission 


Cr. 


19.. 

Feb. 12 By Consignment Inward 
Account 


Dr. 


Del Credere ” Commission 


Cr. 


19.. 
Feb. 12 


By Consignment Inward 
Account 


Advanced Problems 

The following example is illustrative of the advanced type of 
problem. The working is explained fully where required, but it 
should be borne in mind that the principles to be applied are 
those already outlined. 

Illustration. A, in London, consigns goods to B, in Australia, for 
sale at invoice price or over, B is entitl^ to a commission of 5 per 
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cent on invoice price and 25 per cent of any surplus price realized. 
A draws on B at 90 days* sight for 80 per cent of the invoice price, 
and, upon sale, B remits the balance of proceeds, after deducting 
his commission, by sight draft. 

Goods consigned by A to B in the year 19. cost A £10,450, 
including freight, and were invoiced at £14,200. Sales made by B 
were £13,380, and goods in his hands, unsold at 31st December, 19 . . , 
represented an invoice value of £3,460 (original cost £2,370, plus 
freight £240). Sight drafts actually received by A from B up to 
31st December, 19. . were £3,140; others were in transit. 

Prepare accounts in A*s books of these transactions and show (by 
Ledger accounts) the manner in which the books would be closed at 
31st December, 19... 

Dr. Consignment to B Cr, 


Dec, 31 


Jan. 



Memo. 


19 .. 
Dec. 31 


Memo. 


To Goods (includ- 
ing Freight) . 
„ B: Commission — 
5% on 
{10.740 . 

* 5 % on 
£2,640 
„ Profit and 

Loos Account . 

£ 

Z4,aoo 

t 

10,430 

537 

660 

4.343 

BySalesi . 

,. Stockfinclud- 
ing Freighj^ 

i 

10,740 

3.460 

a,6to 


<Ci4.aoo 

£15.990 



£i4.aoo 

£13.990 

To Stock, etc. b/d 

3.460 

2,6tO 






Dr. B (Consignee) Cr. 


Dec. 31 

To Consignment to B 
Account — 

Sales . 

„ Balance* . c/d 


£ 

13.380 

3.768 

Dec. 31 

1 

By BiUs* 

„ CoznmissioD 
,. Bills* 

„ Bills in Iranaitl 

£ 

11,360 

l,t 97 

3 .Z 40 

451 




£16.148 

19.. 
Jan. I 


£16,248 





By Balance b/d 

■,768 


Dr. 


Bills in Transit 


Cr. 


D< ^ 31 To B (C onsiynee) 


Dr. Goods on Consignment Cr. 


Dec. $1 

To Puiohaaea (or 
Trading) 
Account 
„ Freight 

£ 

? 

? 

£ 

10,450 

19. . 
Dec. 31 

By Cooaignment 
to B 

Invoica 

Prioe 

£ 

14,000 

£ 

10,450 


- - - - _ 









^ This figure is the balancing item of the memorandum column. 

• Posted to the debit of Bills Receivable Account. 

• The Bills in transit may be calculated by writing up B’s account and 
inserting the amount owing to him, viz., £2,768, which is 80% of the rem^- 
ing stock of £3,460. The balance of the account represents Slls in transit- 


£ 

4 S« 
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Proof of B*s Account. B, according to the agreement, is to 
account to A for the profit on the goods he sells, less commission. 


The profit is — 

e 

£ 

(il Sales 

(2) L$ss Invoice price of Goods consigned 

Less Invoice price of Goods on hand 

t 

14.200 

3.460 

13,380 

*0,740 



Profit ...... 

. 

2.640 

The commission thereon — 



'5% of £10,740 (Invoice price) . 

23% of £2.640 (profit, as above). 

537 

660 

I.I97 

Hbnce B owes for the difierence. 

. 

;£i .443 


When the goods were sent to B he paid A for four-fifths of the 
value of the whole consignment of £14,200, his acceptance therefore 
being 

t X £iAaoo = 1.360 

Of the whole consignment, £10,740 has been sold by B so that, 
subject to his commission, he must account to A for the remaining 
one-fifth of the invoice price of the goods sold. It is clear that he 
has paid for four-fifths of the goods still unsold, but this is ignored 
for the present. 

Consequently, B must account to A for ^ X £10,740, which is 
£2,148 added to the net profit of £1,443 as shown in the above state- 
ment. B is thus indebted to A for — ^ ^ 

(a) Net Profit . * . . * • • ii443 

(b) Balance of Invoice price of the Goods sold . 2,148 

3.391 

Against which he has already remitted . 3.14<> 

Therefore Drafts in transit to clear are . . . £451 

When B has received credit for his remittances and his commis- 
sion, his account is clear so far as the Goods sold are concerned, 
but he has paid not only for the goods sold, but for four-fifths of the 
goods unsold, as he accepted a biU at the outset for four-fifths of the 
invoice price of the whole consignment. Such unsold goods are — 

£ 

Invoice price of whole Consignment . . . 14,200 

Ltus Invoice price of Goods sold . . 10,740 

Remaining Goods ..... £5>4^ 

B has paid lor I thereof 

The latter figure is the amount standing to the credit of B's account. 
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The proof becomes simple if the student will imapne that two 
separate consignments were made, the first representing the goods 
sold, the second representing goods unsold. 


Consignments 

Invoice 

Price 

Paid for 
by B 1 

Unpaid 
for by B 


£ 

£ 

£ 

ist Consignment 

10,740 

8, 592(a) 

2,148(6) 

2nd Consignment 

3.460 

*. 768(c) 

692(d) 

Total . 

^'4.200 

;£l 1,360 

^2.840 


The Ledger Account in A*s books will be — 

Dr. B Cr. 


To Sales . 

„ Balance 


It can readily be understood that the first consignment is now 
completely disposed of ; the proof of which is — 

ist Consignment — B owes for Sales 

Less Amount paid by B when 
goods consigned (See a) 


Profit on Sale = Sales . . 13,380 

Less Invoice Price of Goods sold i o, 740 


2,640 

Plus Proportion of Cost still un- 
paid [* X £10.740] (See &) . 2,148 

This is discharged by — 

(1) Commission due to B . . 1,197 

(2) Remittances . . 3,591 

In order to make the problem complete, the second consign- 
ment be dealt with ; and for this purpose it is assumed that the 
remaining goods are sold for £4,460, the commission terms as before. 

The account of B as to the second Consignment is continued 
firom the balance brought down of £2,768. 


£ 

13,380 

8,592 


£4.788 


£4.788 


1st Con- 
sign- 
ment 

2ndCon- 

sign- 

ment 


ist Con- 
sign- 
ment 

2nd Con- 
sign- 
ment 

£ 

13.380 

£ 

nil 

2,768 

By Bill 

„ Commission 
„ Bill 

.. Bill ID transit . 

£ 

8.592 

1,197 

3.140 

451 

~T~ 

2,768 

:Ci 3 , 38 o 

£2,768 


£13,380 

£2,768 

( 


By Balance . b/d 


2,768 
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B (Second Consignment) 

4,460 By Bi 


By Balance . 
f, Comixiisakm 
.. Billa.eto. 


b/d a,y 68 
4 t 3 
x,a69 


Proof— 

2ud Consignment — Sales 

Less Amount paid by B when 
Goods were consigned . 

K X ;^3.46o] (See c) 


Profit on Sale « Sales 

Less Invoice Price of Goods 
sold 


Plus Proportion of Cost still unpaid, 
Q X (See d) . 


This is discharged by — 

(1) Commission^. 

(2) Remittances .... 

The Consignment Account in A's books will be- 

Dr. Consignment to B 


By Sales . . 

(per Account 
Sales) 




In- 




voice 

Price 


To Balance * , . 

b/d 


£ 

2,6x0 

„ Commisaion — 


5 % on 




£3,460 . . 



173 

*5% on 




£1,000 . . 

„ Profit and Loaa 



250 

Account . . 



x, 4 a 7 



£3,460 

£4,460 






The total profit will be — 


I at Consign- I 2nd Consign- 


>ales , 

Less Cost . 

Commission 


Profit and Loss Account per 
Consignment Account 


£ £ 

£ £ 

13.380 

4,460 

2,610 

10,450 

423 

1,620 


3*033 

;£ 4.343 

j£i .427 


■ ^1,692 


t I i 

3,460 4,460 


|i C3>46o || f4.46o 

I II""' " 

Total 

■7 r 

17,840 

>.450 

[,620 

12,070 

£5.770 


^ The Commission is calculated thus — 

5 % on ;^3,46o 

25% on £4,460 - 3,460, i.e. on £1,000 

* See Consignment Account on page 370. 



ACCOCKTAMCY 


374 

The following illustration is appendejjd to demonstrate a joint 
venture completed on full double entry lines involving the prin- 
d^es applicable to Joint Venture and Consignment Accounts. 

Illustration. A and B enter into a joint venture. A contributes 
£ioo and B £150. They purchase for cash 20 Wireless Sets at £6 
each, and consign 17 to their agent in Xland invoiced at $30 each. 
A pays freight of £10 4s. od. The agent pays landing charges of 
I189 on 15 only ; the remaining 2, bdng irreparably damaged by 
water, are destroyed, a daim being preferred against the under- 
writers. The agent incurs selling costs of $89 and is entitled to 5 per 
cent commission on sales and a further 10 per cent commission on 
net profits after charging up both commissions. 

The ^les of the Xland agent are 5 at $58 each. 

As to the remaining 10, 5 have been sent from Xland to Yland, 
and the Yland agent reports that he has sold them for $660 net, 
and remits to Xland a draft therefor. 

Of the 3 remaining in England 2 are sold for cash for ^8 each. 
In the meantime A and B have withdrawn respectively £40 and 
£60 from the Joint Cash Account. They share profits i : 2. 

The Xland agent remits a draft for $250. 

Rates of Exchange may be taken as — 

Xland . . . • $ 5 to £ 

Yland .... |io to £ 

The accounts in the joint venture books are shown below — 


JOINT VENTURE BOOKS 

Dr. A Cf. 


ToC^ . 

„ Balance 

c/d 

£ 

40 

74 

f. 

0 

4 

4 . 

0 

0 


By Cash 

„ Conaignment to 
Xland Account 
— Expenaea . 
iPri^t 


£ 

too 

10 

4 

s. 

0 

4 

0 



£ri4 

4 

0 




£n4 

4 







By Balance 

b/d 

74 

4 


Dr. B Cf. 











Dr. 


To A and B 
M Xlaad Acant^ 


To Balttioo 


Dr. 


COHtBGHliBHT ACCOmTTS 
Cash 
asol 


1 

t£si«| 


b/d 


By Joint Vontnro| 


Cr. 

«.id; 


A 

B 


eAS 


|0«l 


96 | 

Ukdbrwritbrs 


Cr. 


To Goati|nBiiiant to 
Xland Acooont 


Trial Balance Dr. Cr. 



£ 

s. 

d. 

i 

5 . 

d. 

A 




74 

4 

0 

B 




98 

0 

0 

Cash ......... 

96 

0 

0 




Underwriters ........ 

13 

4 

0 




Consignment to Xland ...... 

45 

12 

0 




Xland Agent ........ 

11 

8 

0 




Joint Venture Account (Stock) .... 

6 

0 

0 





^172 

4 

0 

^ 17 * 

4 

0 


Note. The gross sales of the Yland Agent (if given) would be credited 
to Consignment Account and the expenses debited to the same account — 
NOT the net realized Value after expenses, unless the Yland Agent is the 
Agent of the Xland Agent, in which case the net proceeds will be credited 
to the latter and his commission based thereon. The entries are made in the 
Xland Consignment Account, as for practical purposes it is part of the 
latter consignment. 

B'5 Bookt^ 

Dr. A Cr. 


To Cash . 
„ f Profit 


To BaJaooe 



£ 

t. 

0 

0 

a. 

0 

0 


By Cub . 

„ BaUnco 

o/d 

^.0 

»« 

s. 

0 

0 


£158 

0 

0 




£158 

0 

b/d 

98 

0 

0 







N ote. This account corresponds to B's Account in the Joint Venture books. 
A*s Boohs — 

Dr. B Cr. 


I^Caata . 

^ Coftaignmont Bz- 

M it 

1 £k 4 

To Balaaco b/d 74 


By Cash . 

p, Balaaee c/d 




Note. This accomtt corresponds to A's Account in the Joint Venture books. 
^ Paid into cash lor convenience. 
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66o Yland dollars equal 330 Xland dollars. 



CHAPTER XVIII 
DEPARTMENTAL ACCOUNTS 

One of the most important aims of accounting is the segregation 
and recording of activities, whether of buying or selling ; of pro- 
duction, administration, or distribution. Departmental accounting 
aims at segregating the severable activities of a business in 
order to- 
pi Compare results. 

(ii) Assist the proprietor in formulating policy. 

(iii) Reward the departmental managers on results shown. 

Departments may be classified according to functions, e.g. Buying, 
Selling, Production or Manufacturing, Subsidiary service, e.g. Trans- 
port, Packing, Repairs, and the like. 

In most large businesses departmental accounts are employed, 
e.g. in the large general stores, whilst insurance companies are com- 
pelled by law to prepare separate accounts for Life, Marine, and 
Industrial branches. An Accountant may have Audit, Tax, Bank- 
ruptcy Departments, and so on. 

It is usually not a matter of difficulty to ascertain the gross profit 
of each department, as the transactions may be easily analysed by 
means of columnar day books, of either the bound or the loose-leaf 
variety. So far as purchases are concerned there is, as a rule, one 
Ledger only to contain the accounts of the creditors, but if the de- 
partments buy from distinct and separate sources, a separate set of 
ledgers and day books may be employed. As regards sales, if 
customers buy from several departments it will be necessary to 
employ one ledger (subdivided into areas or alphabetically, rathei 
thsm departmentally), so that the whole of the transactions of the 
customer are contained under the one heading. The sales day books, 
boimd or loose leaf, will be columnarized or, where necessary, a 
separate sales day book for each department employed. Returns 
Inwards and Outwards will be dealt with on the lines of Sales and 
Purchases, conversely treated. 

Stock records will be employed where practicable, and at the end 
of each accounting period the stock will be ascertained for eact 
department and compared with details disclosed by the stod 
records. 

Where a concern occupies a warehouse, the whole of the 'purchaseJ 
will first be passed through as purchases of the warehouse anc 
charged out to departments, an amount usually being added t( 
the cost to cover expenses of handling. Any stock not sent to th< 
departmmts wiU be considered as warehouse stock. 

where other items are included in the Trading Account they ar( 

S7« 
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normally of such,,a nature as to lend themselves to simple anafyik, 
e.g. Wages and Carriage Inwards. 

The general expenses chargeable against the gross profit will 
require allocation between the departments accord^ig to the actual 
circumstances; and even if a certain amount of latitude is allowed, 
in the absence of some rigid method of precise allocation, an attempt 
should be made to spread the expenses, because a department can- 
not be said to have earned a net profit until all the legitimate ex- 
penses of administration, selling, and distribution have been charged 
against its gross profit. 

Allocation of Expenses. The methods of allocating expenses may 
be de^lt with as follows — 

i) Exi>enses incurred spedjically for the department will be 
charged direct thereto, e.g. Repairs to Motors in a Transport Depart- 
ment. 

(2) Expenses for the benefit of all the departments and capable 
of precise allocation will be debited accordingly, e.g. lighting, 
according to separate meterage. 

(3) Expenses for the benefit of aU departments not capable of 
precise allocation will be treated as follows — 

(i) Selling Expenses. These will be charged on a sales basis, either 
(a) value or {h) units or quantities sold, e.g. Discounts allowed. 
Bad Debts, Selling Commissions, although occasionally some of 
these expenses may come under one of the other headings as in the 
case of bad debts, where separate Sales Ledgers are used for each 
department. 

(ii) Administration Charges. Many charges, like Rent and Rates, 

may be apportioned to give approximately true results on the basis 
of [a) area, [b) windows used, (c) cubic content, {d) average stock 
held or sold. With regard to the apportionment of Rent and Rates, 
it is usual to charge a basic rate for each floor, the higher the storey 
the lower the proportion, and subdivide the amount into depart- 
ments on the above lines, unless the department occupies one 
whole storey. For example, if three floors are used the ratios 
might he- 
ist floor . 3 2nd floor a 3rd floor , z 

Heating and Lighting (in absence of separate meters) may be 
apportioned on the basis of points wired, lamps used, area, 01 
inversely to the number of windows. 

Power, where not separately metered, is best apportioned on 
the bads of probable usage as determined by numbers and 
types of machines, adjusted where necessary according to running 
hours. 

Many expenses may be apportioned exactly or approximately 
examining the precise nature and function of the expenditure, 
advttri^g, insurance. Advertising may produce enormous 


I 
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sales to one department and not to ano^er, but that is no valid 
reason for allocating the cost on the basis of resi&ts produoed*— as 
is done in the case of selling commission — because the advertising 
expenditure will have been incurred even if no sales are effected, 
and may, in respect of a particular department, have proved abor- 
tive because of the relative inefficiency of that department. Although 
apportionment of the advertising expenses is usually made on the 
basis of ^es, an approximation based upon advertising space 
occupied may be preferable. An electric sign advertisement will 
probably benefit all departments (unless one department is particu- 
larly singled out) and the cost should be apportioned equally to all 
departments for whose benefit the sign is utilized. 

Insurance premiums may relate to stock, premises, loss of profits, 
or workmen's compensation, and should be apportioned on the basis 
of stocks carried, proportion of premises occupied, profits earned in 
the preceding year, and wages respectively, unless some abnormal 
feature exists, e.g. extraordinary risk by reason of the nature of the 
goods—oil ; or in the case of workmen's compensation, an abnormal 
degree of risk of accident to workmen and employees of one depart- 
ment as contrasted with another. 

Depreciation will usually be allocable on the basis of assets 
employed in each department. (Depreciation of boilers will normally 
be included in the heating charge, depreciation of lorries in the 
transport charge, etc.) 

(4) Where expenses are incurred for which no basis of apportiofh 
meni is practicable, it is usual to bring down the departmental 
balance of profits and apportion these expenses equally against it 
so that the management i^l not be misled by the arbitrary nature 
of the apportionments, and at the same time will be able to ascer- 
tain the approximate net profit of each department. 

In some concerns an apportionment of these expenses is made 
according to one of the following bases: (a) units sold, (6) floor 
space occupied, (c) assessment or valuation of space occupied, (i) 
average value of stock held by the particular department, (e) wages 
paid. Where bonuses and further remuneration are dependent upon 
net departmental results, some apportionment is required, but it is 
submitted that where no real basis exists, it is preferable to make 
such apportionments on an equal basis. 

Where the concern is in receipt of non-departmental profits, e.g. 
dividends, the income should be added to the net profit of the 
departments equally, following the same principle. 

Alternatively, the balance of departmental profits subject to any 
non-allocable expenses may be brought down in one total, and such 
expenses be debited and non-departmental profits credited without 
any attempt at apportionment. 

(5) A charge (which does not represent an actual item of expen- 
diture) is often made for Interest based upon the estimated amount 
of average capital employed by each department. This entry does 
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not affect the total net profit, since it is an internal adjustment only, 
viz. a debit to each department and a total credit to ^ofit and Lo^ 
Account. Similarly, a "notional'* rent charge is often made to 
departments which occupy premises owned by the firm. 

Inter-departmental Transfers. Where goods, or the employment 
of stafi or performance of services are exchang^ as between depart- 
ments, they should be separately recorded and shown as separate 
items in the departmental columns of the Trading and Front and 
Loss Account. The transfers will be either at cost or at loaded price, 
care being taken in the latter case to eliminate from the total results 
the unredized profit. Such profit is not realized by the concern 
as a WHOLE until the goods have been disposed of to outside pur- 
chasers. (The treatment of unrealized profit in departments is 
considered in Chapter XXXII.) 

Illustration. A. Ltd., Hotel Proprietors, have incurred, inter alia, 
expenditurejas follows— 

Rooms Meals 
£ £ 

Chambermaids .... 473 211 (« 

Kitchen Staff . . . 521 317 (*= Z®38) 

£99A £ 52 S 

Show how these items are < 
and Loss Account. 

Apartments . 

Restaurant 

To Apartments 
„ Restaurant. 


ealt with in the Departmental Profit 


Dr. 

Dr. 


£ £ 
684 
838 


994 

528 


£ i >522 £1,522 


Illustration. Code & Dray Ltd. are in business as coal retailers 
and carriers. They transport the coal they purchase from the railway 
siding and deliver it in their own vehicles. 

For a certain period the wages of their transport staff, debited 
to Transport Department, are £1,695, of which £173 are attri- 
butable to transport of coal to their depot, £408 to deliveiy of coal 
to customers and staff, and £1,114 to transport work for customers. 

The depot consumes coal estimated at £35, depot expenses being 
appportionable 3/7 to Coal and 4/7 to Transport. The staff are sup- 
plied with coal free, estimated at £120 and wages connected there- 
with £24. Hia quantities of coal delivered to the staff are roughly 
in proportion to their respective wages, exclusive of those incurred 
in delivery to the staff. 

Show how the above would appear in the Departmental Profit 
and Loss Account, assuming that no outside transport expenses 
are incurred. 
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Dt', DEPAirrMBNTAJL Profit ako Loss Account (indudes) Cr. 



Coal 

Ttansport 


Coal 

Transport 

ro Wssw 
„ Tisnsto^— 

Wases in Transport 
of CoaJ to Depot . 
Wages ft Delivery to 
Customen 

Coal Coasufflfid at 
Depot 

Coal Supplied to StaE 
Wages ft Staff Coal 

(«) tys 

(«) 384 

IS 

13 *! 

£ 

ib) X.695 

so 
(*) 80 
(a) 26 

By Transfer . 

„ Transfer (£408 — 24) 

„ Transfer . 

„ Transfer . 

„ Transfer (£408 — 384) 

£ 

3 S 

230 

\rM 

ib) 34 


(x) Wages in (a) Coal = iS57^ 


(6) Transport £1,69^ - £i7l ~ £l^A - £24 » 

/. Proportion is 1 : 2. — 

The following examples are typical, and illustrative of the 
principles explained. 

Illustration. From the following Trial Balance prepare Depart- 
mental Trading and Profit and Loss Account for the year ended 31st 
December, 19. and Balance Sheet at that date. 


Trial Balance 

AS at 3 1ST December. 19. . Dr. Cr. 


Stock at xst January. 19. . — A Dept. 

B 

Purchases — A 

B 

Saloa— A 

B 

Wages— A 

B .. 

Rent, Rates. Taxes, and Insurance 
Sundry Expenses 
Salaries . 

Lighting and Heating 
Discounts Allowed . 

Discounts Received . 

Advertising 
Carri^ Inwards 
Furniture and Fittings 
Plant and Machinery. 

Sundry Debtors 
Sundry Creditors 
A — Capital 
^*****^^awings . 

any atteiriwi * 

(5) A chi 
diture) is ol 
of average 


£ 

1,700 

L450 

3.540 

3,020 

6,080 

5.125 

820 

270 

939 

360 

300 

2x0 

222 

65 

368 

234 

300 

2,100 

606 

1,860 

4,766 

450 

990 

*7 

;ii7.896 
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The foUowing information is also provided — 

(1) Intemil transfer of goodi from A pq>artment to B D^artment, ^£42. 

(2) The items: Rent. Rates. Taxes, and Insurance; Sundry Expenses; 
ishting and Heating ; Salaries ; and Carriage Inwards to be apportioned — 
i A Dept., i B Dept. 

(3) Advertising to be apportioned equally. 

(4) Discounts allowed and received are apportioned on the basis of Depart- 
nental Sales and Purchases (excluding transfers). 

(5) Depreciation at 10 per cent per annum on Furniture and Fittings and 
L Plant and Machinery to be charged { to A Dept.. } to B Dept. 

(6) Services rendered by B Dept, to A Dept, included in Wages. £$o. 

(7) The Stock at 31st December. 19. . : A Dept., £1,674; B Dept.. £i,2oy 

(8) There have been no additions to or Sales of Plant or Furniture. 


Dxpartmbntal Trading and Profit and Loss Account 
Dr. For thb Ybar ended 31ST December, 19. . Cr. 



A 

Dept. 

B 

Dept. 

Total 



A 

Dept. 

B 

Dept. 

Total 


£ 

£ 

£ 



£ 

£ 

£ 

To Stock . . 

x.roo 

1.430 

S.130 


By Sales . . . 

6,080 

3.195 

11,305 

., Purohue* 

3.540 

3,030 

6,560 


DepaHmontal 




„ Cairian 





Transfsrs . 

48 

SO 


Inwards. . 

I 5 « 

78 

334 


„ Stock . . . 

1.674 

I.8OS 

3.879 

„ Waaei . . 

3 x 0 

370 

*.090 






„ Goods. . . 


42 







Wagss . . 

dO 








„ Gross Profit 









oyd 

1.530 

1,330 

3.050 







£7.796 

£6,380 

£14.084 



£7,796 

£6,380 

£14,084 

To Salaries . . 

300 

xoo 

300 


By Gross Profit b/d 

1.530 

1 . 5 S 0 

3,050 

„ Rent, Rates, 





„ Discounts. . 




Taxes, and 





Received. (8) 

35 

SO 

85 

Insurance . 

636 

S13 

939 


Loss. . . . 

136 



„ Lighting and 
Kiting. . 

X40 

70 

8x0 






„ Sundry 









Expanses . 

340 

X 30 

360 






Adwtlsing . 

184 

184 

368 






.. IMscounta 









Allowed (a) 

X 2 X 

XOX 

333 






„ Depnoiatkm 

x3o 

60 

240 






Profit* . . 


603 ^ 

476 







£x,69X 

£1.350 

£3.115 

! 


M 

's 

M 

£1.530 

£3.113 







:l 




(a) Ratio of Sales. 6.080 : 5.125.* (d) ratio of Purchases, 3.540 : 3.020. 


I 


The total net profit of £476 is arrived at thus^ 


£ 


B Dept. Net Profit 602 
A Dept. Net Loss 126 


Balance ^476 
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Bai^cb Shbbt as at 3I8T Dbcbmbbr, 19, 


Capital at ist Jan., 

£ 

£ 

Fixed Assets — 

£ 

i ' 



4.766 


Plant and Machinery 



Add Profit for year 

476 


at ist Jan., 19. . . 

2,100 





Less Depreciation 




5.242 


at 10% per annum 

210 


Less Drawings 

450 




1,890 



4.792 

Furniture and Fit- 



Current Liabilities — 



tings at ist Jan., 



Sundry Creditors 


1,860 

19 

300 





Less Depreciation 






at zo% per annum 

30 






I 

270 






2,160 




Current Assets — 






Stock 

2,879 





Sundry Debtors 

1 606 





Cash at Bank . 

990 





Cash in hand . 

*7 







4.492 



^6.652 



[^6,652 


1 



1 



Illustration. Carr was the proprietor of a garage, the following 
Trial Balance being extracted from his books on 31st Dec., 19. .. 


Trial Balance 


AS AT 31ST December. 19.. Dr. Cr 


Capital 

L 

i 

3.300 

Drawings 

400 

Opening Stocks — 


Tools 

150 


Petrol and Oil 

56 


Spare Parts and Tyres 

295 


Private Cars (including Repair Van ;^2io) 

4.770 


Purchases — 


Tools 

176 


Spare Parts and Tyres | 

Petrol and Oil 

212 

625 


Advertising ........ 

104 


Rent, Rates and Lighting 

680 


Insurance — 



Hire Cars 

125 


Fire, Burglary, etc 

20 


Wages^ 

Cnaufieurs 

1,650 


Rraair Department ...... 

Omce 

706 

250 


Garage 

450 


Salea-- 


Petrol and Oil 


53 * 

Spare Parts and Tyres 


346 

Rec^pts — 


4.326 

Hinng 


Repairs 


1.542 

Garaging 


1 950 

Carried forward . 

£10,669 

£10.996 
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Triai> Baulwcb as at 31ST Dscbmbbr, 19. . — {Conid.) Dr. Ck 



■m 

£ 

Brought Forward . 


10,996 

Licences for Hire Cars ...... 

145 


Office Expenses ....... 

296 


Sundry Debtors 

95 


Sundry Creditors ....... 


164 

Commission on Cars Sold ..... 


340 

Cash at Bank 

295 




^*1.500 


The following additional information was extracted — 

(a) The stocks on hand, 31st December, 19. . , were valued at — 

Tools ....... ;£io6 

Petrol and Oil 42 

Spare Parts and Tyres .... 164 

(b) Petrol valued £340 and oil £62 were used by the Hire Depart- 
ment during the year ; petrol, valued at £28 and oil at £14 were used 
by the Repairs Department ; private consumption amounted to £16. 

(c) Repairs Department performed work on private cars valued 
at ^234. In addition, £40 work was performed on the proprietor's 
own car. 

(d) Spare parts used by Repairs Department during the year were 
valued at £322. 

(e) Depreciation of Private Hire Cars and Repair Van at 20 per 
cent per annum. 

(/) Rent, Rates and Lighting to be apportioned as follows — 

Repair Dept. . . . i Garage . i 

Hire Dept. . | Office. . | 

(g) The licence £10, and insurance £10, for the proprietor's own 
car are included in the insurance and licences paid by the 
business. 

You are required to prepare Departmental Trading Account and 
Profit and Loss Account for the year ended 31st December, 19. . , and 
a Balance Sheet at that date. 


Profit and Loss Account for thb Ybar bndbd 
Dr. 3 1ST Dbcbmbbr, 19.. Cr. 



£ 


£ 

£ 

To 'Wages (Office) . 

250 

By Balance, being 



„ Rent, i^tes and 


Gross ^ofit — b/d 



Lighting 

85 

Petrol and Oil 

353 


Advertising 

104 

Spare Parts and 



„ Office Expenses. 

296 

Tyres 

325 


M Insurance 

20 

Repairs 

3M 


M Nitit Profit transferred 


Hire . 

793 


to Capital Account . 

«.530 

Garage 

160 






L945 



„ Commission on Cars 


340 


£a.tSi 



£a.»85 


Dbpartmxmtax. Trading AccoDin 
FOR THB Year bndbd 31ST Decbubbr. 19. 
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‘ The transiers for Drawings are shown separately for sake of clarity. Actually they would be credited to the respectm 
accounts, leaving a net charge to the Trading Account, e.g. Licences in Hire Depaiteent would be /135 net: Insurance, /in 
net; Petrol and Oil Purchases, £609 net. 

* No amounts are given for insurance and licence on Repair Van. 
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Balancs Snnrr as at 31ST Dbcbhbbr, 19. . 



£ 

i 


Capital- 


Fixed Assets — 


Balance ist Jan., X9. 

3.300 

Private Hire Cars 

4-560 

Add Profit for Year 

L530 

Less Depreciation 

912 




3-648 


4.830 

Repair Van 

2x0 

Lass Drawings' 

476 

Less Depreciation 

4* 



4.354 

x68 



Current Assets — 




Stock — 




Petrol and Oil 

42 



Spare Parts and 


Current Liabilities — 


Tyres . 

164 

Sundry Creditors 


164 Tools . 

X06 




312 



Sundry Debtors. 

95 



Cash. 

295 



£4.51^ 

^4.3*8 


Illustration. Jones Bros., wholesale stores, purchase goods as 
follows — 

A Dept. 500 articles ) 

B Dept. x,ooo articles (Total cost ^10,000 
C Dept. x,2oo articles } 

Commencing stocks were — 

A Dept. 60 articles B Dept. 40 articles C Dept. 76 articles 

Their sales were — 

A Dept. 510 articles at 80s. each 
B Dept. 960 articles at 908. each 
C Dept. 1,248 articles at xoos. each 

Assuming the percentage rate of gross profit is the same in the 
case of all three articles, prepare Departmental Trading Account 
showing the gross profit on trading to be carried to the fim's Profit 
and Loss Accoimt. Stocks to valued on the same basis as 
purchases. 

As the rates of gross profit are the same for each t5rpe of article, 

' The proprietor's Drawings Account is made up as follows— 


Cash 


£ 

. 400 

Petrol and Oil . 

, , 

x6 

Repairs . 

, 

40 

Insurance 

, , 

xo 

Licence 


xo 



£47^ 
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^ c«t price of the goods sold must be in the ratio 8 : g : lo so 
that tha total cost £i0|000 must be divided thus — * 


500 X a > 
1.000 X 9 < 
i.aoo X 10 . 


A . i 

4.000 — A £10,000 « ;fi,6oo « 3 4 o per article 

9.000 « A X £10,000 =. 23 f 6 oo « 3 12 o per article 

■■ if X £10,000 — £4,800 « 4 o o per article 


Profit per article — 

Sale price Cost price 

A A d. 

» 400 less 340* i6s. 

B Dept. 4 10 o ..312 o «■ i8s. 
C Dept. 5 o o ,.4 o o«^i 

The niunbers of different articles sold are— 


Opening Stock 
Purchases . 


Closing Stock 
Sales . 


60 

500 

1 1 

40 

1,000 

560 

50 

1,040 

80 

510 

960 


The profit must therefore be— 

A Dept. 310 X i6s. » 408 

? 960 X l8s. =» 864 

C Dept. 1,248 X ^1 = 1,248 

[as below] £2,320 

The Departmental Trading Account may now be prepared- 

Dspartmbntai. Trading Account for the Year 
bndsd 


ToStoek^ . 
s» Paroh«Ms 
„ Glow PttAi 


£ T~ \ £ 

• .iff *4® BrSaJet*. 

’♦S *■«£ f'hS h®'"® /stock. 
1,348 3,520 


fa.wo f 4 .<io« re, 35 . fi,,,go 


i £ i 

*,040 4,390 6,340 
160 386 U3 


1 ^ 3 . 300 1 ^ 4.608 1 ( 6,333 


purchas^^^.^-^^ stocks are valued on the same basis as 


& stock o( A Dept. 6oxi3 4S.-/x92 
* 50 X £3 4s. |i6o 


5 ox^ 3 ;s.-|i 6 o 

• AdSS?*<!^’' ^ inserted for quantities. 

A Dqit. Sale, at, 5,0 articles at ^4 each - £2,040. 
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Altemativdly, the cost price and gross profit per article may be calculated — 
Total Sale price of articles purchased — 

A . . . 500 X . . 2,000 

B . . . i.ooo X £4 los, . . 4.500 

C . . . 1,200 X is 6,000 


Total Cost price 


12.500 

10,000 


Gross Profit . 


;£g.500 


This shows a rate of gross profit of 20% on Sales, therefore — 
Cost price of A 80s. — i6s. = 648. 

B 90s. — i8s, =* 723. 

C loos. — 20s. 80s. 


Illustration. A commenced business on 

with— 

Stock — 

A Dept. .... 

B Dept. .... 

Fixtures . . . . . 

Cash 


1st January, 19.., 
i 

300 

500 

400 

600 


The transactions are — ^ 

Purchases — A Dept. ..... 3,100 

B Dept. ..... 3,900 

Receipts from Debtors ..... 5,200 

Discounts Allowed to Debtors .... 200 

Payments to Creditors ..... 4,720 

Ca^ Sales — ^A Dept. ..... 380 

B Dept. ..... 920 

Credit Sales — A Dept. ..... 3,700 

B Dept. ..... 2,900 

General Expenses — ^A Dept. .... 300 

B Dept 420 

Unallocated expenses ..... 480 

Drawings ....... 400 

Cash in hand ...... 580 

Selling Expenses ...... 200 

Cartons, etc., purchased .... 320 

Creditors outstanding 1,600 

Stock on hand at 31st December, 19. . — A Dept. 420 

B Dept. 580 

Cartons on hand at ^ist December. 10. . . . no 


Unallocated general expenses are to be apportioned on the basis of 
floor space occupied, which is in the ratio of 5 : 3. 

Selling expenses are to be apportioned on the basis of cartons sold, 
viz., A ^,000, B 45,000. 

Prepare: (i) Trial Balance. 

(2) Departmental Trading and Profit and Loss Account. 

(3) Balance Sheet as at 31st December, 19. .. 

It will be necessary to open and write up the following Accounts 
i>efore preparing the Trial Balance and accounts — 




Discounts Allowed Cr. 


*9., 



i 





D«c .31 

To DeUton 


aoo 






^ Direct to Trial Balance. 
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Dr. Saubs Cr. 

A T“ 

Dec. 31 BrCuh . 380 910 

„ Debton 3.yoo M« 

Heavy type denotes opening entries, posted from the Journal. 

Tiial Balavcb as at 3XST Dfcsusn, 19. . Dr. Cr, 


Cuhinhind . 

CspiUl .... 
*Drawfaigi 
Oraditort. 

*PutchiMii"-Goodi; A Dept. 

B Dept. 

P-arfmiM . 

Selei-ADept. 

B Dept. 

I Debton . 

DlKottnt 
iSeUlng Ezpeniee 
General Expenees— A Dept. 

BDept. . 

. UnauMted. 

\Fiztiirei 

Stock— lit January, 19- . : A Dept. 

B Dept. 


580 

400 

3,100 

3,900 

seo 


1,300 

300 

300 

300 

430 

480 

400 

300 

500 


£n,5oo 


£ 

x,8oo 

x,6oo 


4.080 

5.830 


Di .500 


Departmental Trading and Profit and Loss Account 
D f. for the Year ended 31ST December, 19. . Cr. 



A 

Dept. 

B 

Dept. 

Total 


A 

D^t. 

B 

Dept. 

Totil 

To Stock 

„ Purohaiei— Goodi 

Cartoii8(z) 

„ Gxoes Profit . o/d 

To Generd Ezpeniee (3| 

„ Sdling Ezpeosei (3) 

„ Diicc^ti Allowed (4) 

„ Net Profit traneferTM 
to Capital Account. 

£ 

300 

S.ioo 

Z30 

980 

£ 

500 

3,900 

90 

9x0 

L 

6,000 

3X0 

1,890 

By Sales 
„ Stock 

By Grots Profit . b/d 

430 

s,L 

380 

£ 

r.900 

1,000 

£4.500 

£4,400 

£8,900 

£4.500 

£4.400 

£8.900 

600 

XX5 

ZX4 

15X 

600 

83 

Sfi 

X39 

1,300 

300 

300 

390 

960 

910 

1,890 

£980 

£910 

£x ,890 



JUS 


Balance Sheet as at 31ST December, 19. 


Capital — 

£ 

£ 

Fixed Assets — 

i 

£ 

Balance ist Jan., 



Fixtures 


400 

19 

1,800 


Current Assets— 



Add Profit for year 



Stock— Goods . 

1,000 


to date . 

290 


Cartons 

no 





Sundry Debtors 

1,200 



2,090 


Cash 

580 


Lsss Drawings . 

400 




2,890 



1,690 




Curreni^IiabiUties — 



1 



Sundry Creditors 


1,600 






£3.290 



£3.290 


^ Direct i^om Cash Book. 

* Direct from Ledger Account (Creditors). 
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(X) Cartons are apportioned in the ratio oi 60,000 : 

Cartons as per Trial Balance 
Less Stock as per Balance Sheet 


(2) General Expenses apportionment — 


(а) As per Trial Balance .... 

(б) Unallocated General Expenses (Ratio 5 : 3) 


45,000, or as 4 ; 3. 


• 

320 

• 

no 

£210 

mmmmm 

A 

B 

Dept. 

£ 

Dept. 

300 

£ 

420 

300 

180 

£600 

£600 


(3) and (4). Selling Expenses and Discounts are apportioned in the same 
ratio as the cartons, viz. 4:3- 

General Illustration. From the following details, prepare tabular 
Trading and ft-ofit and Loss Account, showing (i) percentage of 
gross profit to sales ; (ii) percentage of net profit to sales ; (iii) ex> 
penses per £ of sales — 


Departments 

A 

B 

c 

Stocks (opening) .... 

i 

2,000 

£ 

1,300 

£ 

1,000 

Purchases ..... 

7,000 

4,200 

3,630 

Sales 

8,127 

5,418 

4,515 

Stocks (closing) .... 

3,073 

1,332 

1,165 


Expenses : £ 

Rent, Rates, and Insurance . 2,100 

General .... 840 


Apportion rent, rates, and insurance equally to departments. 

Apportion general expenses in relation to sales of each department. 

The following observations on this illustration should be par- 
ticularly noted — 

(1) Apart from the completion of the total column and one depart- 
mental column, the question is merely one of detail, involving no 
question of principle. 

(2) Hence, until other questions have been dealt with in the 
examination, the candidate should content himself by completing 
the total column and a “sample” column. 

(3) The same principle should be adopted in regard to the arith- 
metic part, although in many cases the figures presented to the 
candidate are often simple, e.g. in the above illustration the sales 

9 ’• 6 : 5- 

(4) The General Expenses item would usually be presented in 
several detailed subdivisions. 
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Trading and Profit and Loss Account for thb. 



Dept. A 

Dept. B 

Dept. C 

Total 

iales 

j 

8,127 

£ , 
5.418 

£ 

4 . 5*5 

£ 

18,060 

^st of Sales — 

Opening Stock .... 

Purchases 

2.000 

7.000 

x,3oo 

4,200 

1,000 

3.630 

4.300 

14.830 

Less Closing Stock 

9,000 

3,073 

5.500 

1,332 

4.630 

X.165 

19,130 

5,570 

jfoss Profit 

5,927 

2,200 

4,168 

1,250 

3.465 

1.050 

13,560 

4,500 


£8,127 

£S. 4 ^^ 

£4,5^5 

8,060 

^ercefHage of Gross Profit to Sales 

37-07% 

33-07% 

23-26% 

34-93% 

Administrative Expenses— 

Rent, Rates and Insurance 

General ..... 

700 

378 

700 

252 

700 

210 

2,100 

840 

Profit ..... 

1,078 

1,122 

95 * 

298 

910 

140 

a.940 

1.560 


£2,200 

£1.350 

£1,050 

£4,500 

Percentage of Net Profit to Sales . 
Expenses per £ of Sales 

i3-So% 
3 s. 8d. 

5 - 50 % 
3$. 6d. 

3 - 30 % 
4s. ofd. 

8-64% 
3 s. 3 i- 


Illustration. The Directors of Dockets Ltd. wish to ascertain 
ipproximately the separate net profits of three particulau* depart- 
nents, viz. A, B, and C, for the three months ended 31st March, 19 . . . 

It is not practicable to take stock on that date, but the accounting 
»ystem is adequate and the rates of gross profit (calculated without 
eference to direct expenses) are stable at 40 per cent, 30 per cent, 
ind 15 per cent on Sales of the three departments respectively. 

Indirect expenses are to be charged in proportion to departmental 
>ales, except as to one-sixth, which is to be divided equally. 

The following figures are extracted from the books — 




A 

£ 

3,000 

B 

£ 

2,800 

c 

£ 

4,100 

Stock, 1st January, 19. . 

Sales \ 

for the three 

14,000 

12,000 

20,000 

Purchases | 

months ended 

9,000 

7,200 

16,400 

Direct Expenses; 

31st March, 19. . 

1.830 

2,840 

2,300 


Indirect Expenses covering all five departments were £3,600, 
The Sales of the other departments were £14,000. 

Prepare a statement showing estimated net profits of the three 
departments for the three months to 31st March, 19. ., making a 
Stock Reserve for each department (due to special temporary condi- 
tions) of 5 per cent on the estimated value at 31st March, 19. . . 
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DOCKETS LIMITED 

Statbmbnt of Estimatbd Profit for the Thrbb Months 
BNDBD 31ST March, 19. . 

Dqnrtments 




A 


B 




£ 

£ 

£ 

£ 

£ 

£ 

Stock, lit Jaouaxy, 19. . 


3,000 


2,800 


4,100 

PurchMcs 


9,000 


7,200 


16,400 



12,000 


10,000 


20.500 

Leu Salat . 

14,000 


12,000 


20,000 


Lm Groat Profit 

(40%) 5.600 

8,400 

(30%) 3.600 

8,400 

(15%) 3.000 

17,000 








Batimatad Stock, 31/3/19 • • 


£ 3.600 


£ 1.600 



Eatimated Groat Profit . 


5,600 


3,600 


$.000 

Lmm Stock Raoerve(5%) 

180 


80 


175 


Direct Bxpentet . 

1.830 


2,840 


2,300 


ladirect Expenses : 







On Sales . 

yoo 


600 


1,000 


Equally . 

ISO 


120 


120 




2,830 


3,640 


3,595 


Profit 


boat 

£ 40 

Lott 

1 £ 595 







I'Ll-l- - 


Notes: (i) It is assumed that there is no Stock Reserve at the beginning 
of the period. 

(2) Indirect Expenses are calculated as follows — 


Sales 



Proportion 

£ 



Equally 

£ 

Indirect Expenses — Total £3,600 g 3,000 


i 

600 

Less attributable to other 
departments . 

14.000 ^ ^3^000 700 

60.000 

? X 

£600 

240 

Proportion: A 

ii X £3.000 700 

i X 

Ot 

0 

0 

120 

B 

M X £3,000 600 



120 

C 

X £3,000 1,000 

i?f.3oo 


$9 

120 


Alternatively, as the expenses to be apportioned on a sales basis are ;£3,oo<^ 
and the total sales are £60,000, the percentage is 5 per cent of the respective 
sales, e.g. A, 5 per cent of ;£i4,ooo = £700, etc. 


(3) The total Trading Account of the three departments is 





£ 

To Stock. 

9.900 

By Sales . 

46.000 

„ Purchases . 

32,600 

„ Stock (estimated) 

8,700 

„ Gross Profit c/d . 

12,200 

^54.700 

£$a.i^ 


To Stock Reserve 

435 

By Gross Profit b/d 

12,200 

„ Direct Expenses . 

6,970 


„ Indirect Expenses 

2,660 



,, Net Profit . 

;fl2,200 


£X 2,200 


* A, Profit £2,770, less B and C, Losses £40 and £595. 



CHAPTER XIX 
BRANCH ACCOUNTS 

Branch Accounts have for their purpose the recording of the trans> 
actions of branches, whether they relate to dealings with the head 
office, with outsiders, or to dealings between different branches of 
the same concern. No hard-and-fast rule can be laid down as d^- 
ing the distinction between a branch .and a department; in fact, in 
many instances a system of accounting suitable for dealing with 
departmental activities will be entirely adequate for branches. As 
a general statement, it may be said that where a section of a 
business is segregated physically from the main section it is a 
branch ; in other words, if the location of activities is separated from 
the main place of operation, there may be said to be a head office 
and a branch. 

In spite of this statement, it should be borne in mind that in 
cirucmstances where complete control is exercised over the activities 
of a subsidiary section, the management may, and often does, 
consider it in the light of a mere department. 

The methods of accounting applicable to dealings and transactions 
of and with branches are legion, so that what is the most practical 
and efficient method applicable to any particular case can only be 
determined in the light of the particular circumstances of the 
concern. The branch may be a small retail shop run by a single 
employee, selliiig only goo^ sent by the head office ; or, taking ^ 
other extreme, it may be a foreign branch situate thousan(U of 
miles from the head office, bu}dng its own materials, and manufac- 
turing and distributing the products in its own area — ^whose activities 
can only be controlled in a very small degree by the head office. 

Thus location, the degree of control exercised by the head office, 
the nature of the activities and the goods dealt in, the character 
and status of the persotmel, and the number of the branches will all 
be determining factors in considering what system of accounting 
is to be adopted. 

In many instances mere academic theory must be sacrificed for 
the sake of expediency and practical results, but whatever treatment 
is adopted, it should, so far as possible, furnish the head office 
readily and reliably with the means of arriving at the financial results 
[in such detail as may be required) and with a check on the effickncy 
<uid mtegrity of the staff of each branch, as well as details as to the 
comparative efficiency of each branch. 

Main Divisions. The main divisions of branch accounting axe 
<^ousequentiai upon Hie question of whether full accounting records 
<»r are not, kept at tbs farandi. 

395 
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The two main divisions are— 

L Where the accounting of the branch is performed at the head 

offi^. 

n. Where the branch performs the accounting functions for itself. 

It will be necessary to outline the different systems briefly, and 
each will then be duly considered and illustrated. 

As to (I) the system adopted may be — 

(«) DqMUtmental Method. (See Chapter XVIII.) 

(b) Debtors System, where all the goods are supplied and the 
expenses paid by the head office. This merely involves debiting the 
branch with opening debtors (if any), goods, and expenses, and 
crediting it with its sales, returns to head office, closing stock, and 
the closing debtors (if any). Where the assets of the branch are to 
be recorded distinct from the head office assets, separate Branch 
Asset Accounts will be opened in the head office boolU. 

If small local parchases are made by the branch, and petty cash 
disbursements penh’tted, the same principle will apply, except that 
the branch must fmiish details of these purchases ; or, if they 
are paid for out of Kceipts, furnish, in addition, a detailed sum- 
mary of its Cash Account. As to petty cash payments, a detailed 
summary will have to be furnished to heai^^^^^e. These payments, 
both as to local purchases and as to pet^ '©(y may be financed 
on the Imprest System, but this merely o]| incursion into 

actual receipts, as the latter wiU be banM . cally, daily or 
at suitable intervals, as required. 

(c) The “ Stock and Debtors Branch 

Stock Account, and (where aedit^alJ^^Co ^ 

Account, are kept for the fcraYi«i ^ . the franch 

Expenses Account. The Branch StocK\ . will be dibited 
with the goods received, credited with rel f to head office, sat(«.. 
and the closing stock Irought down iw^ne ordinary way. The 
treatment of the Stodc Account will vary according to the method 
employed of chargin|[ tte goods out to the branch. The three most 
common methods are^ 

(a) At cost piice.v 

Ifi) At selling y^. 

(Y) At cost pnceto which a certain percentage (loading) is added. 
This system invofr/es the keeping at the head office of two, or (if 
aredit sdes w made) three account^fespect of the branch, 
i.€, a) Bi^^ Stock Accoimt, Branch Expenses Account, ahd 
y) Branch Debtors Ac^un^|ff local purchases and petty cash 
dwursm^ts are permittedMjniiar treatment to that in (b) will 
be accorded thereto, except w!Ut goods purchased locally must be 
record^ se}^ately frora gopds obtained from head office. As a 
iw, the selling pn^and cw price plus loading methods are not 
actoted whw CO|isia<^ble purchases arc permitted^ because 
such methoda Are employed for the purpose of enabling a simple 
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check to be kept on stock, and the presei^ce of locally bought goods 
will tend to render such a check more complicated. 

(II) Where the branch performs its own book-keeping, the charac- 
teristic features are that in the first place in the head office books the 
branch is delnted with the initial outlay, and with goods sent (if any) 
and credited with remittances and returns ; at the same time, the 
branch will maintain in its books a Head Office Account which will be 
reciprocal to the Branch Account in the head office books. Secondly, 
the branch profit or loss will be ascertained from the branch results 
compiled from the double entry book-keeping at the branch, and 
the Branch Account in the head office books will be adjusted (as 
will be shown) from such results. Thus, in branches of type (I) the 
profit or loss is ascertained from the Branch Accounts in the head 
office books, whereas as regards those of t}^ (II) the profit or loss 
is obtained from the accounts kept by the branch, and the result 
subsequently incorporated in the head office books. 

No difference in principle exists as regards foreign branches, but 
its application is complicated by the necessity for converting inter- 
branch transactions, remittances, and the Branch Profit and Loss 
Account and Balance Sheet compiled in foreign currency into sterling. 

Miscellaneous Points. Before proceeding to illustrate the methods 
outlined it will be convenient here to deal with a few general matters 
with reference to Branch Accounts. 

(1) The head office may be purely a "clearing house," i.e. it may 
be responsible for the buying on behalf of all the branches, and its 
function may extend no further. On the other hand, side by side 
with such a function, it may carry on its own business and sell goods 
in the ordinary way. 

(2) Where the branches are dispersed over a wide area, the head 
office may perform functions as in (i), except that it delegates to 
special branches the work of intensive distribution, i.e. of dis- 
tributing goods within certain circumscribed areas, e.g. a mul- 
tiple concern with branches in every large town might have its 
head office and chief distributing centre in London with distri- 
buting branches {a) in Manchester for Lancashire, Yorkshire, 
Derbyshire, etc.; (6) in Bristol for the West Country, and (c) 
in Birmingham for the Midlands. A special feature (affecting detail 
but not principle) arises here in that the costs of distributing and 
handling the goods is a cost, the burden of which should be allo- 
cated equitably as between all the branches. 

(3) S^es may be expressed (in the absence of abnormal features) ^ 
not as sales, but as cash received plus discounts plus closing debtors, 
less opening dolors, and this roundabout presentation in pl^ce of 
an ordinary straightforward statement tends to create difficulties 
for students. In dealuig with Branch Accounts this matter is 
important, particularly as the item "cash received” is sometimes 
split into (a) ''cash sales” and {b) "cash received from debtors.” If, 
however, it is perceived that in both cases the recdpt simply relates 
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t0 cmht tliiit th6 oth^f dlcmcnts niention6d above are given (or 
are aaccrtamable), no difficulty should be encotmtered in deter- 
the amount of sales by the process of building up^ the Branch 
Debtors Account. 

(4) Although no precise dividing line can be laid down, it is most 
for wholesale branches (or head office where all orders are 
executed by it) to be treated departmentally and for retail branches 
to be treated in one or other of the methods of branch accounting, 
more often, perhaps, with the main records at the head office. 

This procedure will be adopted where the branch merely acts as 
agentf the actual execution of transactions being performed by the 
head office, the only difference being that there will be no 'goods 
physically supplied to the branch, but a transfer will have to be made 
to the debit of Branch Profit and Loss Account for the cost of such 
goods as if they had actually been sent to the branch instead of being 
consigned elsewhere on its behalf. Any profit or loss will be trans- 
fm'ed from the Branch Profit and Loss Account to the Head Office 
Profit and Loss Account. In all cases, provision should be made 
for bringing Stock on hand down, if necessary, to market value; 
but where there are loaded values (see page 410) the adjustment 
should be made by means of Stock Reserve or Provision, leaving 
the loaded price and cost price undisturbed. 

The principles will now be illustrated. 


DEBTORS SYSTEM 

Illustration. Entries in head office books — 


JOr. 


Jaa, I 


T6 Sundry Attett . 

„ Goods from H.O. 

„ ExpsoMi (paid by 
Brsnob). 

„ (P^ by 

„ PloAt and Loss 
Aoooimt 


To 


X Branch 



■ 

X9-. 


100 

Dec. 31 

w 

580 

(C) 

30 



7 



*55 





b/d 

650 



By Cash 
„ Returns 
„ stock 
M Debtors 
„ Sundry 


Cr. 


. £50 
. 500 
. xoo 


{d) 

(#) 


c/d 


I 

soo 


650 




As regards the items on the debit side, the double entry will be 
completed by credits as follows: (a) to Cash, Creditors or Simdry 
Assets Accounts, (6) to Purchases Account, and (c) to Cash repre- 
senting the reimbursement to the branch by the Head Office in 
reqpect of j^tty cash expenses: the double entry for the items on 
tlie credit side will be completed by debits as follows : (d) to Ca sh 
Account, (s) to Purchases Account. 

The two deficiencies of the above method are that no checks 
are provided on stock and debtors. These deficiencies may be 
counteracted by an efficient systmi of control of stock and debtors, 
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the latter being usually capable of more accurate check than gthe 
former. 

In this illustration a pro forma Debtors Account by way of 
memorandum may be built up as follows — 

Dr. Sundry Debtors Cr. 


To Opeoiac BaUncet 
„ SalM 

b/d 

700 


By Cub . 

„ Qotinc Balancu 

i 

•00 

e/d 500 



£700 



£?oo 

To BaUaces . 

b/d 

500 





It can be seen that, assuming that moneys received by the branch 
ire banked without retention of any part at all, the actual sales 
igure is the total of the cash received and closing debtors (there 
Dein^ no opening debtors). 

It should further be noted that the branch may not pay into the 
Dank intact all moneys received from debtors, or in respect of cash 
;ales ; or, even if it does, there may be a lapse of a few days in so 
ioing. In the latter case, it will be necessary to take such lapse of 
:ime into account in arriving at the sales figure. 

Not infrequently the branch assets are segregated and shown in 
separate accounts, in which case the sundry assets items of £100 will 
lot appear in this account at all, but in the Branch Assets Account. 

The Debtors System, as will be seen, may be supplemented by 
L memorandum Trading Account. The information is furnished by 
:he branch in its weekly or other periodic returns. Where there 
lie numerous branches a total account may be compiled by means 
)f summary sheets. 

It is not unusual for examiners to present summarized data as 
supplied from the branches (in fact, a copy of the information as 
it appears in the branch books), from which the head office accounts 
ire to be compiled. 

The principles may be best explained by means of a simple 
example. 

Illustration.^ The following is a summary of the accounts as 
supplied by the branches — 

Dr. (M) Brancbbs Cash Cr. 


To Bolonoa . 

„ Cub Sate. 

„ Rflodpts tnm Dabtera 

b/d 

foe 

400 

2,910 


By Head Office . 

„ Baluce . 

c/d 

aw 








To Balance 

b/d 

70 






1 Elementary atndents of Branch Accounts should defer the study of this 
ivith the succeeding iUustration until the whole chapter has been read. 
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(M) Bkanchss Dabtom 


To Bolonwi 
„ SalM 


By Cadi 
Diaoounta. 
„ Retuxna . 
Balaooet . 


|£a,a6o 

To Balances b/^ 930 

The following is the account of the branches in the head office 
books — 

Df. Branches Cr. 


To Bal anfo — 

Cash . .am 

Debtors . 800 

Stock . . 800 

— b/d 

Goods 

Profit to Profit and 
Loss Account 


By Cash 
,, Balance- 
Cash . 
Debtors. 
Stock . 


c/d 640 


To Balance . 


290 

b/d 640 


Prepare Memorandum Branches Final Accounts. 

The first two accounts marked (M) are merely memorandum 
serving to supply details necessary to analyse the amount of profit. 

It w^ be seen from the Branches Account that they are account- 
able for the opening balance of £600 plus goods received £ 2 , 000 , less 
cash remitted £2,350. This amounts to £250, but as the assets at the 
end are £540 there must be a profit of £290. 

The amount of £290 is now to be proved. 

This figure may be proved by building up the " Double Entry," on 
the assumption that the information contained in the Memorandum 
Accounts is to be converted into full double entry — 

Memorandum 

Dr, Branches Trading and Profit and Loss Account Cr. 


To Stock 
„ Purcbatei 
„ DiscouutB (D) . 

„ Saks Returns (£) 
.. Net Profit . 


By Cash Sales {A) . £400 
,p Credit Sales (C) 1,960 


Branches Balance Sheet 


Hesd Office (Ledger) 


£ 

540 

Cash (Ledger) . 

Debtors (Ledger). 

Stock (Profit and Loss) 

/540 
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The branch books would, if built up on double entry linef^ con- 
tain the following accounts — 


Dr. 


Head Office^ 


Cr. 


ToCath. 

„ Balance 

£ 

(I) SfSSO 

c/d 540 

By . 

[i.e. Stock (0) ^800 

Caah. (01 xoo 
Debton(e) 300] 

„ Goode . 

„ Profit and Loee 

Account . 

8,000 



|£a .«90 


|£s>g90 




By Balance .|h/d 


Df. 


Cash 


Cr. 


To Balance . 

CaehSalet 
„ Debtors 

b/d (0) ion 

W 400 

x.gao 

By Caah remitted to H.O. (g) 

„ Balance . . o/d 

70 



|£a. 4 ao 


|£*» 4 «> 


To Balance 

.|b/d 70 



Dr. 


Debtors 


Cr. 


To Balancee 
„ Salee 

b/d 

(i! 

loo 

1 . 9*0 


By Caeh 
„ Dlecounte 
„ Retume . 

„ Balancee. 

5 

o/d 

£ 

1 , 9*0 

50 

60 

S80 




£a,86o 




£a,86o 

To Balancee . 

. 

b/d 

830 






The following rules should be carried out — 

(i) All the items on the debit and credit sides of the Branch 
Accoimts must be accounted for on the same side in the Memor- 


andum Accounts. 

(2) All the remaining items in the Memorandum Accounts must 
contain double entry amongst themselves. 

The items in the Branch Accounts will now be considered in 


detail — 


(z) Balances Debit Cash . zoo 
Debtors 300 
Stock 200 


Memo, figures 

DEBIT of Cash Account 
Debtors 

Trading Account 


( 5 ) 


Goods Debit . 2,000 

Profit Debit 290 

Cash Credit . . 2,350 

Balances Credit Cash . 70 

Debtors 230 
Stock 240 


DEBIT of Trading Account 
DEBIT of Profit and Loss Account 
CREDIT of Cash Account 

CREDIT of Cash Account 
Debtors 

Trading Account 


I This account is exactly reverse to the Branches Account in the head 
office books, and consequently in preparing the accounts the vital account is 
the Head Office Account as it would appear in the books of the Branches. 
This account, together with the above information, would supply the usual 
Double Entry, but as the Branches Account as it apjpears in tile head office 
boolu is given instead of the Head Office Account as it would appear in the 
books of the Brandies, the con^iUation must be adjusted accordingly. 
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All these are in heavy type in the preceding sample. 

It will now be seen that the remaining items in the Memorandum 
Accounts have double entry, viz.— 


{A) Cash Sales DeHt Cash 

(B) Receipts from Debtors „ 

(C) (Credit) Sales Debto 

(D) I>isccmnt8 Profit 

Acco 

(B) Retams Tradi 


Debtors 

Profit and Loss 
Account 

Trading Account 


Credit Trading Account 
„ Debtors 
,, Trading Account 
Debtors 


It may be observed that if a Head Office Account in the books of 
the branches were opened it would be the same on the reverse side 
as the Branches Account in the head office books ; so that if the 
Branches Account in the head office books be viewed as if it were 
the reciprocal account in the branch books, the double entry aspect 
is simple enough. 

Lest any confusion arises it must be stated that the only double 
entry that appears in the head office books is comprised by the 
postings to and from Branches Account ; the Memorandum Accoimts 
being merely supplementary information to that shown in the 
Branches Account in the h^ office books. 


Illustration. The head office supplies its branches with goods at 
cost price, and pays all expenses other than petty cash of the 
branches. Weekly returns are furnished to the head office, the 
sununaries of which are as follows — 


Branches Cash 


To Bolonofw 
Receipts from 
Debtors 
CMh Seles . 


By P ett^ Cash 
Belenoes 


Branches Debtors 


To Balances 
Sales 


By Cash . 

„ Diacounta 
„ BadDebta 


K19A0Q 

ToBaianoea . b/d (8) 3,800 





BBAKCa ACOOTnm 


403 


Hbad Office books— 


Dr, Branches Cr, 





£ 





£ 


To Botwoo^ 




By Expenses 

. b/d 


350 


Cash . (i) £soo 




„ Bank . 

(si 

<9.730 


Dabtocs (sj x,soo 
Sniidry 

Aswts (9) s,ooo 
Stock. (4) 3,000 




„ Balance 

. c/d 

1*5 

8,980 


b/d 

6,400 







H Goods . 

16,000 







.. ttgfMwwJia 

„ SuiulrT Assets pur- 

W 

(xo) 

Soo 







ohssod 

xoo 









£83.000 





£83.000 

f 

To Bslanoe. b/d 

(iJ! 

a, 980 


By Balance — 





M Expenses . c/d 

150 


Cash 

• £aoo 

(6) 



„ Ftofit and Lota 



Debtors 

.3,800 


\ 

Aooonnt 

(la) 

3, 080 


Sundry 



\ 





AsseU 

.2,030 



\ 




1 

Stock. 

.8,100 

c/d 

8,130 

t 










£8,X5o 





£ 8,150 


To Balance b/d 

(8) 

8,150 


By Expenses 

. b/d' 

(M) 

150 


Closing stock, £ 2 , 100 , Expenses outstanding, £150. Write off 
£50 depreciation on sundry assets. 

Prepare Memorandum Trading and Profit and Loss Account. 


Dr. Memorandum Trading and Profit and Loss Cr. 




£ 



To Stock . , 


3,000 


By Sales-- 

„ Purchases 

hi 

10,000 


<ksh £5,000 

„ (koas Profit . c/d 

U) 

6,700 


Credit z8,6oo 





83,600 





„ Stock . 8,100 



£15.700 


£23,700 

To Sundry Expenses 

ii) 

300 


By Gross Profit . b/d| 6,700 

„ Petty Cash 

(«) 

870 



„ Discounts 


i 480 



„ Bad Debts 

v/l 

i S80 



„ Depreciation 


50 



„ Net Profit 

( 18 ) 

5,080 





£6,700 


£6,700 








Dr. 


accountancy 

Mimorandum Sundry Expenses 


Cr. 


To Ciib. 

„ BxpMMO/t 

! c/d 

(IS 

£ 

300 

150 


ByBxpoiMfok . 
„ Profit and Lou 
Account 

hid 

(6) 

(i) 

£ 

350 

300 




£^50 





£650 






By Expenua o/a . 

bid 

(IX) 

150 


Items numbered are "same side" items. 

Items lettered are "double entry" items. 

As has been indicated, if the Branches Account in the head office 
books were written up in the Branch Accounts on the reverse side, 
the four accounts, viz.— 

(1) Branches Cash; 

(2) Branches Debtors ; 

(3) Head Office Account ; 

(4) Trading and Profit and Loss Account ; 

would provide the complete double entry ; therefore in compiling 
the Memorandum Trading and Profit and Loss Account, the items 
in Branches Account in the head office books are to be accounted for 
on the SAME side. 

If account (3) wore actually in the branches, it would appear — 

Or. Hb4d Officb Cf. 


To Balanoa . 

o/d 

%,ooo 


By Balance 
„ Profit and Lon 

Account 

b/d 

£ 

a,9>o 

5,080 



£8,000 




£8,000 





By Balance 

b/d 

8,000 


This account is reverse to the Branches Account in the head office books. 
The Branch Balance Sheet would be — 


Branch Balancx Sheet 


Bi^Mnau Outstanding 
HeadOfltoa . . . . 


£ 

150 

8,000 

Cash 

Debtors 

Sundry Assets .... 
Lm Depreciation . 

£ 

a, zoo 
30 

£ 

aoo 

3i8oo 

a, 050 
a, 100 




Stock 




£8,X30 



£8,150 


Illustration. Retailers Co. have three retail branches. The 
branches pay in the cash received each day to head office and are 
supplied with goods from head office, wages and all expenses being 
paid by cheque from head office. The branches keep their own Sales 
Ladles and make weekly returns of trade done and cf ^ s h received. 

From the following details extracted from the branch weekly 
retonis and head office books, prepare — 

W Three separate Branch Accounts as they will appear in the 
how office books, showing profit or loss on each branch for the six 
months to 31st December. 
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(b) Memorandum Trading and Profit and Loss Account proring 


the figures disclosed by (a). 

K 

L 

M 

Book Debts, zst July. 

2,800 

£ 

2,500 

£ 

950 

Stock, ist July . 

2.000 

1,900 

1,800 

Credit Sales for six months . 

10,000 

11,000 

7.500 

Sales Returns . 

75 

80 

95 

Ready Money Sales . 

4.500 

7.000 

2,500 

Ledger Accounts— Ca^ 

9,400 

10,000 

7,200 

Bad Debts 

Z 20 

90 

5 

Goods received from Head Office 

9.000 

11,500 

8,000 

Wages and Expenses . 

2,400 

4,doo 

1.900 

Rent and Rates. 

450 

850 

400 

Book Debts, 31st December 

3.205 

3.330 

1,150 

Stock, 3zst December 

2.300 

1,600 

2,100 


It will be observed that in the Branch Accounts (page 406) appear 
book debts (commencing and ending) and cash remitted, whilst in the 
Memorandum Trading and Profit and Loss Account are substituted 
Sales, less Returns and Bad Debts. These two sets of figures should 
agree, thus in Branch K — 

Dr, Memorandum Debtors Cr. 


To fUlanoet 
„ SalM . 


I To BaUncqt 

la) The Cash remitted is ;£9,40o, plus Ready Money Sales ;£4,5oo » £i^,goo. 
(b) Total net sales, including Ready Money Sales £^,500, are as follows — 


(1) Cash Sales 

, 


4.500 

(2) Credit Sales . 

Less Returns 

• 

, £10,000 
75 

9,925 

£14.4^5 


Reference should be made to item (6) in the memorandum Trading and 
Profit and Loss Account (Branch K) as shown on page 406. 


I 

■ 

1 

Bj Retims • 

.. Bad D«bU . 

„ Cub • . 

„ Balaaow 

w 

1 

75 

UP 

9.400 

9.009 

I 

£xa,8oo 

■ 



£xs,8oo 


3,«>5 






Alternatively, the reconciliation might be rendered easier by 
charging up the ready money sales to debtors and including the 
receipts therefrom in the Debtors Account (dealing with Branch K) 
as under — 

Dr, Memorandum Debtors Cr. 


To Bolancei 
„ SalM , 

• 

b/d 

Ir 


By Returns 
., Bad Debts . 

*•&“>*• ■ • 
„ BalanoM 

c/d 

£ 

79 

xao 

19,900 

S.005 




£17.900 




£*7,900 

ToBalancM 


b/d 

9.005 














Branches 



406 
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BRANCH ACCOUNTS 

STOCK AND DEBTORS’* SYSTEM 

(a) Whore the goods are itiToiced at cost. 

Illustration. From the facts contained in the illustration on page 
398, the following accounts will appear in the head office books. 


Dr. 


Branch Stock 



Cr. 

19.. 

Dec.sz 

To Gooda (Porchasea 
AccounU 

,, Groaa Profit to Branch 
Profit and Lxwa 
Account 


£ 

580 

Z9a 

Dec. 3Z 

BySalea 

„ Retomi (Pure: 

Account) 

„ Balance . 

c/d 

£ 

700 

19.. 
Jan. X 



£77* 




£ 77 * 

To Balance 

b/d 

50 





Dr. 


Branch Debtors 


Cr. 

19 -. 
Dec. 31 

To Sales 


£ 

700 

Dec. 51 

By Cash 
,, Balances. 

c/d 

£ 

aoo 

SCO 

19.. 
Jan. z 



£700 




£700 

To Balances . 

b/d 

500 





Dr. 


Branch Expenses 


Cr. 

Dec. 3Z 

To Head Office Cash 



Dec. 3Z 

By Branch Profit and 
loss Account 


i 7 




£17 




£37 

Dr. 


Sundry Assets 


Cr. 

19.. 
Jan. z 

To Balances 

b/d 

£ 

zoo 






Dr. 


Branch Profit and Loss Account 


Dec.3Z 


To Szoensot • 

„ Net Profit to Gwenl 
I^ofit eod Loto 
Account 




155 

£x9a 


Dec. 3Z 


By Geom Profit from 
Branch Stock 
Account . .! 


Cr. 


19 * 

£m 


It has been assumed that there are no discoimts allowed to 
debtors or bad debts, and that all receipts from debtors are imme- 
diately banked. 

Z 4 — (B.eoS3) 
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In the Stock and Debtors System, Discounte and Allowances will 
be dealt with in the usual uray, i.e. debit Discounts Allowed and 
Allowances, credit Branch Debtors. 
lUustretion. The following are the details of a new branch. 


i 

Goods sent to Branch at Cost . . . • • 5 ^ 

Goods returned from Branch at Cost -3® 

Expenses Paid by Head Office .... 100 

Rc^mittances from Branch • 4*® 

Receipts from Debtors not paid in by Branch . . 30 

Cash Sales 

Credit Sales 520 

Branch Stock — closing 170 

Branch Debtors — closing ..... 77 

Discounts Allowed to Customers by Branch . 18 


Show accounts both under the Debtors System and under the 
Stock and Debtors System. 

(i) In the Debtors System, the following account will appear in 
the head office books — 



^450 

Accounted for by — 

Remittances . jf42o 

Balance in hand . 30 

U50 
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The sales are made up as follows — 

Cash received from Debtors 425 

Discounts ... 18 

Qosing Debtors ... 77 

520 

Less Opening Debtors nil 

£530 

( 2 ) In the Stock and Debtors System the accounts in the books 
of the head office would be — 

Dr. Branch Stock Cr. 


To Goods 

„ Grou Profit to Branch 
Profit and Loas 
Account 


£ 

500 

445 


By Retuma . 

Cash Sales 

Credit Sales . 

„ Balance . 

c/d 

£ 

30 

as 

Sao 

170 



£745 




£745 

To Balance . 

b/d 

170 






Dr. Branch Expenses Cr. 


To Expenses . 

„ Discounts . 


£ 

zoo 

z8 


By Branch Profit and 
Loas Account 


£ 

tz8 



£xi8 




£iz6 









Dr. Branch Debtors Cr. 



To Sales 

To Balance 

b/d 

£ 

520 


By Cash 

Discounts 
„ Balance . 

c/d 

£ 

4a3 

z8 

77 

£S 90 

£330 

77 


Dr. 


Branch Cash 



Cr. 


To Branch Debton. 


£ 

433 

■ 

By Remittances to H.O. 


£ 

4*0 


„ CashSalea. 


*5 


„ Balance . 

c/d 

y> 




m 

■ 



£430 


To Balance 

b/d 

-1 

Hi 





Branch Profit and Loss Account Cr. 


To Bxpenaea (detailed) . 
.. Net Profit to General 
Profit and Loss 

Account 


137 


By Groaa Profit trom 
BranchStock Account 


£ 

443 



£243 




£<45 
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(fi) Whm Goods are Invoiced at Selling or Loaded Price, 

The second manner of dealing with the Stock and Debtors method 
is to invoice goods to the branch at loaded prices, either at selling 
price, or at a price which represents cost plus a percentage. 

Where the goods sent from head ofi&ce are invoiced to the branch 
at selling price, the cash remitted and retained, plus the closing 
stock, should equal the total of the opening stock and the goods 
invoiced, less returns. An efficient check may thus be kept on the 
branch manager. 

The suitability of this method must depend on circumstances, 
the chief of which are — 

(1) Type and size of the business ; 

(2) Stability of prices, buying and selling, quantities and qualities, 
particular regard being paid to storage facilities ; 

(3) Tile number of diherent classes of goods handled ; 

(4) The degree of variability in gross profit rates, particularly 
where goods purchased cannot be returned, e.g. newspapers ; 

(5) Whether price reductions are required or usual through end 
of season sales, change in fashions, perishable goods, etc. 


The advantages of the method are — 

(1) Efficient check on stock and receipts from sales, especially 
where goods are sold at absolutely fixed prices ; 

(2) Even where many lines are dealt in, the method will be 
helpful as a check, although not so close as in (i) ; 

(3) As the stock (at selling price) is known at any time, interim 
accounts can be prepared without the need for approximating stock ; 

{4) The Branch Manager need not be informed of the cost price. 

The disadvantages are — 

need for pricing out all lines at both cost and selling price, 
although many large firms do not attempt a strictly accurate result 
and pnee out by sampling only; 

(2) The method is useless where goods are perishable or deteriorate 
quickly, or where selling prices are not fixed or wide discretion as to 
prices IS given to Branch Managers. 


^The filing price method is adopted where the goods are sold at 
certain fixed pnees, e.g. proprietary articles, whereas the ''percentage 
^ cost xnethod is adopted where the selling price cannot be rigi(Uy 
aetermmed beforehand, or where the goods are of a mixed type, e.g. 
costumiers, greengrocers, and butchers. Where the loaded price 
adopted the ^oks kept by the branch wiU be memoran- 
es^ntial double entry book-keeping being done by the 
head office. Three accounts will be kept in the head office books— 

S Branch Stock Account. 

Goods sent to Branches Account. 

Branch Adjustment Account. 

K* Amount deals with all goods received, returned, 
and sold by the branch, whereas the Branch Adjustment Account 
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is in efiect a Brandi Trading Account. These accounts seem 40 
cause students a considerable amount of difficulty, but if thdr 
functions are thoroughly understood no difficulties should arise. 

When goods are sent to the In'anch, Branch Stock Account is 
debited with the full invoice price of the goods, the cost price being 
credited to a Goods Sent to Branches Account and the loading 
(i.e. the dhference between the cost price and the invoice price) 
credited to the Branch Adjustment Account, it being in effect 
the anticipated profit that be made by the branch on the sale 
of these goods. The converse entries will be made for returns by 
the branch to the head office. Alternatively, the goods may be 
credited at the invoice price to the Goods Sent to Branches Account 
and rj^tums from branch to head office debited thereto at full invoice 
price,- the net loading being transferred in one sum to the Branch 
Adju^toent Account at periodic intervals. 

Illustration. A, Ltd., sends to its Oxford branch goods costing 
£150. .They are invoiced at selling price, £200, being 33J per cent 
on cost. Goods £40 are returned to head office. The entries show- 
ing the record of these transactions in the head office books are — 


Oxford Branch Stock 





. Dr, 

200 

Goods sent to Branches 





. Cf. 

150 

Oxford Branch Adjustment 





. Cr. 

50 

Goods sent to Branches 





. Dr. 

30 

Oxford Branch Adjustment 





. Dr. 

10 

Oxford Branch Stock 





. Cr. 

40 

Or alternatively — 







Oxford Branch Stock . 





. Dr. 

200 

Goods sent to Branches 





. Cr. 

200 

Goods sent to Branches 





. Dr. 

40 

Oxford Branch Stock 





. Cr. 

40 

Goods sent to Branches 





. Dr, 

40 

Oxford Branch Adjustment 





. Cr. 

40 


It will be seen that in each case the credit balances are 3^x20 
on Goods Sent to Branches Account and £40 on Oxford Branch 
Adjustment Account, being cost price of goods sent dess returns), 
£120 and loading of £40. The latter is 33^ per cent of £120, or 25 
per cent of £160. 

At the end of the accounting period. Goods Sent to Branches 
Account will be closed off by a transfer to Purchases Account in 
order that the Head Office Trading Accoim^ may show the true 
figure in respect of head office purchases. 

Th^ branch will periodically send details of sales effected to the 
head office accompanied by the cash in respect of such sales. From 
the information supplied, the head office will debit cash for caiffi 
received in respect of sales, debit Branch Debtors Account in 
respect of credit sales (if any), and credit Branch Stock Account 
mm the total sales. 
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At the end of the accounting period, the balance of Branch Stock ' 
Account will be brought down to the debit of that account. This 
figure represents the amount of stock at loaded price held by the 
branch. This figure must be reduced to cost for the pui^oses of 
determining the profit, and this result is achieved by debiting the 
Branch Adjustment Account above the line and crediting it below 
the line with the amount of the loading on the closing stock, this 
being the uwcalized profit on the stock. In the Balance Sheet the 
balances of the Branch Stock Account and of the Branch Adjust- 
ment Account will be offset, the result being shown as Stock at 
Branches at cost. The balance on the Branch Adjustment Account 
will now represent the gross profit made by the branch during the 
period, and be transferred to Branch Profit and Loss Account. 

Illustration. B, Ltd., has a branch at Bristol. The firm deals in 
one standard article, the gross profit on which is 25 per cent on cost 
price. All goods are invoiced to the branch at selling price. All sales 
are for cash. The branch transactions for the year to 31st December, 
19.., are— £ 

Goods from Head Office at Invoiced Price . • 6,000 

Goods returned to Head Office at Invoiced Price . 100 

Cash Sales 4 » 90 o 

Stock on hand at 31st Dec., 19. ., at Invoiced Price 1,000 

All cash is remitted to the head office weekly. The Bristol Branch 
Stock Account, the Bristol Branch Adjustment Account, and the 
Goods Sent to Branch Account will appear in the head office books 
as follows — 


Bristol Branch Stock Cr. 


Dec. St 

To Good! 


6,£)o 

19.. 
Dec. 31 

By Returns . 

„ Sales — Cash . 

„ Balance . 

c/d 

£ 

zoo 

4.900 

z,ooo 




£6,000 




£ 6,000 

*9 • 
Jan. z 

To Balance 

b/d 

Z ,000 






Bristol Branch Adjustment Account Cr. 


Dec.sx To Branch stock AooountI Dcc%i By Branch Stock! 

ao%ra rzoo . Account^ 

„ Gi^Proat tr^enred ao% on £6,000 x,too 

to Branch Profit anidi » 

Loaa Account . 

„ Balanoi— 

ao% on £z,ooo c/d 


980 
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Dr . 

Goods Ssnt to Branch 

Cr . 

19 ' 
Dec. SI 

To Btaach Stock Acocmnt| ^ Deo. 31 By Bilttol Braadh Stookl 

— Returnfl 80 

„ TranifertoHeadOfficel 

Porchafet Account 4,7*0 

X 


|<C 4 .«oo 

|£4.®oo 

In the Balance Sheet the stock at branch will be shown 

at cost. 


i.e. £i,ooo - {;zoo = £&oo. It must be remembered that if goods are 
loaded at 25 per cent on cost price, it is necessary to deduct 20 per 
cent from the loaded figure, i.e, selling price, to find the cost price. 
In questions of this t3rpe, students must exercise great care in the 
conversion to cost or selling price. If the question states the load- 
ing in terms of the cost price, it can easily be converted into a 
percentage on selling price, as in the above illustration. In loading 
up from cost to selling price (i.e. to find the amount to charge up 
to the branch) the increase must be in terms of cost price, whereas 
in loading down" (i.e. to obtain the internal profit to transfer to 
Branch Adjustment Account) the decrease must be in terms of 
selling price. 

In the above illustration the gross profit shown on the Branch 
Adjustment Account can be proved from the fact that the sales of 
the branch are £4,900. The rate of gross profit on sales is 20 per 
cent ; therefore, the gross profit is £980. 

Branch Expenses. It will usually be found in cases of this type 
that the branch will be allowed to make certain small payments on 
its own account. These may be dealt with in two ways — 

(1) On the imprest system, cash being sent each week to the 
branch in respect of the past week's expenses. 

(2) By allowing the branch to deduct the expenses from the cash 
received. In such cases it will be necessary to open a Branch 
Cash Account, to which all cash sales will be debited, the credit 
for which will appear in the Branch Stock Account. All expenses 
paid by the branch must be credited to this account and debited 
to a Branch Expenses Account. Finally, the cash remitted will be 
credited to the Branch Cash Account. If no money is retained, the 
Branch Cash Account will balance; should any cash be retained, 
it will be equal to the debit balance on the account. 

Illustration. Cash sales by branch are £2,000, of which £200 has 
been utilized in payment of expensesand£i,78o remitted. The Branch 
Cash Account will appear in the Head Office books as follows — 

Dr . Branch Cash Cr , 


To Sale*— 

Branch Stock Account 


£ 

a,ooo 


By Bzpenaea— 

Branch Bspanaea 
Account . 

„ Head Office Account 
Balance . 

o/d 

£ 

mo 

»,7«o 

CO 



£m/>oo 





To Balance . 

hfd 

*0 
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Where the branch makes, in addition to cash sales, a nmnber 
of credit sales, the branch will usually keep Memorandum Sales 
Ledgers. In the head office books, the total of the credit $|les iirill 
be credited to Branch Stock Account and debited to Branch 
Debtors Account. Converse entries are required for returns to 
Branch by its customers. The cash received from each branch must 
be split into two portions, that relating to cash sales being posted 
to the credit of Branch Stock Account and that relating to credit 
sales to the credit of Branch Debtors Account. Thus the balance on 
the Branch Debtors Account should always equal the total of the 
individual balances shown on the accounts in the Memorandum 
Ledger kept at the branch, subject to adjustment for bad debts, 
discounts, and allowances. 

Illustration. A opens a new branch at Brighton to which all goods 
are invoiced at selUng price, the gross profit being 25 per cent on 
sales. For the year to 31st December, 19.., the branch has the 
following transactions — 


Goods from Head Office (cost price) 6,300 

Goods returned to Head Office (invoice price) . 800 

Cash Sales ....... 4,000 

Credit Sales ...... 2,000 

Cash received from Debtors .... 1,600 

Cash remitted to Head Office by Branch . 5.300 

Expenses paid by Branch .... 300 

The accounts in the head office books will be as follows 

Dr. Brighton Branch Stock Cr. 


Dr. Brighton Branch Stock Cr. 


Om.sz 

To Goods MOt to Branches 
Aooount^ 


£ 

8,400 

Dec. 3 x 

By Returns . 

„ Cash Sales 

Credit Sales 

„ Balancs . o/d 

L 

4.000 

5.000 
Z.600 




if8,4oo 



|jC 8.400 

i».‘ 1 
Jaa. i 

To Balancf 

b/d 

1,600 




Dr. 

Brighton Branch Adjustment Accovi 

Cr. 

rJ?*' 

Dec.sz 

To Transfer to Brsnch 
Profit and Loss 
Account- 
Gross Profit* 

„ Balance— 

*5% ou £x»6oo 

c/d 

£ 

rjoo 

400 

M 

• . 

By Goods tent tol 
Branchse Afioount. 

£ 

1*900 




£x.9oo 

Jan. z 


|£»»900 





By Balance . b/d 

400 


‘ i.e. 23 iw cent on seUing price = 33} per cent on cost price; i.e. ^£6,300 
-h £2.100 £8,400. ^ 

■ U. 25 per cent on Sales, £6,000. 
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Dr. Goods Sbnt to Branchbs Cr. 



xg.. 

Dec. 3X 


To Brfgfhton Branch Cash 
Account 


£ 

SCO 


Dr . Brighton Branch Cash Cr. 


zg.. 

Dm.sz 

To Brighton Branch Stock 
Account : Cash Salaa 
M Brighton Branch 
Debton 


i 

4,000 

z,6oo 

*9.. 

Dac. gz 

By Brighton Branch Bx- 
penaet Account 
„ Head Office 


i 

goo 

5.300 




£ 3 .«oo 




£5,600 










Note. If £so cash had been retained by the branch to meet current expendi- 
ture, there would be a balance (debit) of OQ the Branch Cash Account, the 
amount of caidi remitted to the Head Office beizig reduced to £s,2,$o. 


The cost plus percentage method will be treated in exactly the 
same manner so far as the accounts are concerned, but there will 
almost inevitably be a discrepancy between the balancing figure on 
the Branch Stock Account and the actual stock in hand. The treat- 
ment of these and other difEerences will now be dealt with, it 
being siinilar whether the cost plus percentage or the selling price 
system is in force. 

G^iods in Transit. Where goods are lost in transit the head office 
accounts will, where the loss arises in the transit to the branch, be 
adjusted by debiting the cost price of the goods to a special account, 
called Goods Lost in Transit Account, and the loading to Branch 
Adjustment Account, the total loaded price being creditra to Branch 
Stock Account. At the same time the transfer from Goods Sent to 
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Branches Account in respect of the cost price of the goods sent (and 
lost) should be edited to Head Ofl&ce Pinchases Account. If the 
loss is covered by insurance, the amount in Goods Lost in Transit 
Account will be transferred to the debit of the Insurance Company, 
otherwise the loss will be debited to the Branch Profit and Loss 
Account or the Head Ofl&ce Profit and Loss Account, according to 
whether the branch or the head ofl&ce is at fault. 

Illustration. Goods costing £1,600 are sent to branch, loading 
being 20 per cent of selling price (or 25 per cent of cost). During 
transit the whole consignment is lost. Show Ledger entries in the 
bead ofl&ce books. 

Head Ofhee books — 

Dr. Branch Stock Cr. 


To Goods 

1 


1 


1 

c 

400 

1,600 


■ 




■ 

£0,000 


■ 

■B 

■Hi 


■ 



Dr. Goods Sent to Branches Cr. 


To Broach Adjustment 
Account 

„ Head Office Purchaaes 
Account 


£ 

400 

x,6oo 


By Branch Stock Account 


£ 

c.ooo 



£a,ooo 




£3,000 










Dr. Branch Adjustment Account Cr. 



To Brmfiek Stock Accouni — 
fc Good* lost in transit 


£ 

400 

1 

By Goodisentto 

Branchea Account. 


£ 

400 


i i.-_J 

Dr. 

Goods Lost in Transit 

Cr. 

m 


■ 

£ 





m 


■ 

1,600 






The adjusting entries are shown in italics. 

Where the goods are lost in transit from the branch to the head 
oflftce, the entries will be made as for returns from branch (as if they 
^d actually reached the head ofl&ce), and the loss recorded by debit- 
ing Goods Lost in Transit Account and crediting Trading Accoui^t 
with the cost price of the goods under the heading of Stock. A 
transfer from Goods Lost in Transit Account will be made to 

^ If fully iusurod, this amount will be transferred to the debit of the Insur- 
j. Company ; otherwise to the debit of Branch Profit and Loss Account 
^ C^ce Profit and Loss Account. 
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the Insurance Company if the loss is covered by insurance, other* 
wise the loss will be debited to the Branch Profit and Loss Account 
or the Head Office Profit and Loss Account. 

Illustration. Goods costing ;fi, 6 oo are sent to branch, loading 
being 20 per cent of selling price. The whole of the goods are 
returned to head office, and during reconveyance are lost. Show 
Ledger entries in the head office books. 

Head Office books — 


Dr. Branch Stock Cr. 



To Goods sent to Branches 


£ 

3.000 


By Retnmt . . 


£ 

a,ooo 


■ 

Dr. 

Goods Sent to Branches 


Cf. 


To Branch Stock Ac- 
count — 

Goods returned 


£ 

3,000 


By Branch Stock Ac- 
count — 

Goods sent . 


i 

3,000 



Dr. 

Goods Lost in Transit 


Cr. 


To Trading Account 


x,6oo 





Dr. 

Trading Account {includes) 


Cr. 






By Stock lost in transit . 

1 



Handling Charges. Where the head office charges out goods to 
the branch loaded with a nominal percentage to cover cost of 
handling, the same principles, as already outlined, are applicable. 

Illustration. A limited company has its head office in London and 
a branch in Birmingham. The head office supplies the branch with 
all its goods, which are charged out at cost, plus 10 per cent to cover 
the cost of handling. 

The branch sales are for cash, and no provision is made in the 
system of book-keeping for credit sales at the branch, but in actual 
practice limited credit is given in a few selected cases. All takings 
are paid into the bank for the credit of head office. 

Show how the following items relating to the branch would 
appear in the Head Office Ledger, and close off the accounts 
concerned — , 


Stock — zst January, 19 . . (at cost to Branch) a.aoo 

Cash received from Debtors during the year 20.000 

Debtors— zst January, Z9 80 

Goods sent to Branch during the year (at cost to Head Office) z^.ooo 
Debtors— '3Z8t December, Z9.. .... zoo 

Stock — 3zst December. Z9 . . (at cost to Branch) 1,980 
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Head Office booka— 

Dr. BnuUMGRAM Branch Stock Cf. 



■9.. 
/M. 1 

DsaSl 

Tfi BmUmst 
» SalM . . • 

bid 

^ SO 

20,020 

Dec. 3Z 

By Cash . 

„ Balances 

c/d 

£ 

10,000 

zoo 

19 .. 
Jaa. X 



)Cao»zoo 




£ 30,100 

To Balanoes 

hid 

lOO 






Df. 

Goods Sent to Branch (Birmingham) 

Cf. 

Doc. 31 

To Purchases Account. 

„ Blrznlngham Branch! 
Adjustment Ac-' 
count 

19. . , 

14,000 Dec. 31 By Birmingham Branch 
St^ Account 

1,400 

£ 

15,400 



£15.400 

£15.400 

Df. 

Birmingham Branch Adjustment Account 

Cf, 


.d»- 
Dm. SI 

To TMing Account — 
10% on cost ot 
Ckxxlssold 

„ Balance, being 10% 
of £x,8oo . 

W 

c/d 

£ 

1,430 

iSo 

19. . 
/an. J 
Dec. 31 

By Balanet 
„ Goods sent to 
Branch (Birming- 
ham) Account 

bid 

1.400 




£1,600 




£1,600 





19.. 
Jan. 1 

By Balance 

■ 

iSo 


Noi$. Items in italics are opening balances. 


Reconciliation of Profit — 

Cost of the goods sold — 


Beginning Stock 

2,000 

Plus Transfers 

14,000 


16,000 

Less Dosing Stock 

1,800 

Cost 

;fi4.aoo 

Sales 

30,030 

Cost 

14,300 

Profit [see (a) and (6) ] 

£5.8ao 


The profit is made up of items marked (a) and (6) above. 
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The item of £1420 will be credited to the appropriate apf^unt 
recording the handling charges. 

It should be remembered, in dealing with the accounts of subse- 
quent periods, that the balance on Branch Adjustment Account at 
the end of the preceding year must be duly taken into account. 

Illustration. Goods are invoiced in the first year to a new branch at 
£2,400, being cost price plus 20 per cent on cost. The sales by branch 
are: cash, £210 ; credit, £1,800. The stock on hand at loaded price 
is £390. Bad debts written off are £200, and discounts allowra to 
debtors, £50 ; £1,300 is received from debtors, and all proceeds are 
remitted to head ofi&ce intact. 

In the second year goods costing £1,440 are sent to the branch, 
whi^e total sales are £1,980 (£100 ca^ sales). The stock on hand at 
loaded price is £108. Discounts allowed to debtors are £100. £50 
cash received h^ not yet been remitted by the branch. Closing 
debiors, £130. There is a discrepancy between the balance on the 
Branch Stock Account and the actual value (at selling price) of 
the stock in hand, the Branch Stock Account recording £30 in excess. 

Show Ledger Accounts in the head office books. 

Head Office books— 


Dr , Branch Stock Cr. 


Year x 

To G ooda sent t o 
Branches Account . 


£ 

2,400 

Year x 

BySalee— 

Branch Cash 
Account . 
Branch Debtors 
„ Balance . . 

c/d 

£ 

sio 

x,8oo 

390 




£2,400 




£2,400 

Year a 

To Balance 

„ Goods sent to 
Branches Account . 

b/d 

390 

i,7a8 

Year 2 

By Sales— 

Branch Cash 
Account . 
Branch Debtors 
„ Branch Stock Short’ 
age Account . 

„ Bailee . 

c/d 

xoo 

x,88o 

SO 

xo8 




£2,xx8 




£3 ,xx 8 

Years 

To Balance . 

b/d 

X08 






Dr , 


Goods Sent to Branches 


Cr. 


Year x To Branch Adjustment 
Account 

„ PuFchasei (or Trading) 
Account « 


Year a To Branch Adjuatmant 
Account 

„ Pnrehaaea (or Trading) 
Account « 



fa, 400 


a88| 

Ii440 

iCx,7*8 


Yearx 


B7 Branch Stock Accountj 


£ 

*.400 




Year a ByBranchStoekAo 



400 

Dr, 
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Brakch Adjustment Account 


Cr, 


Year i 

To Branch Profit and Lore 
Account 
w Balance . 


£ 

333 

65 

Year i 

By Goods sent to 

Branches Account . 


1 1 




£400 




£400 

Year » 

To BfiOHck StoeA Shortage 

Branch Profit and Loss 
Account 
„ Balance . 


5 

330 

18 

Year 2 

By Balance . 

„ Goods sent to 

Branches Account . 

b/d 

65 

288 




£353 




£353 





Years 

By Balance . 

b/d 

x8 

Dr. 


Branch Debtors 


Cf. 

Year x 

To Branch Stock Account 


£ 

1,800 

Year i 

By Branch Cash Account 
„ Bad Debts 
„ Discounts. 

„ Balances . 

c/d 

£ 

1,300 

200 

50 

230 




m 




£1,800 

Years 

To Balances . 

„ Branch Stock Account 

b/d 

250 

1,880 

Year 2 

By Branch Cash Account 
„ Discounts. 

„ Balances . 

c/d 

1,900 

xoo 

130 




£«.I 30 




£*,130 

Year 3 

To Balances . 

b/d 

X30 





Dr. 


Branch Cash 



Cr. 

Year i 

To Branch Debtors 
„ Branch Stock Account 


£ 

J,300 

210 

Year i 

By Head Office 


£ 

1,3x0 




£1,5x0 




£1,510 

Year a 

To Branch Debtors. 
t, Branch Stock Account 


1,900 

100 

Year 2 

By Head Office 
„ Balance . 

c/d 

1.950 

50 




£2,000 




£2,000 

Years 

To Balance 

b/d 

50 





Dr. 

Branch Stock Shortage Account 


Cr. 

Year a 

To Bfmneh Stock Account. 


^.0 

Year 2 

By Branch Adt^uctment 
Accounni 

Brunch Profit mnd 
Lott Account, 


1 ^ 

26 








£30 


The groae profit «« 20% of cost or i 6 t% of selling price. 

Ht year: t X /a.oio - £335. 
zad year: | x ^1,980 =. ^330. 
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Double-cohunn Method. Instead of maintaining separate Bia;Bch 
Stock Accounts and Branch Adjustment Accounts, it is possible to 
open one account ruled with double columns, one to record the 
goods at the loaded or selling price (which is merely memorandum, 
the entries therein not being part of the double entry system), and 
the other to record the double entry detail, including the pur- 
chases and stock figures at cost price and the sales at selling price 
in the ordinary way. 

Illustration. The Bristol branch of A, Ltd., to which goods are 
invoiced at 25 per cent above cost, has the following transactions 
for the year to 31st December, 19. . — £ 

Stock on hand at ist January, 19 1,000 (invoice price) 

Stock on hand at 51st December, 19. . . 4,600 ( 

Gbods from Head Office during year . 20,000 ( 

Sales for year ..... 16,400 

Diteounta allowed .... 400 

Caah remitted to Head Office during year 16,000 

The Double-column Branch Account will then be as follows — 


Dr. Bristol Branch Cr, 



The other accounts require no special comment. 

The employment of the Branch Adjustment Account method will 
produce an identical result, thus — 


Dr. 


Branch Adjustment Account 


Cr. 


X9-. 

Dec. 31 To Branch Profit and 
Loss Account 
r*o% on £16,400} 

„ Balance . .c/d 

[ao% on £4,600] 


£ 

3,s8o 



By Balance 

„ Goods lent to Branchea 


Account 


930 





Any difference in the stock arising duri^ the year would be 
inserted in the invoice column at its nominal selling value, the 
actual amoimt when discovered being inserted in the main column 
and from there transferred to a special loss account or to Profit and 

^ This item (if the loaded price vmre charged to Branch) would be offset 
against the Stock of £4,600, leaving a net figure of ;£3,68o. 
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Loss Account unless covered by insurance, when the transfer would 
be made to the debit of the insurance company. (See page 427.) 


Attemathra Method^ 

Where the gross profit of a branch is not required to be ascer- 
tained separately, although the selling price is uniform, the pro- 
cedure is to employ a Branch Stock Account and a Goods Sent to 
Branches Account. No Branch Adjustment Account is possible, 
if the cost price of the goods sent to branches is not records. The 
method is as follows — 

I for Goods sent to Branch 
for returns from Branch 
I for Branch Sales 

I for returns to Branch 
I for closing Stock at selling price 
I for Branch net Sales 

j for closing Stock at selling price 

(8) The effect of the entries under (5) and (7) is to eliminate closing Stock from 
the accounts, so that closing Stock at cost will be introduced into the 
Trading Account in the ordinary way. 

(9) Any shortage of stock at the branch will be debited to Goods sent to 
Branches and credited to Branch Stock at selling price ; such loss being 
shown by debiting Branch Profit and Loss Account and crediting Branch 
Trading Account at c-ost. 

The employment of the two accounts mentioned above results in a 
check on stock. The two accounts are reciprocal except that the credit 
for Sales in the Branch Stock Account is reflected in a debit to branch 
debtors or cash, and the debit for sales in the Goods sent to Branches 
Account is reflected in the credit to Branch Trading Account. In other 
words, the net result is that the branch debtors or cash will be debited and 
the Branch Sales Account credited. The opening and closing branch stock 
at cost (or market value, if lower) will be brought into the Branch Trading 
Account in the usual way and the general Purchases Account will remain 
undisturbed, if the transfer figure is not disclosed in the question (see page 
427). Otherwise, Branch Purchases Account will be debited and general 
Purchases Account credited. 


(1) Debit Branch Stock at selling price 
Credit Goods sent to Branches 

(2) Reverse of (i) 

(3) Debit Cash or Debtors 
Credit Branch Stock 

(4) Debit Branch Stock 
Credit Debtors 

(5) Balance off Branch Stock at selling 

price 

(6) Debit Goods sent to Branches 
Credit Branch Trading Account 

( 7 ) Balance off Goods sent to Branches < 

1 selling price 


Illustration. Goods are sent to branch loaded with 33J per cent 
on cost, invoiced at £2,000, Branch Returns to head office, £200; 
Sales by branch, £1,870 ; Returns to branch, £470. Stock (at price 
charged to branch) £400. Show accounts in the head office books. 

Head Office books (the numbers in brackets refer to the foregoing 
rules) — 

Branch Stock Cr , 


To Goods 

M Roturat 



£ 

s,ooo 

4^ 


By Retimis . 

» Sales 
„ Balance . 

c/d 

£ 

too 

i»B7o 

400 




£»*47o 





To Bslaooe 


b/d 

400 
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Dr. Branch Tra&ino Account uCf’. 



To Parchawi^ 

„ GroM ProAt 


£ 

1.350 

350 


BySekf ,J,§rO 

Leaa Rstums . 470 

„ Stock 

(6) 

£ 

hdOO 

300 




£1,700 




£1.700 









Dr, 

Goods Sent to Branches 


Cr. 


To Retunu . . (a) 

„ Brtmch Trading and 
Profit and Loss 
Account. (6) 

„ Balance — Stock, (7) 

c/d 

£ 

aoo 

1,400 

400 


By Branch Stock (x) 


£ 

a, 000 




£0,000 




£•.000 






By Balance . . 

b/d 

400 

As the Branch Stock Account and Goods sent to Branches Account 

are self-effacing, the ordinary entries are 
tion of the Branch Trading Account. 

necessary for the prepara* 

Notes-- 

.. 







(1) Expenses ignored. 

(2) Percentage to be deducted from seUing price is 25 per cent [i.e. | of 
cost price » ^ of selling price] : therefore Stock is ;£400 less ;£ioo « 

If compiled in the usual way, the accounts would be — 



Dr, 


Branch Stock 



Cr. 


To Goods 
„ Returns 


£ 

a, 000 
470 


By Returns . 

„ Balance . 

c/d 

£ 

800 

1,870 

400 




|£ar 47 o 




|£a. 47 o 


To Balance 

b/d 

400 





Dr. 

Goods Sent to Branches 


Cr. 


To Branch Stook Acoount- 
Retunu. 

„ Purchaaea (or Trading] 
Account 

•, Branch Adjustment 
Account 


£ 

aoo 

1 .S 30 

450 


By Branch Stock Account 


£ 

8/100 




£8,000 




£8,000 










Goods sent less retunu, at seUing price— ^i, 8 oo, less ^450. 
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Branch Adjustment Account Cr. 



To Ikench Profit and 
Lois Account . 

„ Balance . 

c/d 

£ 

330 

100 


By Goods sent to 
Branches Account. 


£ " 

450 








£450 




■ 


By Balance . 

b/d 

xoo 

Dr. 


Purchases 


Cr. 



1 

■ 

■ 

By Goods sent to 
Branches Account. 

1 

£ 

1,350 

Dr. 

Branch Profit and Loss Account 

Cr. 






By Branch Adjustment 
Account 


£ 

350 


lUustration. Head ofl&ce invoiced to their Birmingham Branch 
during the year goods at selling price amounting to £7,400. The 
credit sales of the branch were £3,100 and cash sales £1,700. The 
branch returned £200 stock at selling price, and had returned 
from customers £100. The discounts allowed to customers by the 
branch amounted to £120. The branch remitted to head office 
^,860, being the amount of cash sales and receipts from customers. 
The beginning and closing stocks of the branch were £1,500 
(cost £1,120) and £3,900 (cost £3,270). The branch had debtors 
of £1,200 at the beginning and £1,920 at the end. Loss through 
pilferage was ascertained to be £100. (Cost £80.) 

The head office had beginning and ending stock of £13,000 and 
£17,000. The purchases (Zcss returns) and sales (less returns) during 
the year were £31,300 and £37,200. 

\Vrite up the necessary accounts to record the above in the head 
om(^ books by the foregoing method, and show the gross profit of 
the busmess for the year. 

Head Office books — 


Dr. 


To BiUnce 

,1 Good! fiom Head Officel 
Returns from Cus> 
tamers . 


To Belence 


Branch Stock 


Cr. 

b/d 1,500 

By Cash Sales 

£ 

1,700 

7,400 

„ Credit Sales . 

„ Loss through Pllfer- 

3,100 


■ • , 

„ Returns to Head 

xoo 


Office . ' 

soo 


„ Balance . c/d 

3,900 

,£9,000 

Wd 3,900 


£9,000 


* See rule 9, page 422. 
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Goods Sent to Branches 


To Retumi soo By Balance . 

„ Transfer to Trading Branch Stock 

Account . 4.700 Account 

Losa through Pilferage. zoo 

M Balance — Stock . . c/d 3,900 


b/d 1,300 


By Balance 


Wd S.900 


Branch Debtors 


To Balance . 

„ Credit Sales 


b/d 1,200 
3,too 


By Cash 
,, Discounts 
„ Returns . 
„ Balances . 


a, 160 
lao 
zoo 

c/d i,9ao 


To Balances . 


b/d 1,920 


Trading Account 


To opening 

Stock — 

Head Office 
Branch 

„ Purchases (net) 

„ Gross Profit to 
Profit and Loss' 
Account 


By Sales (neO — 
Head Office 
Branch 

„ Qosing Stock- 
Head Office . 
Branch 

M Loss of Stock 
by Pilferage^ 


A modification of this method is to use only the Branch Account 
(in place of Branch Stock, Branch Cash, and Branch Debtors 
Account) and Goods sent to Branch Account. Although it is pre- 
ferable to use the full accounts, the net result will be the same. 

The entries will be — 

(1) Debit Branch at selling price for transfers of Goods to 

Credit Goods sent to Branch Branch. 

(2) Reverse of (i) for returns from Branch. 

(3) Debit Cash | for remittances by Branch to 

Credit Branch J Head Of&ce. 

Exp«u«a (including Bad j expenses paid by Bmnch. 

Credit Branch 

(5) Bring down as balances on Branch Ac- 

count closing cash at Branch, Debtors, 
and Stock at selling price. 

(6) Debit Goods sent to Branch Rron^Vi QoIm 

Credit Branch Trading Account Sales. 

^ This item will be debited to the Profit and Loss Account, 
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(7) Debit Branch Expenses 1 ^or ^penses paid by Head 

Credit Head Office Cash j Office for Branch. 

(8) Bring down the balance of Goo(U sent to 

Branch Account which will offset 
Stock brought down in (5). 

{g] Closing Stock (having been eliminated as 
^own in (8) ) will appear in the final 
accounts at cost, subject to any pro- 
vision for lower value, in the usual 


way. 

(10) Debit Branch Profit and Loss Account I for amounts in debit in (4) 
Credit Branch Expenses j and (7). 

lUustration. During the year a Branch was opened and the fol- 
lowing particulars are ascertained — 


(1) Goods sent to Branch at selling price ..... 2,300 
(2! Goods returned by Branch at selling price . . .100 

(3) Closing Debtors, after deducting Bad Debts £so 200 

’4) Expenses paid by Branch ... . . 40 

5) Expenses paid by Head Office for Branch 170 

n) Petty Cash on hand 10 

\fj Closing stock at selling price 440 


Show Branch Account and Goods sent to Branch Account in the 
Head Office books. 


Dr. 


Branch 


Cr. 

To Goods^ . 

Ik 


£ 

2.300 

By Returns to H.O. 

„ Remittance to H.O 
„ Bad Debts 
„ Expenses 
„ Balances c/d — 
Goods! 

Cash . 

Debtors 

£440 

10 

200 

£ 

100 

1,460 

50 

40 

650 



£2.300 



£2,300 

To Balances b/d — 
Goods^ 

Cash . 

Debtors 

;£440 

10 

200 

650 




Dr. 

Goods Sent to Branch 


Cr. 

To Branch (Returns) . 

M Branch Trading Account : 

Sales .... 
H Branch Stock^ c/d . 

£ 

100 

1,760 

440 

By Branch (Transfer) . 

• 

£ 

2,300 



£2.300 



£2,300 




By Branch Stock^ b/d . 


440 


' At selling price. 
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The item iiio will not appear in the above accounta and the items 
cancel each other and stock at cost (or market value if less) will be demted 
to Branch Stock Account and credit^ to Branch Trading Account 

The debit to Branch Account for goods at selling price will« or should, 
equal the sum of the remittances and returns by Branch to Head Office, 
Bad Debts. Expenses paid, and the increase (or decrease) in the closing stock, 
cash and debtors. 

If there is an excess of debits over credits in the Branch Account, it will 
represent a deficiency (or a surplus in the converse case). 

If the accounts were written up in the ordinary way. they would be as 
follows (abbreviated in form) — 


Df. Branch Stock Cr. 


Goods (S.P.) 

\ 

i 

2.300 

Returns .... 
Credit Sales 

Stock (S.P.) 

i 

100 

1,760^ 

440 



Dn 

Debtors 

Cr. 


£ 


£ 

Branch Stock 

1,760 

Cash 

1,510 

' 


Bad Debts .... 

50 



Balance .... 

200 


Dr. 

Branch Cash 

Cr. 

Debtors .... 

£ 

1,510 

H .0 

£ 

1,460 



Expenses .... 

40 



Ba^ce .... 

10 

Dr. Branch Expenses 

Cr. 

Branch Ca^ 

£ 

40 



H.O 

170 




Differences in Balance of Stock. It will often be found in practice 
that there is a difference between the actual stock held by the 
branch and the balance shown by the Branch Stock Account, and 
the cause of such discrepancy must be ascertained before the differ- 
ence can be treated in the books. It may arise from many different 
reasons, some of which are— 

(1) Error in the percentage of loading. 

(2) The sale of tibe goods below or above the estimated selling 
pr^e. 

(3) Omission of returns and allowances. 

(4) Loss of stock (rain, fire, etc.), or theft. 

(5) Errors in stocktaking. 

^ Even if some of these sales were for cash instead of credit, the result 
would be the same. 
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(7) Debit Branch Expenses 1 ^or ^penses paid by Head 

Credit Head Office Cash j Office for Branch. 

(8) Bring down the balance of Goo(U sent to 

Branch Account which will offset 
Stock brought down in (5). 

{g] Closing Stock (having been eliminated as 
^own in (8) ) will appear in the final 
accounts at cost, subject to any pro- 
vision for lower value, in the usual 


way. 

(10) Debit Branch Profit and Loss Account I for amounts in debit in (4) 
Credit Branch Expenses j and (7). 

lUustration. During the year a Branch was opened and the fol- 
lowing particulars are ascertained — 


(1) Goods sent to Branch at selling price ..... 2,300 
(2! Goods returned by Branch at selling price . . .100 

(3) Closing Debtors, after deducting Bad Debts £so 200 

’4) Expenses paid by Branch ... . . 40 

5) Expenses paid by Head Office for Branch 170 

n) Petty Cash on hand 10 

\fj Closing stock at selling price 440 


Show Branch Account and Goods sent to Branch Account in the 
Head Office books. 


Dr. 


Branch 


Cr. 

To Goods^ . 

Ik 


£ 

2.300 

By Returns to H.O. 

„ Remittance to H.O 
„ Bad Debts 
„ Expenses 
„ Balances c/d — 
Goods! 

Cash . 

Debtors 

£440 

10 

200 

£ 

100 

1,460 

50 

40 

650 



£2.300 



£2,300 

To Balances b/d — 
Goods^ 

Cash . 

Debtors 

;£440 

10 

200 

650 




Dr. 

Goods Sent to Branch 


Cr. 

To Branch (Returns) . 

M Branch Trading Account : 

Sales .... 
H Branch Stock^ c/d . 

£ 

100 

1,760 

440 

By Branch (Transfer) . 

• 

£ 

2,300 



£2.300 



£2,300 




By Branch Stock^ b/d . 


440 


' At selling price. 
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The item ^£170 will not appear in the above acoounta and the items 
cancel each otlxer and stock at cost (or market valoe if less) will be deimt^ 
to Branch Stock Account and credited to Branch Trading Account. 

The debit to Branch Account for goods at selling price will, or ^ould, 
equal the sum of the remittances and returns by Branch to Head C^ce, 
Bad Debts. Expenses paid, and the increase (or decrease) in the closing stock, 
cash and debtors. 

If there is an excess of debits over credits in the Branch Account, it will 
represent a deficiency (or a surplus in the converse case). 

If the accounts were written up in the ordinary way, they would be as 
follows (abbreviated in form) — 


Dr. Branch Stock Cr. 


Goods (S.P.) 

i 



is 

lummuijl 

mSSm 

da 

Debtors 

Cr. 

1 

WBM 


£ 

Branch Stock 

BijS 

Cash 

1,510 

mu 

Bad Debts .... 

50 


B 

Balance .... 

200 


Dr. Branch Cash Cr. 



£ 


£ 

Debtors .... 

I.5IO 

H.O 

1,460 



Expenses .... 

40 



Balance .... 

xo 


Dr. 


Branch Cash 
H.O. . 


Branch Expbnsbs 


Cr. 


£ 

40 

170 


Differences in Balance of Stock. It will often be found in practice 
that there is a difference between the actual stock held by the 
branch and the balance shown by the Branch Stock Account, and 
the cause of such discrepancy must be ascertained before the differ- 
ence can be treated in the books. It may arise from many different 
reasons, some of which are — 

(1) Error in the percentage of loading. 

(2) The sale of the goods below or above the estimated selling 

pri^. 

n) Omission of returns and allowances. 

(4) Loss of stock (rain, fire, etc.), or theft. 

(5) Errors in stocktaking. 

^ Even if some of these sales were for cash instead of credit, the result 
would be the same. 
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Assuming that the balance brought down on the Branch Stock 
Account is £100 in excess of the physical stock held by the branch, 
and that the goods are loaded by 25 per cent on cost when invoiced 
to the branch^ the discrepancy being due to theft, ^ the^ real loss 
to the firm will only be £80, as 20 per cent of the invoiced price 
is loading. To bring this into account {a) the Branch Stock 
Account must be credited with £100, as must be done in all cases 
because the stock has "gone out/’ and as this stock is not in hand 
there must be no debit balance brought down in respect of it ; (6) 
Branch Stock Shortage Account must be debited with £80 (the 
actual loss) ; and (c) Branch Adjustment Account must be debited 
with the £20 loading (as this represents cancellation of anticipated 
profit which cannot materialize). 

The adjusting entries would be as follows — ^ ^ 

Branch Stock Shortage ..... Dr, So 
Branch Adjustment ..... Dr. 20 
Branch Stock ........ Cr, 100 

Alternatively, £100 may be transferred to the debit of Branch 
Stock Shortage Account and £20 transferred therefrom to the 
debit of Branch Adjustment Account. 

The claim (if any) against an insurance company in respect of the 
loss would be set off against the Branch Stock Shortage Account, 
and the balance of this account would be written off to the debit 


of Branch Profit and Loss Account. 




If the loss has arisen from a theft of cash. 

the actual 

loss is £100, 

and accordingly the entries are — 




(i) Where the cash has been entered : 

/ 


1 

Branch Cash Shortage 

Dr. 100 



Branch Cash 


Cr. 

100 

(2) Where no cash entry has been made 




Branch Cash Shortage . 

Dr. 100 



Branch Stock (cash sales) 


Cr. 

100 

or 

Branch Debtors (credit sales) 


Cr. 

100 


If the loss has arisen from bad debts, or discounts allowed 
to customers, the actual loss is £100, and the entries are — 

(1) Where no Debtors Accounts are kept, although credit sales 

are made — ^ ^ 

Branch Profit and Loss Account Dr. 100 

Branch Stock Cr, 100 

(2) Where Debtors Accounts are kept — 

Branch Profit and Loss Account Dr, 100 

Branch Debtors .... Cr, lOO 

If the loss has arisen from allowances made to customers, th^ 
actual loss is £100, and the entries are — z r 

Branch Adjustment .... Dr, 100 

Branch Stock Cr, 100 
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It may be that the balance shown by the Branch Stock Aqcount 
is less than the value of the actual stock (at sdling price) held % the 
branch. In the absence of any special reason, this will generally be 
due to the fact that the loading is insufficient to cover the full 
difierence between cost and selling price, and accordingly the 
estimated profit in the Branch Adjustment Account is understated. 
The correcting entry is to debit the full amount of the difierence to 
Branch Stock Accountand tocreditittoBranch Adjustment Account. 

In examinations, unless additional facts are given {vide infra), or 
the question specially deals with such differences, any profit or loss 
should always be transferred to the Branch Adjustment Account 
in the Head Office books, with a note as to alternative treatments. 

Where from information in a question the inference is that the 
branch may perform a certain amount of work on the goods received 
in respect of some of the sales, and there is more stock in hand (at 
selling price) than is shown by the balance of the Branch Stock 
Account, a probable cause of the discrepancy is that the branch has 
charged customers for the proportion of the wages bill attributable 
to such work. 

Depreciation. Depreciation, where the Branch accounts are kept 
at the Head Office, will be recorded by debiting Branch Profit and 
Loss Account and crediting the particular Branch Asset. 

Illustration. Goods are invoiced to a newly-opened branch by head 
office at ^4,6 oo, representing cost plus 25 per cent. Returns to head 
office are £50 ; Branch Sales (cash), £4,230, all of which is remitted to 
head office except the sum of £400 for current trading expenses. 
Stock at end at selling price, £300. The head office has furnished 
cash for purchase of Fixtures, etc., £900. Expenses paid by head 
office on behalf of the branch, £100. Write £65 off fixtures and 


show accounts 

in the head office books. 



Dr. 


Branch Stock 


Cf. 


To Goods 

4,600 

By Retume . 

„ Sales 

„ Branch Adjuetment 
(or Stock Short- 
age) Account 
„ Balance . 

~ir 

50 

4i«ao 

c/d 300 



l£ 4 , 6 oo 


|£4»6oo 


To Balance 

b/d 300 



Dr. 


Goods Sent to Branches 

Cr. 



To Branch Stock Account: 
Retume. 

„ Branch Adjuatment 
Account 

„ Purchases (or Trading) 
Account 


£ 

50 

910 


By Branch Stock Account 


4,iso 




f4.«oo 




£4»goo 










480 

Dr. 


ACCOUNTANCY 

Branch Adjustment Account 


Cr. 


To Branch Stock Account:! 
Shortafo* 

„ Groat Profit to Branch 

Profit and Loatj 
Account 

,f Balance c/d 

846 

60 

By Goods Sent to 
Branches Account . 

„ Shortage of Stock (at 

Cpit) to Branch Pro- 
fit and Loaa Account*' 

t 

9x0 


£9 s6 





By Balance* . b/d 

60 


Df. 


ToSalM 


Branch Cash 

£ 

4.a30 

|£4,a30 


By Expenses* 

„ Remittances* . 


Cf. 

i 

|£4>sS0 


Dr. 


Branch Profit and Loss Account 


To Cash— 


£ 

Expenset (detailed) 


100 

„ Branch Expenses 


400 

„ Stock Shortage . 

„ Depreciation of Fix- 


16 

turaa 

„ Net Profit to General 


65 

Profit and Loss 
Account 


a 6 s 



1*46 





By Gross Profit 


Dr. 


Branch Fixtures 


To Cash, 


To Balance 



£ 

900 



£900 


b/d 

835 



By Branch Profit i 
Loss Account 
,, Balance . 


Cr. 

B46 


/84fi 

Cr. 


c/d 


65 

*35 

£900 


^ Sundry Adjustments. Where, as often happens, goods are con- 
signed to a particular branch by error, and are consigned therefrom 
to the branch to which they should originally have been dispatched, 
the transfer must be dealt with in the accounts of both branches. 
The goods should be considered as having been returned from the 
first branch to head office and re-consigned to the second branch. 

Illustration. £1,000 goods are inadvertently sent to "Branch A 
instead of to Branch B. Upon instructions from head office they 

* loading of 20% of £20 — /x 6 . 

* 20% of ^300. /o » A 

! ^ detailed Expenses Account would be opened. 

* Debited to Cash Account. 
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are sent direct from Branch A to Branch B. The entries theiffore 
are in Journal form — 

Goods sent to Branch A Dt, £z,ooo 

To Branch A Stock /i,ooo 

Branch B Stock JDr. :£z,ooo 

To Goods sent to Branch B ^1,000 

In certain circumstances (e.g. owing to locality) goods may be 
loaded up to different branches at different rates, e.g. the cost price 
may be loaded to Branch A at 10 per cent and to Branch B at 20 
per cent. Where such a procedure operates, particular care is 
needed in dealing with transfers from one branch to another because 
the goods are evaluated at different prices for each branch, neces- 
sitating a recalculation of the cost price and invoice price according 
to the loading required for the branch in question. 

H goods are sent to Branch A, loaded and charged to it at ^figure 
whteh is correct for Branch B (the branch to which the goods should 
originally have been dispatched), a simple transfer is made as 
already illustrated, because Branch B is by the transfer cor- 
rectly debited, while the incorrect debit to Branch A is exactly 
elimmated. If, however, goods are sent to Branch A (instead of to 
B) and loaded with the percentage applicable to A, the transfer to 
B upon the goods being re-direct^ to B will be effected as follows : 
(i) the incorrect debit to A will be credited to A (eliminating the 
original entries) ; but (2) the debit to B must be at the loaded figure 
applicable to B. In other words, in the first case the entries required 
caU fc»: no adjustment in price, as the price was already correct as 
regards B ; but in the second case the price must be adjusted, as it 
was incorrect as regards B. 

Illustration. There are two branches, A and B. Goods are con- 
signed to them at loaded figures of 20 per cent and 25 per cent on 
cost respectively. The invoices to the branches are £1,200 and 
£2,000 respectively. Included in the item £1,200 are invoices for 
goods costing £300, invoiced to Branch A at £360, which should 
have been invoiced to B. Sales are aU for cash, being A, £720; 
B, £1,500. 

Show the appropriate ledger entries in the head office books. It 
may be assumed that the closing stocks are correct. 

Df , Branch Stock Cr. 


To Goods aeot to 
Brano hea 
Accoimta 
„ do. do. 


To Balancaa . 



1 

£ 

{«) 

1,200 

2,000 


375 


£1,200 

£a»373 

b/d 

120 

875 


By Gooda aent to| 
Branchoa 
Acooont. 



Sdo 

yao 1,500 
xao ays 



. c/d 




Noiss. {a) The goods costing £^oo will be charged up to A at ^^300 -f J ■» ^360, 
and to B at /300 + i » £375- transfers from Gk)ods sent to Branches 
Accounts to Branch Adjustment Accounts are made in total as follows: 
For A, I {£13200 - £360) = £140 ; for B, J {£2,000 + £37$) « £473 [J of cost 
price w ^ of selling price and i of cost price ~ of selling price]. The balances 
carried down in the Branch Adjustment Accounts on the stocks outstanding 
are calculated similarly; A, B, The figures in the Branch Accounts 
are at selling price, therefore the ** loading down" fractions are respectively 
i and ^of selling price. 

(6) The gross profits are; (i) ^ of £720 = £120] (ii) ^ of ^1,500 = £300, 


Adjustments in Respect of Price Changes, As has been seen, the 
stocks at branches are shown at loaded prices, whether at selling 
price or at cost price plus a percentage, and consequently if there is 
to be an increase or a decrease in the selling price an adjustment 
must be passed through the books in respect thereof. 

The adjustments for price change may best be explained by the 
use of illustrations. 

Illustration, The balance of Branch Stock Account at ist January, 
19. is £ 2,200 (to represent a profit of 10 per cent on cost price). 
As and from ist January, 19. ., the price is to be increased so that 
there is to be earned a profit of 12^ per cent on cost price. Make the 
required adjustments. 

jDr. Branch Stock Cr. 


To B a l an o e b/d a,aoo 

„ BnuMb Adjustment 
Aoeouot f§ SeUlnc 
Mot AdJmtmB&t 


50 
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Cf. 


Dr. 


Branch Adjustmxnt Accoxjnt 


By BaUnoe . 

„ Branch Stoek 


b/d 


£ 

too 

50 


The old provision was — 

^ X selling price of 
or 

^ X cost price of. 

The new provision is — 

) X revised selling price of . 
or 

J X cost price of. 


£ £ 

2,200 B 200 

2,000 B 200 

2,250 B 250 
2,000 B 250 


The revised selling price is arrived at thus — 

G>st of Goods 
Loading of 12}% thereof. 


£ 

2,000 

250 


Revised Selling Price • 


£2*250 


Where the selling price is to be reduced reverse entries will be 
required, the Branch Adjustment Account being debited and the 
Branch Stock Account credited with the appropriate reduction of 
the provision on unsold stock. 

Illustration. Assuming the same facts as in the foregoing question, 
except that the new sellmg price is to be such as to give a profit of 
5 per cent on cost price, show the necessary adjustments. 


Dr. Branch Stock Cr. 



To Balance 

b/d 

£ 

a,30o 


By Branch Adjuatment 
Account r$ Selling 
Price Adjuatment . 


£ 

100 

Dr. 

Branch Adjustment Account 


Cr. 


To Branch Stock 


i 

xoo 


By Balance . 

b/d 

£ 

too 


The old provision was — 

^ ^ X selling price of 

V or 

^ X cost price of 

The new provision is — 

^ X revised selling price of 
Of 

^ X cost price of 


£ £ 
2,200 200 

2,000 B 200 

2,100 B XOO 
2,000 B XOO 
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The revised selling price is arrived at thus — ^ 

Cort of Good* 

Loading of 5% thereof . . . • 

Revised Selling Price . . • • ^2,ioo 

Hence, the Branch Stock Account must be reduced by £100 as 
must the Branch Adjustment Account. 

As the cost is in nowise affected, the above transfer will not alter 
the amount shown in the Balance Sheet, as before the transfer was 
made the stock would be shown as £2,200 less Branch Adjustment 
Account £200 = £2,000. After the adjustment it will appear as 
£2,100, less Branch Adjustment Account £100 = £2,000. 

Where there is an alteration in the cost price it may be that the 
branch is to earn the same rate of gross profit, or an altered rate 
(corresponding with the increased or decreased cost price), or the 
same amount of profit per quantity sold. 

The same principles will apply whether the alteration is an 
increase or decrease. The problem lies in the ascertainment of the 
AMOUNT that is to be transferred, as the book-keeping is simple, i.e. a 
transfer from Branch Stock Account to Branch Adjustment Account. 

A decrease in price will now be illustrated. 

Illustration. The following are the balances of the branch in the 
head office books at ist July — 

Dr. Branch Stock Cr. 


To BtlmoM 


b/d a , 000 


Dr. Branch Adjustment Account Cr. 

By Balance , b/d 400 

As on 1 st July cost prices have fallen by 20 per cent and selling 
prices are to be adjusted accordingly. Show accounts in the bead 
office books. 


Dr, Branch Stock Cr. 


To Baknoe 
„ Btaach Adjoat- 
meat Account. 

b/d 

3,000 

3,000 

330 

3,000 

By Trading Account 
„ Branch Adjuet* 
ment Account 
„ Balance . 

c/d 

330 

80 

x, 6 oo 

3*0 

3,000 

330 

x, 6 Bo 




£ 3 ^ 3 ^ 







ToBolanoe 

b/d 

X*doo 

3,000 

t, 68 o 



anBBB 

BBBiaSB 

asmsam 
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Dr. Branch Adjustment Account ;^r. 


To Brancih Stodc 
,, Balaooe 

c/d 

t 

320 

(|) 

720 

400 

By Balance . 

„ Branch Stock . 

b/d 

400 

400 

320 

400 




^|720_ 

1C400 



jC400 








By Balance . 

b/d 

320 

720 

400 


(а) If the selling price is to be reduced by 20 per cent and the rate 
of gross profit to remain the same. 

The cost is obviously ^i,6oo, therefore the revised ‘'cost'* figure 
is £ifi00y less 20 per cent of £ifioo, i.e. £1,600 -;£320 = £1,280. 
Hence, the revised selling price is £1,280 plus 25 per cent of £1,280 == 
£1,600. The amount of 25 per cent is added to cost because it is the 
eqviivalent of 20 per cent of selling price. Therefore the new loading 
will be 20 per cent of £1,600, or 25 per cent of £1,280, viz. £320. The 
transfer consequently will be — 

This will leave the branch stock at selling price at £1,600, and the 
Branch Adjustment Account at £320. 

In the B^ance Sheet the branch stock will be carried out at £1,280. 

Future loading will be 25 per cent of cost. 

(б) If the sell^ price is to be maintained at original. 

As the figure of £2,000 is the selling price no alteration will be 
entailed in the Branch Stock Accomit, but as the revised "cost" figure 
is, as has been seen, £1,280, the Branch Adjustment Account will 
be increased by £320, as the loading is now correspondingly higher. 
As the "cost** figure is reduced, the adjustment must be considered 
as a loss. 

The transfers consequently will be — 

Debit Trading Account, £320 : Credit Branch Stc^k, £320, 

Debit Branch Stock, £320 ; Credit Branch Adjustment Account, 

£320, 

The above entries may be curtailed by making the transfer with- 
out the intervention of the Branch Stodc Account, thus — 

Debit Trading Account, £320 : Credit Branch Adjustment Account, 

£320* 

In the Balance Sheet the branch stock will be carried out at 
£1,280, i.e. £2,000 (Branch Stock Account) less £720 (Branch 
Adjustment Account). 

Future loading will be of cost, i.e. 

|c) Where the same amownf of profit is to be earned on quantity sold. 

As the revised cost is £1,280 and the same amount of profit on 
sales is to be earned, the s^ing price must be £x,68o. Hence, the 
balance on Branch Adjustment Account remains imdisturbed and 
the balance on the Branch Stock Account wiU be reduced from 
£2,000 to £1,680. 
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The transfer conseqncntly will be — 

Debit Trading Account, ' Credit Branch Stock, ^320. 

In the Balance Sheet the branch stock will be shown at £1,280. 

Future loading will be of cost, i.e. 

The three results may be shown in summary form as on pages 

434 and 435. , , j • . 

In each case a book loss is entailed by virtue of the reduction in 

the value of the stock. 

The difference between the two accoimts is, in each case, £1,280, 
representing the revised cost figure of £i ,600 less 20 per cent thereof. 

The result in each case is shown as follows — 

(a) The Selling Price is reduced by 20 per cent (i.e. from £2,000 to £1,600), 
and the Branch Adjustment Account is £320, being the loading of 20 per 
cent on £z,6oo. 

(b) The Selling Price is maintained at the old figure, £2,000. 

(c) The old loading figure of £400 is retained in the Branch Adjustment 
Account. 

General Illustration. Barn & Sons are wholesale grocers with a 
head office (which is the warehouse as well as a selling department) 
and one branch. The control of buying and the accounting therefor 
are at head office. The branch sends weekly returns to head offee, 
from which the branch accounting is performed, and pays its own 
sundry expenses (including wages), for which it is recouped weekly. 

The general expenses at head offee are apportioned between the 
warehouse and the head offee selling department in the proportion 
2 : I. The warehouse charges out goods at 25 per cent on cost price. 
The handling charges incurred by warehouse are to be debited to 
the head offee and branch at a “load'* of 20 per cent of cost price 
of the goods sent to them. The transport costs are separately 
booked and charged to the head offee selling department at a profit 
of 10 per cent on cost, and to branch at competitive rates. 

The following are the details of the Head Offee Bank Account — 


Dr. Cr. 



£ 


£ 

To Balance .... 

1,000 

By Payments — 


„ Receipts from — 

H.O. Selling Dept. 

10,400 

General Ejmenses 
Transport Creditors 

2,700 

700 

Bnmch 

4.300 

Trade Creditors . 

8,000 


Sundry Expenses 

Z.680 



Warehouse 

420 


The following details are revealed from the branch returns and 


other books— 


^ Cosh Balance at commencement 
Sundry Expenses 
S«le»-^U:ndit .... 

Cash .... 
Eeceipts from Debtors. 


Head 

Office 

£ 

140 

1,2x0 

9,000 

1,900 

8,500 


-Branch 

£ 

60 

470 

4,800 

600 

3.700 
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i 

11,300 


4S7 




General Purchases 

Goo^ charged at sdling price from — 
Warehouse to Head Office 
Warehouse to Branch 
Transport costa to— 

Head Office .... 
Branch .... 
Closing Stock on hand — 

Head Office (Selling Price) 

Branch (Selling Price) . 
Warehouse (Cost Price) . 

Sundry Creditors (r« Transport) at end 


i 


9,000 

5,000 

440 

253 

100 

480 

3»ooo 

120 


The period relates to the year ended 31st December, 19. . . 
The balances at commencement of the year were — 


"Df. Cf. 



i 

i 

Sundry Assets — 



Warehouse ........ 

X.500 


Head Office ........ 

3*500 


Branch ......... 

1,000 


Stock — 



Warehouse (Cost Price) ...... 

3,000 


Head Office (Selling Price) 

2,000 


Branch (Selling Price) ...... 

1,000 


Bank ......... 

1,000 


Stock Adjustment Accounts — 



Head Office ........ 


400 

Branch ......... 


200 

Petty Cash ........ 

200 


Sundry Creditors (including l^oo r? Transport) 


5*400 

Sundry Debt Ors — 



Head Office ........ 

2,300 


Branch ......... 

500 


Capital ......... 


10,000 


£16,000 

]£i6,ooo 


From the foregoing information prepare accounts, ignoring any 
question of drawings and depreciation. 


Dr. Debtors Cr. 





H.O. 

Bnnch 




H.a 

Bnuiob 


To BtXmtu . 
„ Satot 

b/d 

9,000 

♦.800 


By Caih . 

„ Balancw 

cfd 

S^oo 

•,800 

£ 

3.700 

1,600 




iCxi.300 

£5.300 




£»*300 

£S »300 


ToBalaacoa. 

hfd 

Moo 

1,600 
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m 


Dr . ' Transpost Tkadino 



To Qott per Crediton 
Aocouat 

f, end IxMi 

Account: Tnne- 
port Profit . 


£ 

6 eo 

73 


3 y Heed Office ftspenses 
,, BmachExpeneei 


' £ 

440 

433 




£<93 


m 

1 

£693 




15— (B^s) 































440 

Dr. 


accountancy 


Cr. 


Petty Cash 





H.O. 

Branch 







To Bahneis 

b/d 

idO 








T 


X)r. Sundry Expenses Cr. 




1 

H.O. 1 

Branch 



■ 

H.O. 

Branch 


ToCash 

M Transport^ 

„ Warehouse* . 


1 

H 

1 

n 

1 

£ 

3.090 

£ 

x.Sas 

g 

£1.523 


£Wi 


[Expeases grouped under one head for convenience.] 


Dr. Stock Shortage Account Cr. 


ToBranchStockj By Profit and Lost 

Account . Account . 96 

„ Stock Adjustment 

Account . S4 

£t 90 £izo 


[Opening balances are in italics.] 

Profit and Loss Account 

Dr. for the Year ended 31ST December, 19. . Cr. 



1 H.O. 1 1 Branch! 1 


1 H.O. II Branch 

To Sundry 

Expenses 
„ General 
Expenses 
Stock ShortB(e| 

£ 

3.090 

900 

£ 

1.5*3 

96 

By Gross Profit . 

M Loss . . c/d 

a,z8o 

z,6zo 

1.080 

539 


£3,990 

£i,ex9 


£3.990 

£1.6x9 

To Loaa — 

H.O. . 
Branch 

b/d 

x,8zo 

539 

2.349 

By Profit on 
Transport' 

„ Over-alloca- 
tion 0 f 
Handling 
Charges' . 

„ Balano^ 

Net Loss 
to Capital 
Account , 


73 

•0 

a.2S^ 



£2.349 



£2.349 


The above gross profit may be shown in Memorandum Trading 
Acooimt fonn as follows. 

See notee on page 441. 
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Dr. 


M$morandum Tradino Account 
FOR TBB Year bndxd 31ST Dbcxhbbr, 19.. Cr. 


To stock 
„ Purehaies , 
GroMPtofit 


H.O. 

ifsoo 

7,300 

3,z8o 

Bxonch 

£ 

800 

4.000 

z,o8o 

£10,980 

1C5.880 




By Sales 
„ Stock 
„ Stock 
Shortage 


BLO. 

£ 

10,900 

80 


£10,980 


Bnuach 

£ 

5»400 

SS4 


£5.880 


Balance Sheet as at 31ST December, 19. 


Fixed Afiseta— 


Credlton — 



Sundry — ^Warehouse 

1,500 


Trade 

8,400 


Head Office . 

3.500 


Transport 

130 

8,530 

Branch . 

1,000 

6,000 

CaplUl— 

Balance — ist January, 19. 


Current Asset*— 



10,000 

3,356 


Stock — ^Warehouse 

3,000 


List net Loss . 


Head Office 

80 



7.744 

Branch . 

384 

3.484 




Debtors — ^Head Office . 

s,6oo 




Branch . 

x,6oo 

4.400 




Bank .... 
Petty Cash— Head Office 

140 

3,300 




Branch 

60 



Notes — 

(1) The Stock in the Balance Sheet is shown at cost, and will be the 
difference between the Stock at selling price and the Stock Adjustment 
Account, i.e.— H.O. Branch 

£ £ 

Stock 100 480 

Less Stock Adjustment Account . . 20 96 

£80 £384 

{2) The handling charges are £2,220 as shown in General Expenses, but 
the “load" to Head Office and Branch is 20 per cent of the cost price of the 
goods, i.e. — £ 

20% of £7,200 to Head Office .... 1.440 

20% of £4*000 to Branch 800 

£2,240 

There is, therefore, an over-allocation of £20, 

(3) The profit on transport is made up of — £ 

(a) zo% of ;£400 [i.e. ^ x £440] charged to Head Office . . 40 

(b) Profit on £220 charged to Branch [i.e. £253 - £220] . 33 

{c) I.e. cost of £620 charged out at £693. . . . £73 

(4) The true loss on stock shortage is of £120 >- £96 
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WHERE THE BRANCH HAS FULL SYSTEM OF 
DOUBLE ENTRY 

Each branch will maintain a separate set of double entry books, 
the connection between the branches and the head office book-keeping 
system being maintained by means of — 

(1) A Branch Account in the head office books. 

(2) A Head Office Account in the branch books. 

The Head Office Account in the branch books will be analogous to 
the Capital Account of an ordinary business, the balance usually 
being on the credit side. 

The branch is considered as a definite accounting imit, the results 
of whose operations will be disclosed by a Branch Profit and Loss 
Account and Balance Sheet drawn up on ordinary principles. 

The first entries made in the branch books will usually be the 
purchase of certain fixed assets, e.g. shop counters and shelves, with 
money supplied by the head office. Upon receipt of the cash from 
the head office, cash will be debited and Head Office Account 
credited, and when the assets are purchased the Asset Accounts will 
be debited and cash (or creditors) credited. In the head office books 
the entries will be a debit to Branch Account and a credit to cash 
for the money remitted, no cognizance being taken of how such 
cash is expended by the branch. 

Upon the dispatch of goods by the head office to the branch (the 
goods usually being invoiced at cost price plus a small charge for 
handling, etc.), in the head office books Goods Sent to Branches 
Account will be credited and the Branch Account debited with the 
invoiced price of the goods. In the branch books. Purchases Account 
will be debited and Head Office Account credited. Returns of goods 
will be treated in exactly the reverse way, viz. : in the head office 
books the Goods Sent to Branches Account will be debited and 
Branch Account credited ; and in the branch books the Head Office 
Account wrill be debited and Purchases or Purchases Returns Account 
credited. In the head office books the Goods Sent to Branches 
Account will be closed off at the end of the accounting p>eriod by a 
transfer to the credit of Purchases or Trading Account; though 
strictly the small loading in respect of handling should be credited 
to the account recording the handling expenses and the balance 
only transferred to Purchases Account. Remittances by the branch 
to the head office in the books of the latter will be debited to the 
Cash Account and credited to the Branch Account; in the books 
of the branch such remittances will be debited to the Head Office 
Account and credited to the Cash Account. 


The reverse procedure is necessary for remittances to the b ran ch 
the head office. 

AH the purchases and sales of the branch from, and to. outside 
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its own Profit and Loss Account and Balance Sheet, and if a profit is 
made it wiD be transferred to the credit of Head Office Account, 
and if a loss to the debit of Head Office Account. A copy of the 
Branch Trial Balance, Profit and Loss Account and Balance Sheet, 
if such are prepared at the branch, will be sent to the head office. 
In the head office books, if a profit has been made, Branch 
Account will be debited and Branch Profit and Loss Account 
credited. If a loss has been made, Branch Account will be credited 
and Branch Profit and Loss Account debited. When the trading 
results of all the branches have been obtained, the balance on 
Branch Profit and Loss Account will be transferred to the ordinary 
Profit and Loss Account. It can now be seen that the Branch 
Account in the head office books and the Head Office Account 
in the branch books will normally be in contraposition, i.e. they will 
show the same balance but on opposite sides, the bsdance on the 
Head Office Account in the branch books representing the net 
amoupt of assets that the branch possesses. Accordingly, when the 
head office prepares its Balance Sheet, the branch will appear often 
as a single account, as either a debtor or a creditor. But instead of 
showing the balance of the Branch Account as one item in the 
Head Office Balance Sheet, the detailed assets and liabilities of the 
branch comprising such balance may be substituted therefor. 

The following illustration incorporates all the above features. 

Illustration. A, a London merchant, has a branch in Manchester 
which trades on its own account. The following is a condensed sum- 
mary of the transactions of the branch for the year to 31st December, 


19... £ 

Purchases from Head Office ...... 16,000 

Purchases from outsiders — Credit 13*500 

Cash 4*500 

Sales — Credit 33,000 

Cash . . 27,000 

Cash received from Debtors 28,000 

Cash paid to Creditors . 9,500 

Expenses paid by Branch z 0,000 

„ „ „ Head Office for Branch 3,000 

Assets purchased at commencement of year t,ooo 

Cash received from Head Office . . 2,000 

Cash remitted to Head Office 28,000 


The branch prepares its own final accounts. Write off deprecia- 
tion at 10 per cent per annum. Stock on hand at 31st December, 
19. ., £6,000. Show Ledger Accounts in the Branch books. 

The Ledger Accounts of the branch are — 

Djf . Head Office 


To Cuh 
„ Balance. 

c/d 

asfooo 

xt ,900 


By Cash . 

„ Goods . 

„ Cash for Expenses 
„ Net Profit for Year 


£ 

MfiOO 

16,000 

},ooo 

zS,9oe 



^39,900 




i;39.9W 





By Balanos 

b/d 

11,900 
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To Head Office . 

,, Sundry Crediton . 
0 Caah 


x6,ooo 

13,500 

4.500 

■ 

By Trading Account . 


£ 

34*000 




£S4,ooo 

■ 



£34,000 


Dr. Sales Cr. 


To Trading Account 

1 

Q 

■ 

By Sundry Debtora . 
„ Caah . 


£ 

33.000 

27.000 


■ 





£60,000 


■ 

■ifi 

HH 





Dr. Sundry Creditors Cr. 



To Caah 
„ Balances 

c/d 

£ 

9.500 

4,000 


By Purchases 

By Balances 

b/d 

£ 

13,500 

£13.500 

£13.500 


4,000 

Dr. 


Sundry Debtors 


Cr. 


To Sales . 


£ 

33,000 


By Cash . . . 


sB.ooo 






„ Balances 

c/d 

5,000 




£33,000 




£33*000 


To Balances 

b/d 

5,000 






Dr. 


To Cuh 

,, Head Office . 


Expenses 

10,000 

3,000 


£13,000 


By Profit and Lost 
Account . 


Cr. 

£ 

13,000 

£13,000 


Dr. Sundry Assets Cr. 



To Cash 


£ 

1,000 


By Profit and Loss 
Account : Depre- 
ciation 
„ Balances 

c/d 

£ 

100 

900 




£1,000 




£1,000 


To Balances 

b/d 

900 





Dr. 



Cash 



Cr. 


To Head Office . 

„ Sundry Debtors 
„ Sales 


£ 

8,000 

a 8 ,ooo 

87,000 


By Sundry Assets 
„ Head Office . 

„ Expenses 
„ Sundry Creditors . 
„ Purchases . 

,, Balance 

c/d 

1,000 

s8,ooo 

10,000 

9.300 

4.300 
4,000 




£57,000 




£57,000 


ToBatinoe. 

b/d 

4.000 
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Df Stock 4 !». 

To Trading Account 


Branch Trading and Prort and Loss Account 
D f. FOR THB Yba^bndbd aisi^Dscm^R, 19., Cf. 


To PurohiSM 
„ Gnut Pxoflt . 

M 34.000 

o/d 3a,ooo 

BySaka 
., Stock 

60,000 

6,000 


£66,000 



To BxpeoMt 
„ Depreciation . 

„ Net Profit to Head 
Office Account 

13,000 

xoo 

18,900 

By Gfou Plofit . 

b/d 


£3a.ooo 


£33,000 

Branch Balance Sheet, as at 31ST December, 

19. . 

Head Office 

Sundry Creditors 

£ 

11,900 

4,000 

Cash 

Sundry Debtors 
Stock 

Sundry Assets 

Less Depreciation 

£ 

4.000 
. 5.000 

6.000 

£i,ooo| 

ioo| 

900 


£15.900 


£15.900 


Notes, The branch having no opening stock appears to be a new one, in 
which event the head office will have probably remitted an initial sum to 
set it going. 

The detailed accounts would actually be opened in the usual way, e.g. 
Debtors, Expenses. 

The Profit and Loss Account and Balance Sheet will be supplied 
to the head of&ce, or the ordinary Trial Balance with details of stock 
and adjustments. In the latter case, the head ofiice prepares the 
final accounts of the branch. The final accounts must be closed off in 
the books of the branch, the usual entries being made, except that 
the balance of profit or loss of the branch is (in the branch books) 
transferred to Head Office Account, being the equivalent of a 
Capital Account for book-keeping purposes. 

From the above information, the head office incorporates the 
results only of the branch operations through the instrumentality 
of the Branch Account in the head office books. The branch accounts 
themselves are not incorporated in the head office books, as they 
Wong to an entirely self-contained separate system of account- 
ings This point is important because students are apt to think 
because combined presentation of the Profit and Loss Account and 
Balance Sheet is possible, that these details appear in the head office 
books as part of the double entry. This is not so. The combination 
above-mentioned is simple and will be noticed presently, but the real 
connecting link is the reconciliation of the Branch Account in the 
head office books with the Head Office Account in the branch books. 
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Hence, and abnormal circumstances apart, the entries in 

the he ad o^e books are such as to incorporate the results of the 
branch operations through the medium of the Branch Account. 
In the hea d office books, the closing entries are, normally, those 
relating to pwrofit and loss of the branch. These are — 

(1) Debit Branch Account (with branch profit). 

Credit Profit and Loss Account. 

(2) Debit Profit and Loss Account. Credit Branch Account 

(with branch loss). 

These entries (whether a profit or a loss) are opposite to those 
which the branch makes in its books under the heading of Head 
Office Account, to which, as has been seen, it transfers its profit or 
loss. The result is that the two accounts will agree (on opposite sides) , 
that is. if the Head Office Account in the branch books is in debit, 
the Branch Account in the head office books will be in credit ; and 
conversely. 

So far as the head office books are concerned, the balance of the 
Branch Account (as adjusted^ will appear as a debtor or a creditor, 
and that completes the entnes. 

If the combined accounts are shown they are the results of two 
(or more) distinct and separate sets of books, but as there will be 
in each set a reciprocal account (Head Office Account in branch ; 
Branch Account in head office), the amounts thereof wiU connect 
and consequently be eliminated from the combined figures. But it 
must be remembered that when two (or more) separate Balance 
Sheets are combined, the details of the Branch Balance Sheet do 
not appear in the head office books, the latter recording only the 
Branch Account as outlined above. This will receive consideration 
shortly, the matter being referred to at this stage to impress the 
fact upon the student's mind that the book-keeping entries in the 
head office are simple, merely involving one transfer, leaving the 
branch a debtor or creditor. 

The entries may now be made in the head office books. These 
will be, being a branch profit — 

Debit Branch Account, ;£i 8,900. Credit Profit and Loss Account, 8,900 

The account of the branch in the head office books will thus be — 


Dr. 


Branch 



Cf. 

To CMh 
., Goods . 

„ Cash for Ezpeotei . 
,, Profit ana Lou 
Account : 

Branch Net Profit 
tor Year . 


i 

a, 000 
z6,ooo 
3,000 

18,900^ 


By Cash . 
Balance 

c/d 

11 

To Balaaoe. 

b/d 

£39.900 

XX, 900* 




£39,900 


^ Ascertained from the figures sent by branch (and as shown in branch 
bdoM. 

♦ 1 ms account agrees with that of the Head Office Account in the branch 
fiee page 443), and will appear in the Head Office Balance Sheet as an asset. 
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After these entries have been made the head office will nonniily 
proceed to prepare its own final accounts. 

It is usual to have, in the head office books, two separate accounts 
for each branch, viz. (i) Branch Capital Account, to record the capitsd 
invested in the branch ; and (2) Branch Current Account, to record 
the transfers of goods, ordinary remittances to and from the Inranch, 
and profit and loss of the branch. 

Obviously, in the branch books there will be two separate accounts 
for the head office : (z) Head Office Capital Account and (2) Head 
Office Current Account. 

On the same principle, remittances may be recorded in a separate 
account. 

Inter-Branch Transfers. The entries required for transfers between 
branches are: Debit receiving branch, credit Purchases or Sales 
Accpunt in the sending branch books ; and in the receiving branch 
books, debit Purchases and credit sending branch at either cost or 
selling price, as the case may be. Alternatively, the entries may be 
made through the medium of the head office, thus — 

Debit Head Office Credit Purchases or Sales Account 

(in the sending branch books) 

Debit Purchases Credit Head Office 

(in the receiving branch books) 

Debit Receiving Branch Cr^it Sending Branch 

(in the head office books) 

It must be understood thoroughly that inter-branch transfers 
at selling price, whilst showing a profit to the sending branch, can- 
not be a true profit of the organization as a whole until a sale by 
the receiving branch has been made, so that a provision for profit 
on unsold stock must be created at the time when accounts are 
[prepared. This principle is dealt with on page 452, (See also 
Chapter XXXII.) 

Illustration. *‘A” Branch transfers goods to "B” Branch at sell- 
ing price of £ 200 , all transfers being effected through the head office. 

The entries are — 

A ” Branch books — 

Debit Head Office .£200 Credit Sales. . £200 

“ B ” Branch books — 

Debit Purchases . ^200 Credit Head Office. . /200 

Head Office books — 

Debit Branch .£200 Credit ** A ** Branch. . ^^aoo 

A very common procedure, as has been seen, is to open for cur- 
rent transactions a separate account, designated Current Account, so 
that the above-mentioned transfers would be posted to the accounts 
named under the heading of Current Account, e.g. in “A" branch 
hooks, debit Head Office Current Account, credit Sales. 
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Adjustments and Reconciliation of Brandi and Head Office 
Accounts, occasion requires, e.g. preparation of final accounts 
(or even interim accounts), any difference in the reflective accounts 
must be ascertained and either adjusted or corrected. 

It is not very difficult to see that the disagreement on any 
one date between the two accounts may arise from ordinary and 
normal causes, e.g. cash in transit ; goods in transit ; receipt of debt 
due to branch, notification of which has not reached the branch; 
bill drawn by branch on head office not yet to hand, and so on. 

The general principle is to reconcile the incomplete account to 
the cof^lete account, and as has been seen, the accounts being 
reciprocal, the necessary entry must appear on the opposite side 
in the Head Office Account in the branch books to that in the 
Branch Account in the head office books, and vice versa. 

Illustration. At 31st December, 19. ., the head office books con- 
tain the following account—- 


Dr. 


Jan. I To Balance 

Dec. 32 „ Goods 


19.. 

Jan. 


To Balance 


Branch 


Cr. 


b/d 

£ 

29.. 

1,300 

Dec. 31 


1,200 



£2,600 


b/d 

2,506 



By Remittancea . 

„ Returns . 

„ Bills Receivable! 
Account 

„ Balance . . o/d 


94 


1,306 


£a,6oo 


The accomit of the head office in the branch books is — 


Head Office Cr. 


Deo. 31 

To RemitUnces 
„ Retains . 

„ Balence . 

c/d 

£ 

630 

220 

2,620 

19.. 
Tan. 1 
Dec. 31 

By Balance . 

„ Goods . 

b/d 

£ 

1,500 

1,060 




£2,560 

19.. 
Jan. 2 



£2,560 





By Balance . 

b/d 

z,6io 


It is ascertained that a remittance of and returns of £26 from 
branch to head office are in transit ; whilst an amount of £40 goods 
from head office to branch is in transit. A Bill of Exchange of £200 
drawn by the head office on the branch had not reached the branch 
on 31st December. 

Proceeding on the rule to reconcile the incomplete to the complete, 
the items of £30 and £26 dealt with by branch but not by head office, 
must be brought into the latter's books. Thus— 



inIHead 
Office books 


Following the same rule, the items of Uo and £200 must be 
introduced into the branch books. 


Debit Head Office (c) . ^£200 
Debit Stock io transit. ^^40 


Credit Bills Payable . £200 { in Branch 
Credit Head Office (d) . ^^40 { books 
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The accounts wiD now be— 



Dr. (2) Head OFncB Account (in Branch Books) Cr. 

£ 

(c) 300 By Balance (at above) . b/d 

c/d 1,450 M Stock in Traniit . (d) 

£1,^50 

By Balance . b/d 

The other items will be posted to the respective accounts. 

Alternatively, it may be more convenient to treat as correct the 
Head Office Account in the branch (save for the transfer required in 
respect of profit or loss of branch), in which case the adjustments 
necessary will be made in the head office books to arrive at the 
branch figure of £1,610, thus— 

Debit Cash in Transit 

Stock in Transit £26 Credit Branch £g6 

Stock in Transit £^o 

Debit Branch . £200 Credit Bills Receivable. £200 


The Branch Account in the head office will now be — 

Dr. Branch Cr. 



To Balance . 

,, Bills Receivable. 

b/d 

£ 

1.506 

300 


By Sundnes (at above) . 
„ Balance . 

c/d 

x,6xo 




£1.706 




£j.7o6 


To Balance 

b/d 

1,610 






The first method reflects the true position ; the second does not, as 
it cancels entries omitted in one set of books, instead of introducing 
them into the books which ought to have included them. (It will 
be remembered that in Bank Reconciliation Accounts the same 
point arises, viz. first to correct omissions in the Cash Book and 
then work from the Bank Pass Book balance to the Cash Book 
balance.) 

In the succeeding period, using the second method, the items 
adjusted above would be re-transferred, e.g. in the head office books 
the Bill Receivable would be re-debited and credited to the Branch 
Account, whilst in due course the branch on acceptance of the 
bill would debit head office and credit Bills Payable. 

In the first method these entries in the head office books would 
not be necessary, as the bill already appears in the proper account. 


x, 6 io 

£1.650 

1.450 


To BiU Payable 
„ Balance . 
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When the cash (which at the date of the Balance Sheet is in transit) 
is received from the branch, it must be credited to cash in transit, 
and not to branch, as the latter account has already been credited. 
The same principle applies to stock in transit. 


Illustration. The following account is in the head office books — 
Df. Branch Cr. 



To Balance . 

b/d 

£ 

2,400 





In the branch books— 

Br. Head OFFirE Cr. 






By Balance . , 

b/d 

£ 

3.300 


The difference arises by reason of a remittance of £100 by the 
branch, not yet to hand. 

Using the first method, the entries required in the head office books 
are : debit Cash in Transit Account, £ 100 ; credit Branch Account, 
£100. This reconciles the account with the balance of ;f2,300 in the 
branch. When (normally in the course of a few days) the cash is 
received, the entries will be : debit Cash, £100 ; credit Cash in Transit 
• Account, £100,^ 

It may be noted that where there are numerous adjustments the 
whole of them may be brought down into one account, e.g. Suspense 
Account, instead of in separate accounts, e.g. Cash in Transit, 
Stock in Transit, etc., in which case the postings in the new period 
will be made to the one account. 

Illustration. Head ofiSce makes its accounts up to 31st December. 
Branch Account is in debit for £ 4 , 000 . The accounts as rendered 
by the branch show the head office to be in credit for £3,600, the 
difference being accounted for by the following entries, which appear 
in the branch books only. 

Dec. 26. (i) Goods returned to Head Office . . 200 

30. (2) Cash sent to Head Office . . .450 

31. (3) Proceeds of Bill collected for Head Office 250 

The Branch Account in the head office books will be— 

Dr. Branch Cr. 


£ 

To fitlanoo b/d 4,000 

„ SuspeoM Account^ 

Coib Collected 


iA,i5o 

ToBaltnoe . 3,600 


By Suspense Account-- 

Goods in Transit 900 

Cush in Transit 430 

n Balance c/d 

|£4*t5o 


* Altemal^ely the first entries may be reversed in the new period, bringing 
rale, account beck to £2,400^ in which case £100 is credited to Branch Account 
upon lecdipt of cash. 
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Dr, SuSPEWSB 


To Brgndi Account-- 
Goods in Transit . 
Cash in Transit 


1 

soo 

450 


By Branch Acccmnt— 
CaahCoUected^ . 
„ Balance . 

c/d 

" 1 

tso 

400 



£ 6 J« 




£650 

To Balance . 

b/d 

400 






General Illustration. The Universal Providers Co. have one branch 
which draws its supplies chiefly from its head office and partly from 
outside suppliers. The goods sent from head office are invoiced at 
cost plus 25 per cent. 

The Head Office Trial Balance is— 


Trial Balance. 31ST December. 19.. 


Capital 

Sundry Fixed Assets .... 

Stock. 

Debtors 

Creditors 

Cash at Bank 

Purchases 

Sales 

Sundry Expenses .... 
(ioods invoiced to Branch at Selling Price 
Goods returned from Branch at SeUing Price 
Branch Capital Account 
Branch Current Account 


Df. 


i 

L 


20,000 

10,600 

9,000 

10.400 

9.000 

1.350 

80.000 

92.000 

10.000 

8,000 

450 


6.000 


1,200 


£129,000 

^129,000 




Closing Stock — 

£7,500, Head Office. 

£1,900, Branch [Head Office Goods, ^650], exclusive of Stock of £550 
in transit from Head Office to branch. 


From the above and the following figures prepare a combined 
Trading and Profit and Loss Account for the year ended 31st 
December, 19. . , and Balance Sheet at that date. Make the adjust- 


ments for "transit” items in the 

Branch details — 

Debtors 

Creditors .... 
Sales . ... 

Purchases (from outsiders) 

Stock (** outside" Goods). 
Sundry Fixed Assets 
Sundry Expenses . . . 

^$h at Bank (after deduction c 
Branch to Head Office) 
Depreciation- 
Head Office Fixed Assets 
Branch Fixed Assets 


ead office books. 

I 

900 

1,100 

13.650 

4.500 

1,250 

5.400 

1,500 

£100 Cash in transit from 

750 

310 

165 


‘ Alternatively this may be credited to the account which is in debit, 
e.g. Bills Beceivable or Debtor. 
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Before proceeding with the illustration the student should at once 
observe that as the branch keeps separate accoimts, balances of 
the latter must be completed by the introduction of the stock 
received from and returned to the head ofl&ce, and that the question 
involves the treatment of cash, stock in transit, and the elinwation 
of profit on unsold stock. 

In the books, the accounts of the branch will be closed off in the 
usual way, the balance of profit or loss being transferred to head 
ofl&ce. The books of the latter will be closed off in the usual way 
after incorporating the branch results, and reconciling the Branch 
Accoimt and eliminating profit on unsold stock. 

The question, however, does not require the actual entries in the 
books, so the student must be prepared to proceed directly to the 
ultimate results without recording entries in the books. 

The Trial Balance of the branch will be placed side by side with 
that of the head ofl&ce, after which the inflated price of goods trans- 
ferred will be reduced in both books (on opposite sides), which will 
still preserve the agreement of the collective balances. 


Trial Balances, 31ST December, 19. . 



Head Office 

Branch 


Dr. 

Cr. 

Dr. 

Cr. 


£ 

£ 

£ 

£ 

Capital ...... 


20,000 



Sundry Fixed Assets 

10,600 


5 AOO 


Stock ...... 

9,000 


1,250 


Debtors ...... 

10,400 


900 


Creditors ..... 


9,000 


1,100 

Cash at Bank . ... 

i »350 


750 


Purchases ..... 

80,000 


4.500 


Sales 


92,000 


.3.650 

Sundry Expenses .... 

10,000 


1.500 


Internal Transfers of Goods 


8,000 

7,660 


Internal Transfers of Goods (Returns) 

450 



460 

Branch Capital .... 

6,000 



6,000 

Branch Current Account . 

750 



760 

Cash in Transit 

100 




Goods in Transit .... 

350 





29,000 

I 29,000 

^* 1.950 

£21,950 


Dopreciatioii of fixed assets: Head Office, ^ 310 ; Branch, ;£i 65 . 


The items in italics are omitted in the question. The £100 re- 
presents cash in transit, and this will probably have been debited 
to head ofl&ce, reducing the balance on credit of Head Ofi&ce 
Current Account ; but it is shown separately, as it must be featured 
^|>arately. ^ The reconciliation is made in head ofl&ce books, but it 
is unmaterial for the purpose of obtaining the final accounts in 
which set of books the reconciliation is made. 



Combined Tkading and Profit and Loss Account for the Year ended jist December, 19. . 


Total 

0 00 

^ CO 

^ aO N C* 

0 

8 

w 

«o 

'na 

0 

»o 

0* 

<»• 

0 

BO 

o' 


Head 

Office 

0 0 0 0 

Q 00 0 

0* *0 

VO rC 

ON 

1 

'-♦a 

0 

s 

VO 

►H 

0 

'VI- 

VO 

vcT 

ix 

'«Ha 


X 3 

i 

00 0 

10 SO 
sO m 

<8 

•0 

1-4 

0 

0^ 

CO 

0 

Ch 

CO 

'-♦a 



By Sales .... 

„ Transfers (at cost) contra , 
„ Stock in Transit (at cost) . 
„ Stock (at cost) . 

By Gross Profit . . b/d 


0 Q 0 

*00 «o 

0 0 

00 e« 

8 

»o 

*-4 


0 

«o 

'Vl- 

0' 

'Sa 


Head 

Office 

§ i'S ^ 

0 0 CO *0 

1 

«o 

0 

goo 
g »-» «o 

0 CO M 
o' VO 

HC 

3. 

10 

vO" 

1-4 


Branch 

0 g 0 0 
to 0 r» *-• 

Cl U-S 1 -^ QS 

i-T ^nO CO 

<8 

«o 

g «o «o 

0 vO ^ 

»0 M 

M rf 

0 

CO 


i 

1 

1 

1 

ToStock . . . . 

„ Purchases .... 
„ Transfers (at cost) contra 
„ Gross Profit . . c/d 

To Sundry Expenses . 

„ Depreciation 

„ Net Profit . . . . 
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As to stock in transit, this has been entered in the head office 
books only, so that there will be a separate account for stock in 
transit of £350, the amount thereof having been included in the 
goods sent to branches. 

The adjusted items may now be brought down to cost, and as the 
reduction will be equally effective on opposite sides of each Trial 
Balance, it will not disturb the total agreement. The final accounts 
may now be prepared. (The Combined Trading and Profit and Loss 
Account appears on page 453.) 


Combined Balance Sheet as at 31ST December, 19 


Capital . 

i 

20,000 

Fixed Assets — 



Profit and Lou Account 

8,475 

Sundry {less Depreciation) — 




Head Office 


10,290 



Branch 


5,335 

Current LlabtUiiea-- 





Creditors— 


Current Assets — 



Head Office 

9,000 

Stock — 

£ 


Branch . 

1.100 

Head Office 

7,500 




Branch 

x,770 




Transit . 

280 






9,550 



Debtors— 





Head Office 

10,400 




Branch 

900 




Cash at Bank — 





Head Office 

1,350 




Branch . 

750 




Transit . 

100 



33,050 


Notes — 

(x) Goods ;i7,650, being at selling price, must be reduced by 20%, i.e. 
£*»53 o, leaving the figures per Trading Account at ;f6,i2o. 

S ) Similarly, the returns of £450 must be reduced by 20%, leaving £s^o. 

) The Stock of Head Office goods at selling price is ^^50 as given in 
question, at cost is £6^0 less 20%, i.e. £1^0 = £520: to this must be added 
the remainder of the goods (i.e. outside purchases) of £1,230, the total, there- 
fore, being £1,770. 

(4) The go(^s in transit must be brought in at cost [viz. £350 less 20%, 
i.e. £70 » ^280]. 


FOREIGN BRANCHES 

There are no special book-keeping methods employed in recording 
the transactions of foreign branches, the only distinctive feature 
bein^ the treatment of the foreign exchange. If foreign branches are 
considered to be in the nature of a foreign investment, no difficulty 
will Iw encountered. The head office, if in a sterling country, will 
keep its accounts in sterling, and the branch will keep its accounts 
in foreign currency. The branch will open a Head Office Account in' 
its books to record all transactions with the head office ; the head 
office recording these transactions in a Branch Account. There are 
three methods of converting branch transactions in foreign currency 
into sterling, and vice versa — 

(l) To convert all transactions at a certain fixed rate (eg[. the 
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official rate at a certain date or at the beginning of the accout^ting 
period). Where the exchange is comparatively stable there will 
be a small difierence to transfer to a Profit and Loss on Exchange 
Account at the end of each accoimting period. 

(2) Where the exchange fluctuates widely, an artificial parity is 
sometimes assumed as in (i), with periodic adjustments in the books. 

(3) Where the exchange fluctuates within comparatively narrow 
limits, the usual procedure is to allow the head office and branch books 
to be kept independently, and at the end of the accounting period each 
item in the Trial Balance or Balance Sheet forwarded by the branch 
will be converted at certain rates relative to the nature of each item. 

The various methods will now be dealt with in detail — 

,(i) and (2) Stable Exchanges and Violently Fluctuating Exchanges. 

The method adopted is to enter in each set of books the actual 
receipts or pa5nnents incurred, which will be converted at the fixed 
rate. At the end of the accounting period the head office will value 
its “ investment in foreign currency at the fixed rate, and the differ- 
ence between such value and the balance of the account in foreign 
currency will be transferred to Exchange Reserve Account. This 
balance will equal the figures as to both foreign currency and ster- 
ling in the branch books. The reserve merely serves to maintain 
the figures at the fixed rate of exchange, and does not bring the 
valuation of the foreign currency to the true rate of exchange 
unless special provision is made separately therefor. 

Illustration. A concern in London has a foreign branch. Trans- 
actions are recorded as between the head office and the branch 
at $5 to £. During the year to 31st December, the following trans- 
actions arise between the head office and the branch — 

Sterling bought by Branch and remitted to London, ^2,004 cost $10,000. 
Sterling bought by Branch and remitted to London, £ 2,000 cost $ 9,840 
Dollars bought in London and remitted to Branch, $5,000 cost £970. 
Dollars bought in I.ondon and remitted to Branch, $1,040 cost £200. 


Write 

up the Branch and London books. 



BRANCH BOOKS— 





Dr. 



Head Office 


Cr. 

To Cash 


1 , 9 M 

1 

10,000 By Cash 

9,840 

„ Balance. 

IJOOO 

20B 

c/d 2,700 

1 

5,000 

tfiio 

13,800 




119,840 

£s.m 

1x9,840 

lo BaUnce 

b/d 

2,780 

13,800 



LONDON BOOKS— 





Dr. 



Branch 


Cr. 


To Cash 

Ezchan^ Reserve 
., balance 

c/d 

f 

4.000 

1.000 
370 

13,000 

£ 

970 

soo 

74 

8,760 

By Cash 

I, ,, ... 


0 

10,020 

10,000 

£ 

8,004 

8.000 



029,020 

£ 4,004 



920^20 

£ 4*004 



1 


By Balance. 

b/d 

23,000 
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Exchange Reserve O 




— 





% 

£ 





By Branch . 


S70 

74 


Stores Accounts. When branches are situated in countries having 
a violently fluctuating rate of exchange, it is customary to transfer 
all capital expenditure to head office as and when it is incurred in 
order that a permanent record of the asset shall be kept in a non- 
fluctuating exchange. In order that the results shown by the books 
concerned should be reflective of the true position, it is equally 
important that a sound basis be used to eliminate the exchange fluc- 
tuations from Stores Account (which appears in the branch books). 

Illustration. During January, 19. ., a head office consigns stores 
to its foreign branch of a sterling equivalent of £1,000, the rate of 
exchange being $10 = £1. Fluctuations in this example are ignored. 
The entries in the branch books will be — 

Dr. Head Office Cr. 






19.. 



1 

£ 





Jau. 3 X 

By Stores . 


10,000 

tfOOO 


Dr. Stores Cr. 


19 .. 



< 1 






JM .31 

To Head Office . 


10,000 j 







It is now assumed that half of these stores are used on Capital 
Account during the month of February, 19.., when the rate of 
exchange is $8 = £1, and that the other half are used on account 
of revenue during the month of March, when the rate of exchange 
is In == £1. 

The entries in journal form will be as follows — 


Journal 


19.. 
Feb. 28 

Capital Expenditure 

. Dr. 


% 

5,000 

$ 


To Stores 



5,000 

Mar. 31 

Revenue .... 

! Dr. ’ 


5,000 


To Stores 

. 


5,000 


The capital expenditure will be transferred to Head Office Account 
at an a.verage rate of $8 = £1, that is £625, and the Revenue 
items will ^ transferred at $ii = £1, that is £455 (approx.). Thus 
stores costing £1,000 have all been used and charged out at £1,080, 
which is very imsatisfactory. 

In order to obviate this, the following method is adopted. The 
Stores Account is ruled with double columns, one to record the 
transactions at a nominal rate of exchange, and the other to record 
them at the actual rate at which they take place. 

When stores are transferred from head office. Head Office Account 
is credited and Stores Account debited, and at the same time 
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ail entry is made in the memorandum column on the basis of the 
rate adopted therein. The transactions in the above example (that 
is, half the stores are utilized for capital purposes and half for 
revenue purposes) will first be entered on the credit side in the 
memorandum column in terms of the nominal standard rate adopted. 
Using this as a basis, they are then inserted in the other column at 
the actual rate then ruling. 

Illustration. Assume the same facts as in the previous illustration, 
and that the nominal standard rate adopted is $20 = £1. The 
entries will be as follows — 


Dr. 


Stores 


Cr. 


Nominal 


Real 

Value 


iNominal 


Real 

Value 


19 . 
Jan. 'ji 


To Head 
Office 


I 

ao,ooo 


I 

10,000 


19.. 
Feb. 28 
Mar. 31 


By Capital . 
„ Revenue 
H.O. Ac- 
count: 
Diff. in 
Exchange I 


lao,ooo 


$ 10,000 


$ 

10,000 

10,000 


$ 20,000 


$ 

4,000 

3.S00 


$10,000 


Dr 


Head Office 


$ 

4,000 

5.500 

500 

1 

500 

500 

$10,000 

£x,ooo 


Cr, 


19.. 
Feb. 28 


Mar. 31 


To Capital 

Expenditure! 
Account 
„ Revenue 
Account 
„ Difierence in 
Exchange . 


19.. 
Jan. 31 


By Stores . 


$ 

10,000 


$10,000 £1,000 


Dr. 


Revenue Account 


£ 

1,000 


Cr. 


19.. 
Mar. 31 

To Storea 


$ 

5.500 

19.. 
Mar. 31 

By Head Office 


$ 

3,500 

Dr. 


Capital Expenditure Account 

Cr. 

19.. 
Feb. 28 

To Stores 


$ 

4.000 

19.. 
Feb. 28 

By Head Office 


1 

4,000 


It will be seen from the above that each item now bears its appro- 
priate sterling equivalent of the total stores consumed. The Stores 
Account is closed off by transferring the difference on exchange to the 
Head Ofi&ce Account, inserting the figure in the dollar column only. 

If, at the end of the accounting period, there are certain stores 
on hand, the procedure in bringing down the balance is briefly 
described as follows — 

The amount of stores in terms of foreign currency at the nominal 
or standard rate is inserted in the nominal column ; its equivalent 
is then entered in the real column, having regard to the current 
rate of exchange. Any difference is transferred to the Head Office 
Account (foreign currency column only). 
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The following example illustrates all the principles involved. 


nittefn i tinn. A foreign branch, situated in a coun^ haying a 
fluctuating dollar currency, has the following transactions with the 
London head office during July, 19. . . 


Stores received from London ($15 = £1) • 

Stores purchased locally • fio.ooo 

Stores used on Capital (standard rate) 

Stores used on Revenue (standard rate) . l30,ooo 

Sales (all cash) $to,ooo 

Wages (Capital) l5,ooo 

Wages (Revenue) • 1 1 2 .000 

During the month I20.000 were remitted to head ofitice at an actual rate 
of |i2-50 = li ; standard rate $20 ^ lx. , , , 

Average rate for the month. |io = £1, Rate on the 31st July. %S * 
Show entries in branch books. 


Dr. Stores Cr. 




Rate 

Nominal 

Real 



Kate 

Nominal 

Real 



Value 

Value 



Value 

Value 


To Head 


t 

$ 

19 . 
July 31 

By Capital 


• 

• 

Office , 

15 

60,000 

45.000 


Expeudi- 





„ Caah (J) 

xo 

20,000 

xo.ooo 


ture . (2) 

xo 

5.000 

2,500 





„ Revenue 
Account 

xo 

30,000 

x5,ooo 









„ Head Office — 










DirrKKBNCE 
IN Exchange 
B alance (3) 



19,500 







c/d . 

8 

45.000 

x6,ooo 




I8o,ooo 

•55.000 




I8o,ooo 

•55.000 

Aug. z 

ToBalaace b/d 

B 

45.000 

18,000 







Dr. 


Head Office 


Cr. 


19.. 
July 31 

To Cash 
„ Capital . 
„ Stone— 
Dima- 

Rate 

Z2’50 

10-00 

• 

20.000 

7,500 

£ 

1,600 

750 

m 

By Stoiee . 
„ Profit . 

Rate 

15 

10 

• 

45.000 

33.000 

£ 

3 A»o 

9.300 


IHCK IN 

Bxcranob 
„ Balance . 

c/d 

19.500 

31,000 

S.950 

H 

■ 







178,000 

£6,300 


mg 


$78,000 

£6.300 






Bfl 


b/d 

31,000 

3.950 


Dr. 


Revenue Account 

Cr. 

19.. 

July 31 

To Stone . 

„ Wages . 

„ Head Office Account 
Profit. 

15.000 Ju?y 3Z By Sales . 

12.000 

1 

60,000 



•60,000 

$60,000 














Or. 
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Capital Expenditure 


ig.. 
July 3 ! 


ToStoret 

Account . 
» Wage* 


Ratal 


s,300 

3.000 


17,500 


lo.. .Ratal I £ 

July 31 By Head Office 

350 Trantfer 7,500 750 

500 

£750 •7,500 £750 


Dr. Cash Cr. 










19 . 
Inly 31 

To Saks 


• 

60,000 

19,. 

July 31 

By Storea . 

., Head Office . 

„ Wai^ea. 

., Balance 

c/d 

1 

10,000 

30,000 

17,000 

I3»ooo 




$60,000 




•60,000 

Aur. 1 

To Balance . 

b/d 

13.000 






Branch Trial Balance, 31ST July. 19.. 

Rate Dr. Cr. Dr. Cr. 




£ 

£ 

$ 

$ 

Stores 

8 

2,250 


28,000 


Head Office (per ledger) 



3.950 


31,000 

Cash at Bank .... 

8 

1.625 


13,000 


Difference in Exchange . 


75 






£3.950 

£3.950 

% 31,000 

% 31,000 


The sterling columns are those used for inclusion in the head 
ofi&ce books. It should be noted that as a matter of good financial 
policy, if the rate is expected to return to, say, $io = £i it will 
be beneficial to the concern to send all cash from the branch when 
the rate is at $8 = £i. 

Nominal Value and Its Relation to Real Value. In the foregoing 
Stores Account, the following points should be noted — 


(i) To Cash (i.e. Local Purchases) (Nominal Value) $20,000, (Real Value) 
$ 10,000 

t io oooT 

— 10” I 

Nomina] Value of £1,000 « /i,ooo x 20 = $20,000 

(2) By Capital Expenditure (Nominal Value) $5,000, (Real Value) $2,500 
Sterling equivalent of $2,500 = 

Nominal Value of £250 =* £250 x 20 « $5,000 

(3) By Biilance (Nominal Value) $45,000, (Real Value) $18,000 
Sterling equivalent of $45,000 »= ;£2,25o|^ —~^ J 
Real Value of £2,250 =* £2,250 x 8 I18.000 
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The rule may be formulated as follows — 

Standard Rate of Conversion 


Nominal Value « Real Value x 


Real Rate of Conversion 


e.g. (i) $20,000 «• $10,000 X — 


and conversely— 

Real Value ~ Nominal Value X 


Real Rate of Conversion 
Standard Rate of Conversion 


(3) Moderately Fluctuating Exchange. Where the rate of exchange 
fluctuates moderately, the rates of conversion used vary according 
to circumstances, but the generally accepted rules will be those 
outlined on pages 463 and 464. 

The principles broadly follow those already outlined, the only 
modification being that the rate of conversion of the branch balance 
is not uniform ; nevertheless, as has been shown, the vital account is 
the Branch Account in the head ofiice books, which must agree with 
the Head Office Account in the branch books : but as the one account 
is in sterling and the other in currency, it is necessary to employ in 
the Branch Account of the head office an extra column on each side 
of the Ledger, but not as part of the double entry. By this means 
the balances of the reciprocal accounts will agree in currency, from 
which the double entry will be compiled. 

Before formally enunciating the rules, a very simple set of circum- 
stances may be imagined from which the whole idea may be assim- 
ilated. It will be remembered that the foreign branch will keep its 
accounts in its native currency, and, as a rule, has no sterling entries 
contained in its financial books, whether or not the rate of exchange 
is a stable or erratic one. 

Illustration. Let it be assumed that a head office starts a branch 
in Bulganaland and for that purpose remits £1,000, which produces, 
at 50 to £, 50,000 bulgans. During the year the foreign branch 
makes a profit of 10,000 bulgans. No further remittances are made 
either way. Now it should be quite apparent that in the foreign 
branch books the final Balance Sheet will be— 


Balance Sheet 




Bulgans 


Bulgans 

Head Office . 

Plus Profit. 

50.000 

10.000 

60,000 

Sundry Assets, 

(L055 Liabilities) 

60,000 

1 




The head office has. so to speak, invested £1,000 in a foreign 
venture so that the entry will be— 


Debit Bulganaland Branch, £1,000 Credit Cash, £1,000 

As, however, the sum has been converted into another form of 
currency, it is necessary to have a memorandum column showing 
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the quantity of foreign currency representing the ori^al invest- 
ment, just as in the instance of an investor who will show tie 
number of shares or quantity of stock bought ; but this, it must 
be remembered, is no part of the double entry. 

The account of the foreign branch will, at the initial stage, appear 
thus — 

Dr, Bulganaland Branch Cr. 

Bulgansjl Stg. 

£ 

To Caih. 50,000 1,000 

The account will (in this instance, no further transactions with 
the branch having taken place) remain dormant until the receipt of 
necessary details from the branch. It is the next step that causes con- 
fusion to students, so that particular attention should be paid thereto. 

'rtie memorandum columns should be completed from the entries 
appearing in the Head Ofi&ce Account of the branch — on, obviously, 
the opposite side to those in the branch. No double entry whatever 
as yet comes into these entries. Continuing the account, it will now 
appear — 


Df, Bulganaland Branch Cr. 




Bulgans 

Stg. 



Bulgam 

stg. 


To Cash . 

„ Profit and Loss 
Account 

By Balance . b/d 

60,000 

10,000 

£ 

1,000 

(X) 


By Balance . c/d 

60,000 

(f) 

60,000 


60,000 


60,000 





It will be seen that there is agreement as regards currency 
between the two reflective accounts. 

The next step is merely to fill up the sterling equivalents and 
obtain the double entry therefrom ; that is, gaps represented by (i) 
and (2) must be filled, and in case of (i) a credit to Profit and Loss 
Account, and (2) the balance brought down. The general rules for 
conversion will be fully stated on pages 463 and 464, but it may be 
stated that usually the profit and loss item is converted at the aver- 
age rate of exchange obtaining over the year. The closing balance 
will be valued according to the type of assets and liabilities contained 
in the Branch Balance Sheet, and in this particular problem the 
current rate of exchange ruling at the date of taking out the final 
accounts will be used. These will be assumed (i) average rate at 
28 to £ ; (2) current rate at 31 to 
The figures arising therefrom (to nearest £) are — 

a 10,000 @ 28 s 

60,000 @ 31 « =s £1.936 

As each set of figures is based upon different rates of exchange, 
the balance of storing will be inserted to make the account balance 
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aod to transfer to Profit or Loss on Exchange Account. No entry 
will be in the memorandum columns as these exactly agree 
with the Head Office Account in the branch. The accounts will 


appear- 

Bulganaland Branch Cr. 



Bulgans || 

Stg. 



Bulgasu 

Stg. 

To CMh 

„ Profit and Loss 
Account 

„ Profit and Lou 
on Exchange 
Account 

50. 000 

10.000 

£ 

1,000 

357 

579 


B 7 Balance, c/d 

60,000 

£ 

1.936 


60,000 1 

£1.936 



60,000 

£1.956 

To Balance, b/d 

60,000 

1,936 






finally 

Dr. 


The position is that the original investment was £1,000, aug- 
mented by £357, equalling £i,357 (on rates of exchange given), and 
represented by 60,000 bulgans. At the date of the final accounts 
these bulgans are more valuable as the rate of exchange has appre- 
ciated from 50 to £ to 31 to £, thus giving a very high exchange 
profit of £579 — far higher in fact than the trading profits. It is 
therefore a simple matter to obtain the double entry once the 
sterling values have been calculated. 

Before proceeding further it may be as well to point out the other 
side of the picture. Assuming that the 'investment'" at the date of 
the final accounts, viz. 60,000, is worth 100 to £, it will be apparent 
that the value is £600 only, thus bringing about not only a com- 
plete cancellation of the profits, but a loss on the capital invested, 
^e account will be (eliminating currency, which will remain con- 
stant, whatever may be the rate of exchange) — 

Dr. Bulganaland Branch Cr. 


ToCuh. 

1,000 

t 

By Balance . .c/d 600 

.. Profit and Lost Ac- 


[i.e. 60,000 @ 100 

count 

357 

to£] 

„ Loss on Exchange . 757 


|£».357 

|£i, 3 S 7 

To Balance . 

b/d 



The average rate of 28 in view of the end rate of 100 to £ is 
unlikely unless, indeed, some catastrophic event has occurred 
towards the end of the financial year in question, but this in nowise 
affects the principle. Although the method under review postulates 
reasonable stability of exchange, extremes have been taken to make 
the illustrations clear. 

To (hscuss this aspect fully would lead to a protracted and lengthy 
incursion into economic science, but it may be dismissed by men- 
tioning that with the adverse rate the Bulganaland earnings would 
tend to rise and so offset a portion of the loss on exchange. 
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Rules for Conversion of Foreign Currency. The rules for c6n^r- 
sion of foreign currency may be stated thus — 

Item Rate employed for conversion 

(1) Fixed Assets , . At the rate ruling either — 

(1) At the date of contract. 

(2) At the date of delivery. 

(3) At the date or dates of payment. 

(4) At the date of remittance or dates 

of remittances therefor. 

The same rate will be used in future years in respect of the fixed 
assets actually acquired at the commencement of the period, c.g. 
if fixed assets were acquired in 1932, say 12,000 francs at 120 to 
the amount shown in 1932 and subsequent years, in sterling, will 
(apart from Depreciation and Sales) be £ioo. 

Item Rate employed for conversion 

(2) Fixed Liabilities . . .At the rate ruling — 

(t) At the date of contract. 

(2) At the date incurred. 

It must be realized, however, that a liability which is "fixed, " that 
is a long term liability, will usually sooner or later become a current 
liability, so that as the date for repayment approaches, it should, 
particularly if the rate of exchange has moved adversely, be viewed 
as a current liability.^ If the liability is undertaken in terms of pay- 
ment in STERLING, then the commitment is, whatever the rate of 
exchange, only the same amount of sterling that has been shown 
in the books throughout the period of the loan, e.g. if 12,000 francs 
at 120 to had been borrowed to be repaid in twenty years' time in 
STERLING, the liability to be discharged is {too only ; but if the loan 
had been in terms of francs and the rate had appreciated to 60 to {y 
the cost of acquiring 12,000 francs would be {zoo. 

Items Rate employed for conversion 

{3) Current Assets and L abiliti 's , At the rate ruling — 

At the date of the end of the account- 
ing period. 

(4) Remittances . The cost of the foreign currency where 

remittances made to branch. 

The amount produced in sterling where 
remittance made from branch. 

(5) Transfer of Goods . .At the rate ruling — 

(1) At the date of dispatch. 

(2) At the date of receipt. 

(3) At the date the customer would 

be debited. 

' When long-term liabilities are repayable in foreign currency, they are 
often converted at the year-end rate of exchange so that any prot:^ble loss on 
repayment is shown in each Balance Sheet. 
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(6) Profit and Lom items . At the average rate niUng over th« 

whole period except for — 

(а) Depreciation of fixed assets, which 
will be taken at the rate ruling at 
acquisition. 

(б) Opening stock which will have beea 
valued at the end of the preceding 
accounting period as a current 
asset. (Rule 3.) 

(c) Closing stock which will be valued 
as a current asset at the date ol 
the end of the accounting period. 
(Rule 3.)" 

The rule of average rate is one of convenience, but where it is 
practicable a rate more closely conforming to facts may be employed. 

(a) Where the branch opens up new premises during the account- 
ing period, the rent may be taken at the average rate for the period 
elapsing between the occupation of the premises and the end of 
the accounting period. 

(b) Where there are cross supplies of goods between head office 
and the branch, the rates ruling at the dates of consignment or 
arrival may be employed. (See Rule 5.) 

(c) Where expenses and sales and purchases are not spread fairly 
evenly over the accounting period a weighted average may be 
employed. 

It will be clear that no conversion rate appears for the commencing 
balances of the reciprocal accounts of Branch Account in the head 

^ It may be objected that by adopting rule 6 (c) a valuation at higher than 
cost would result if the average rate of exchange (used for the purchases and 
expenses) were lower than the closing rate. The effect would be to inflate the 
profit of the Branch by an appreciation in exchange which may quite prob- 
ably be only temporary ; on the other hand, use of the conventional conver- 
sion rates is arbitrary, and the conversion into sterling is merely symbolic 
and does not produce a true sterling result at all. 

If, however, the Stock can be identified as that sent out to the Branch on 
a particular date, the rate of exchange on that date would be equally correct 
as the basis of conversion ; separate identification with varying rates is not, 
however, usually practicable or possible. 

It may even be that some of the closing stock is part of the stock at the 
commencement of the accounting period, suggesting the probability that it 
is not readily saleable. 

The principles to follow should therefore be — 

(1) Stock held at the commencement of the period and still unsold at the 
end should be converted at the rate taken at the former date. 

(2) Stock which is easily identifiable, at the rate of exchange at the date 
. of purchase or transfer. 

(3) Otherwise, at the average rate for the accounting period or at the rate 
ruling at the close of the accounting period. 

In all cases the foreign currency equivalent should, if necessary, be reduced 
to market value before conversion. 

The exchange fluctuation element is a factor in every year, and provided 
(a) that due regard is paid to any depreciated values (without reference to 
conversion rates), {b) that a uniform method is adopted, and (c) that exchange 
fluctuations are effected through an Exchange Suspense or Reserve, then the 
exact method is not material in normal circumstances. 
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office and Head OfiEice Account in the branch, as at the cominence- 
ment of the period the amount shown in sterling for or against the 
branch in the head ofl&ce books is the valuation of the branch; 
whilst the balances between the head office and branch in currency 
are equal. 

Alternative methods of conversion are — 

(1) To convert only the balance of and not the individual items 
in the Trading and Profit and Loss Account. Those who employ 
this method argue that the true profit (or loss) is represented by the 
increase (or decrease) of net assets during the year, assuming no 
receipts or expenditure of Capital. Where such receipts or expendi- 
ture do take place, the Profit or Loss on Exchange should be 
brought into account either at the time of the transaction or at the 
end of the year. 

(2) To convert the balance of the Trading and Profit and Loss 
Account as the balancing item of the Branch Cuirent Account. 
The resulting sterling value of the Trading and Profit and Loss 
Account figure, containing as it does the Profit and Loss on Exchange, 
will be different from that obtained by converting the individual 
items, but the Balance Sheet will be the same in either method. 

Profit and Loss on Exchange. The orthodox treatment is — 

(1) If a profit, carry forward against future losses ; 

(2) If a loss, utilize the reserve of (i), otherwise write off. 

If, however, the accounts have been properly drawn up, it can 
quite reasonably be accepted that a profit (or loss) has actually 
been earned (or lost), reflected in the Profit and Loss on Exchange 
balance for the year, particularly as it is not necessary to have turned 
a profit on paper into cash to be able to consider it as true profit (if 
it were so, such items as Debtors would have to be turned into cash 
as a necessary preliminaiy to obtaining the profit figure). 

On the other hand, if it is reasonaWy certain that a loss on ex- 
change will arise in the next period, proper provision should be made. 

If a profit or loss on exchange is attachable to any capital receipt 
or expenditure, it should be transferred thereto from the Profit and 
Loss on Exchange Account. 

In examinations the candidate is often called upon to prepare 
draft final accounts direct from the Trial Balance figures without 
making the actual entries in the books of the concern. 

The procedure is — 

(1) Prepare the Branch Profit and Loss Account (in currency), 
unless this has already been done by the branch. 

(2) The balance of (i) is shown as a separate item in currency. 

(3) The assets and liabilities, placed in debit and credit columns, 
along with balance of (2), are converted into sterling, but as the rates 
of conversion differ, there wiU be a difference in the two columns. 
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This figure is merely inserted as a balance which if insert- 
ed on uie debit, be loss on exchange and, if credit, M a pi^t. 

(4) Remittance Account will be transferred to the Head Office 
Account which will agree with the Branch Account in the head 

office books, ignoring "transit" items. jxu v 

to) The assets and liabilities of both the head office and the branch 
may be combined (eliminating the reciprocal accounts). 

A number of illustrations are now appended dealing with the 


principles outlined. 

Ilhistration. The Branch Trial Balance is — 



Dr. 

Cr. 


$ 

1 

Furniture ..... 

4,046 


Debtors ..... 

11,281 


Creditors ..... 


500 

Cash at Bank .... 
Profit and Loss Account — Profit 

14,560 


for year .... 


3.413 

Head Office (;i6.862) . 


32.067 

Stock 

6.093 



$35,980 

$35,980 


The Head Office Trial Balance is — 

Df. ~Ck 

I i 


Branch 

6,862 


Capital 

Cash at Bank 

826 

7.500 

Profit and Loss Account 


188 


;f7.688 

^7.688 


Rate of Exchange at close of accounting period . . 4*67 

Average Exchange over period ..... 4*65 

Rate of Exchange at date of purchase of Furniture . 4*88 

Prepare Balance Sheet. 


The question will be worked (i) as usually required for examina- 
tion purposes ; and (2) as required in practice. 

(l) Branch Trial Balance 


Trial Balance 
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Balance Shsbt 


















£ 

t. 

d. 

£ 

a. 

d. 


£ 

a. 

4. 

£ 

f. 

d. 





7.5<» 

0 

0 

Fixed Aiaeti— 







and Lota Account : 







Ftxmiture— Branch 




819 

a 

0 

Balance . 

x88 

0 

0 




Current Aaaeta— 







Add Brandi Profit . 

733 

19 

7 




Stock— Branch 

Xf304 

14 

3 







— 




Debton— Branch . 

MX5 

xa 

8 





9SX 

>9 

7 




Caah at Bank— 







Les$ Low on Ex- 







Head Office 

8a6 

0 

0 





35 

x6 

6 




Branch 

3*«7 

15 

6 







— 

886 

3 

X 




— 

7,664 

a! 

1 

5 





8,386 

3 

X 








Current Uabilitiee— 














Credlton . 




X07 

I 

4 













4' 







b 4 

5 




__ 


: 




__ 








(2) Actual entries in Head Office books — 

Dr- Branch 


Cr. 


To Batik . . 

„ PnfliindLoiiAoooiiiit 


To Balanes . b/d (4) 


iil 

6,86a 

7S8 

t. 

0 

IS 

d. 

0 

7 

t35.46<> 

<7.593 

X9 

7 

88.486 

7,866 

J 





. c/d 
^change . 



7,^66 

35 

a. 

8 

x6 

635.480 

£7.395 

*9 





Dr. 


Profit and Loss Account 




£ 

a. 

d. 

To Branch Account — 





Inaaon Exchange 
„ Balance 

c/d 

.11 

x6 

3 

6 

x 



It 

11 

7 


By Baluicc , b/d 

„ Branch Account-^ 
Bnnioli Praltt. 


Cr 

iSSj o| o 

miu; 


By Balance 


.|b/d 


k9tx|r9| 

m$\ 


Balance Sheet 



£ 

5. 

d. 

Capital 

7.500 

0 

0 

Profit and Loss 




Account 

886 

3 

I 


;i8,386 

3 

I 


it6 

7.560 

8. 

0 

3 

^8,386 

3 


Cash at Bank 
Branch Account (b) 


d. 

o 

X 


(a) The value of $35,480 is made up of — 

£ 5. d. 

Furniture . 829 2 o 

Debtors . . 2,415 12 8 

Cash at Bank 3,117 15 6 

Stock . 1,304 14 3 


Lgss Creditors . 


7.^7 4 5 
107 I 4 

£7*560 3 I 


(6) The combined Balance Sheet will now be prepared by sub- 
stituting for the amount of £7,560 3s. id. the detailed assets and 
liabilities as shown in (a). 

Nta», The Capital Account is shown separate from the Profit and Loss 
Account for Uie sidse of clarity. 
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It will now be clear that although in examination work the results 
may be quickly arrived at by placing the currency and sterling 
columns in juxtaposition, the accounting entries actually take place 
in the head office through the Branch Account. Nevertheless, it is 
possible, as has ^en shown, to proceed in colunmar form witt the 
combined Balance Sheet. In the same way, the Profit and Loss 
Account of the branch may be shown side by side with that of 
the head office, although this is somewhat unusual and generally 
impracticable. 

Illustration. Transactions between the London and branch offices 
of a concern are converted in the books at is. 6d. to the rupee. 

Assume the average rate for the period was is. 5d., the rate at date 
of Trial Balance was is. 4d., and that the fixed assets were originally 
acquired at is. 6d. to the rupee. 

(a) Prepare Balance Sheet at, and Profit and Loss Account for 
period to 31st December, 19. .. 

(b) Show Branch Current Account. 

(Before proceeding to the draft accounts a rough Trial Balance 
should be prepared in respect of both Head Office and Branch, with 
a double set of columns for the latter, showing Rupees and the 
Sterling equivalents according to the rules already laid down.) 

The final balances are — 


Branch Othce (debit balance) 
Buildings 
Capital . 

Cash at Bank 
Creditors 
Debtors. 

Directors' Fees 
General Expenses 
lA>ndon Office (credit balance) 
Machinery 
Rent and Rates 
Rent Receivable 
Provision for Depreciation 
Salaries 

Stock-in-Trade (at date) . 





London 

Branch 




£ 

15,075 

Rupees 





60,000 




17.500 





10,185 

12,600 




5.010 

3.000 





15.000 




500 

19,000 



‘ 

850 


I . 




201,000 

120,000 




400 

12,500 





75.000 




2,000 





500 

87,000 

to date 




90,000 



3.000 

137.100 


-Dr. Branch Current Account Cr . 



Rupees 

£ 


Rupees 

£ 

To Balance b/d 
„ Branch Profit 

201,000 

93.600 

> 5.075 

6,630 

By Loss on Ex- 
change 

„ Balance c/d 

294,600 

S6S 

21,140 


294,600 

£*>.705 


294,600 

;i **.705 

To Balance b/d 

294,600 

21.140 














BRANCH ACCOUNTS 


469 


PRom AMD Loss Accounts 

Dr , FOR THB Six Months XNDSD 3ZST Dscsmbsr, 19.. Cr. 



Branch 

Lon- 

don 


Branch 

Lon- 

don 

To Directors' Fees . 

GeneralExpenses 
J Rent and Rates. 

Salaries . 

,, Net Profit, c/d 

Rupees 

19.000 

12,500 

87.000 
93,600 

£ 

500 

850 

400 

500 

750 

By Trading Profit . 
„ Rents Receiv- 
able . 

Rupees 

137.100 

75,000 

£ 

3,000 


212,100 

^3.000 


2x2,100 

^ 3.000 

To Loss on Exchange 
,, Balance c/d 


£ 

565 

6,815 

By Balances — b/d 
Net Profit : 
London 
Branch 

[95,600 Rt. ® 1/5] 


£ 

750 

6,630 



^7.380 



^7.380 




By Balance b/d 


6,815 


Combined Balance Sheet as at 31ST December, 19.. 


Fixed Assets— 

Buildings— Branch 4,500 

Machinery— Branch . . 9,000 

Ltst Provision for Deprecia- 
tion— London . . a,ooo 

7,000 

Current Assets— 

Stock-in-Trade— Branch 6,000 

Debtors— Branch x,ooo 

Cash at Bank— 

London . 10,185 

Branch 840 

i8,os5 

£a9.3a5 



£ 

£ 

Capital . 


17,500 

Profit and Loss Account 

Current Liabilities— 

Creditors— 


6,8x5 

84,315 

London . 

5,010 


Branch 

aoo 

5,310 

£39,535 


The closing balance on the Branch Current Account in the 
London books is made up as follows — 



Rupees 

Rate 

£ 

Buildings .... 

60,000 

s, d. 

I 6 

4.300 

Machinery .... 

120,000 

I 6 

9,000 

Stock 

90,000 

1 4 

6,000 

Debtors 

15,000 

I 4 

1,000 

Cash 

12,600 

1 4 

840 

Less Creditors 

297,600 

3,000 

I 4 

21,340 

200 


294,600 


£21.140 


Note. This balance would appear to the credit of Head Office in the 
branch books and agrees with the Memorandum column of the Branch 
Account of the Head Office. 
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In recent years it has become more fr^uent to imore this some, 
what artificial appraisement of the sterling equivalent of currency 
trading operations and to ignore, as a result, any formal rate of 
conversion of the operations of a foreign Branch. 

Instead of attempting to evaluate independently the profit or 
loss sterling equivalent, with a consequent balance treated as profit 
or loss on exchange, the growing practice is to take the sterling 
value of the closing assets and liabilities and automatically the 
balancing item in the sterling column of the Branch Account in the 
Head Office books as the profit or loss. This predicates that remit, 
tances to and from the branch have been brought into account.^ 

If this procedure is adopted in the above illustration the balance 
of profit as shown in the Branch Current Account will be £6,065 
with no loss on exchange, the profit being the excess of closing bal- 
ances in sterling £21,140 over the opening balances in sterling £15,075, 

EXAMINATION PROBLEM 

The following is a Trial Balance sent from the foreign branch of a Londoi 
Company. In the London books the branch balance on ist January, 19,. 
was and on 30th June, 19. the Remittance Account balance wa 

^^2,641. There was no cash in transit. 

The Ratos of Exchange were as follows — 
ist January. 86|; 30th June, 91^. At the time of purchase of the Fix 

tures the rate was 124. 

Prepare a Converted Trial Balance in columnar form, so as to disclosi 
results of the operations of the six months. 

How would you deal with the above details in order to show the Brand 
results of trading and incorporate them in the London books ? 

{Adapted from Institute of Chartered Accountants, Inter.) 

Trial Balance, 30TH June, 19.. 


Head Ofhce Account, ist January. 19. 
Remittances to Head Office 
Fixtures and Fittings 
Sundry Debtors . 

Stock, ist January, 19. 

Sundry Creditors. 

Purchases . 

Sales . 

General Expenses 
Cash in hand 

[Stock, 30th June, 19. , Ptas. 91.683] 


Ptas. 

Ptas. 


451.373 

236,062 


26,040 


171,288 


87.365 



57.8*8 

186.989 



270,738 

68, 35* 


3.843 


779.939 

779.939 


* Examination questions have been known requiring thi fl method to b 
nSM so Aat no difference on exchange appeared in the Head Office accounts 
but tlie Branch profit converted in accordance with the usual formula 
In such a case it is obvious that a difference on exchange must arise and, i 
it is not to appear in the Head Office accounts, it must be put in the nunno 
randum currency columns. * 
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CoKVBftTSD Trim. Balamcs, joni Jum, 19.. 


PtM. 


Rate 


Profit end Low 


Balance 

Sheet 


Head Office Account 
Remittance* 

Fixtures and Fittings 
Sundry Debtors . 
Stock, ist January 
Sundry Creditors . 
Purchases . 

Sales . 

General Expenses 
Cash in hand 
Stock, 30th June . 


Difference in Exchange 

Net Loss (after allowing for difference in Ex- 
change) 


45^.373 

336,06s 

36,040 

x7Z,s88 

87,365 

37,838 

z86,9S9 

*70,738 

68,353 

3.«43 

91.683 


134 . 


.91 

89 

89 

91* 

91I 


Dr. 

£ 


z,oio 

3,XOZ 

768 


(6) 3,879 

348 


£ 4 . 1*7 


Cr. 

£ 


3 , 04 * 

1,003 


Dr. 

£ 

3,641 

8x0 

1,87* 


4 * 

1,003 


(a) 4,944 

83 


5,767 

83 


£ 4 , 1*7 


£5.850 


Cr, 


633 


5.830 


£5,850 


It will be observed that the question requires the Trial Balance to be 
drawn up so as to show results of the operations of the six months, hence a 
Profit and Loss and Balance Sheet column. 


After conversion of items into sterling as above. Journal entries will be 
made as follows — 


Journal 


Branch ..... Dr. 

To Profit and Loss Account 
Being Profit for six mouths. 



i 

165 


Difference on Exchange . Dr. 

To Branch 

Being Difference in Exchange. 


248 

248 


The Branch Account will then show a debit balance of ;£2,494, made up as 
follows — £ 

Opening Balance .... Dr. 5,218 
Less Remittances . . 2,641 


Less J ournal transfers . 
Closing Balance . 


. ^ 
. Dr. £2,494 


Recording Assets and Liabilities in the Head Office Boob. 
Although it is usual to keep entirely separate accounts for fcureign 
branches, there is no reason why the assets and liabilities of the 
branch ^ould not be recorded in the head office books. In this 
method the Branch Current Account is nothing more than a simple 
Cash Account^ but as the actual Branch Cash Accoimt in the foreign 
country will be in foreign currency, it will be necessary to employ 

1 Surplus of (a) over [b) in Converted Trial Balance above. 

16HB41Q83) 
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an additional column for currency in the head office books so as to 
account for the cash received, paid, and the balance. The branch 
double entry will be compiled from the sterling column. In short, 
the currency column is purely memorandum, 
niustcation. 

Trial Balance at ist January Dr. Cr. 


Fixed Assets 

£ 

2,500 

£ 

stock 

1,000 


Cash in 

200 


Remittance 

400 


Sundry Assets 

a.400 


Sundry Liabilities • 


700 

800 

Profit and Loss Account 


Capital 


5,000 



:i 6 . 50 o 


Accounts from the foreign branch, exchange taken at 10 pesos to 
were as follows for the year ended 31st December. — 

i)r. Cr. 


Balance 

Pesos 

2,000 

Pesos 

Sales 

7,500 


Fixed Assets Purchased and Sold .... 

500 

5.660 

General Expenses 


3.500 

Remittance Account ....... 

4,160 


Investment in Foreign Subsidiary .... 


4»500 

Balance 


500 


14,160 

14,160 


Closing stock is valued at 7,800 pesos. The fixed assets sold were 
in the books at 800 pesos. 

The procedure is simply to convert the above to sterling, to con- 
sider it (in a separate account) merely as a Cash Account and to 
complete the double entry. The opening balance is 2,000 pesos at 
10 to which is the £200 appearing in the head office Trial Balance. 


Dr. Foreign Branch Current Account Cr. 



Pesos 

i 


Pesos 

i 

To Balance . b/d 

2,000 

200 

By General Expenses . 

3.500 

350 

., Sales . 

7.500 

750 

„ Fixed Assets pur- 



„ Fixed Assets sold . 

500 

50 

chased 

5.660 

566 

„ Remittances. 

4,160 

400 

„ Investment in For- 



„ Profit on Exchange 


16 

eign Subsidiary . 

ggsi 

450 




„ Balance c/d . 

■a 

30 


14,160 

^1,416 


X4,x6o 


To Balance b/d . 

500 

50 





1 Sterling equivalent of a, 000 pesoe. 
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Profit and Loss Account 

j ) r . FOR THB Year bndbd 3XST Dbcxiibbr Cr. 


To Stock .... 

£ 

1,000 

By Sales .... 

£ ' 
750 

General Expenses . 

350 

„ Stock .... 

7S0 

[[ Loss on Sale of Fixed 


„ Profit on Exchange 

x6 

Assets 

„ Profit .... 

30 

166 


£1.546 


The Balance Sheet extracted by the head office will now be as 
follows — 


Balance Sheet as at 31ST December 


Capital 

£ 

5.000 

Fixed Assets^ 

£ 

2,986 

Profit and Loss Account ;£8oo 

Stock. .... 

780 

Profit for year . 166 


Sundry Assets 

2.400 

— 

966 

Investments 

430 

Sundry Liabilities 

700 

Cash in Hand 

50 


£6,666 


j£6.666 


Capital Expenditure and its Recording, (i) Where the head office 
incurs large expenses of a capital nature in connection with a foreign 
branch, it will debit the branch in currency (memo.) and in sterling ; 
and the branch will debit the asset and credit head office. The 
practice is to ignore fluctuations of exchange and upon incorporating 
the results of the branch activities in the head office books to bring 
into the valuation of the worth of the branch the asset, if of a fixed 
nature, at the rate of exchange ruling as at the date of its acquisi- 
tion, subject to depreciation, which will be converted, not at the 
average rate of exchange of the period, but at the same rate as at 
the date of acquisition. 

(2) If desired, the head office may show the branch asset as a 
separate account in its own books, in which case the cost in sterling 
will be debited, not to branch but to Branch Asset Account, so that 
no conversion from foreign currency into sterling is required. No 
entry will be made in the branch books. In other words, the entry 
in no way affects the rrfiective Head Office and Branch Accounts, 
the book-keeping entry being precisely the same as that of acquiring 
a ‘‘home" asset. If desired, a memorandum column may be em- 
ployed to show the amount of currency involved in the expenditure. 

It will, however, be advisable to write off depreciation, whichever 
method of recorcfing the fixed assets be adopted. 

If the first method is used the amount of depreciation wiU auto- 
matically appear in the brandi books, and its conversion in head 

» I.d. £z,yoo + £5^ - i£5o - ^30. 
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office books will be made at the rate ruling as at the date of acquiring 

tll6 diSS^t* 

If the second method is used the depreciation will be recorded 
in iht ordinary way in the head office books, except that it will be 
debited against the Branch Profit and Loss Account. 

(3) Where capital expenditure is incurred by the branch, the 
entry will be to the debit of the asset and to the credit of cast (ot 
supplier), unless it is intended to have the record of the ass^ in the 
head office books, in which case the head office will be debited and 
cash or supplier credited. It will then be necessary for the head 
office to debit the branch asset in sterling with the currency equiva- 
lent in the memorandum colunm and credit the branch. 

BRANCH CONTROL 

The question of branch control is an important one, and is sue! 
that no hard and fast rules can be laid down, as much depends or 
the existing circumstances, e.g. the number of branches, the typ( 
of operations, commodities, or services, the degree to which th( 
branches are self-contained, location, special local conditions, anc 
the like. 

The chief aims of branch control are— 

(1) To supervise stock, making the branch accountable to thi 
head office; thus, where possible, there will be required from thi 
branch returns showing the receipts, returns and sales of goods, th( 
goods being charged to branch at either selling price or at cost pin 
a percentage. Supplementing this may be an inspection staff whosi 
duty it is to make surprise visits to branches in order to inspect anc 
check the branch records. So far as possible, it will be advisable t( 
have all goods supplied by head office. 

(2) To avoid losses by reason of bad debts, and to this end thi 
branch may be required to furnish details as to the amoun 
and age of its debts, so that as required these accounts ma] 
be handed over to the head office for collection. Usually stric 
limitations are placed upon the branch in regard to credit aUowec 
to customers. 

(3) To prevent— especially where the branch is staffed by on 
person — ^the branch from exercising fraudulent manipulations (e.g 
the staff selling its own goods) by comparing percentages of profit 
comparison of results of various branches, fixation of a minimun 
amount of goods that ^ould normally be sold within a period, closi 
watch on periodical variations in sales and the like. 

(4) To avoid extravagance in expenses by requiring the branch ti 
account for its expenditure, and making comparisons of comparativi 
effioendes of the branches, e.g. sales, gross and net prom per i 
of $aleS| or per person employed, or per /loo of camtal sunk ii 
rile branch. 
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(5) To prevent pilfexi^ of cash by requiring a weekly cM 
itatement and daily bankings. The branch, u retail, will be required 
to employ cash registers, counter books, tear-ofi checks (as in 
•estaurants) so that either the cash is not handled by any person 
ler than the cashier or, if it is necessary for all the staff to receive 
they will be required to complete the forms used at the back of 
10 counter books~a duplicate invoice receipt being given to the 
lustomer. 

Occasionally, where there are “regular" customers, an invoice 
eceipt may be given to the customer, which, upon his having col- 
ected a stipulated number, may be presented to the shop for ex- 
ihange into an article, thus facilitating comparkon with the entries 
X the back of the counter books and encouraging custom. 

It is obviously advisable to charge up goods to branch at selling 
)rice if practicable, but where prices are highly fluctuating on either 
he buying or the selling side, or branch labour is to be expended, 
)r where many purchases are made locally, it will be usually found 
mreliable, so that the method of charging up at cost plus percentage 
:xpected to be earned may better serve the aim in view, although 
inder this method it may be extremely difficult to fix with reason- 
ble accuracy the required percentage. In the case of a branch with 
(lany lines, the management usually are content to fix an approx- 
nate percentage by “sampling,** that is, by taking at random a 
•roportion only of the goods transferred and by comparing cost and 
elling price and basing the required percentage on those com- 
larisons for each period, say, monthly. It is quite clear that 
cademically this is not accurate, particularly as several different 
ercentages may obtain during the period, but experience, trial and 
rror usually enable the percentage to be forecast with sufficient 
ccuracy to answer all reasonable requirements. 

In order to keep the percentage f^s^ures as accurate as possible, 
he “loading** is usually confined to the bare cost of the goods, 
snoring indirect expenses. 

In the head office an Abstract Book will be kept containing 
he above information, so that at any time it will be possible to 
iscertain : 

Total sales and retums—divided into cash and credit [with quan- 
ities, where possible]. 

Weekly average of sales. 

Total (and separate) expenses. 

Weekly average of expenses. 

Stdck records. 

Weekly amounts and values of stocks retained in branches. 
Debtors separately showing those transferred to Head Office for 
ollection. 

Approximate gross and net profit (after allowing for deprecia- 
lON, IKTEREST, and, if necessary, a share of the head office 
xpenses). 
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Obviously, the precise form of the branch control will be based 
on the particular circumstances, as will the reliability of the infer, 
ences deducible from the returns, e.g. stock may be such that an 
accurate percentage of profit can be always gauged, as where certain 
articles are packed goods sold at a fixed price. On the other 
hand, where there is intense local competition, or the goods are both 
perishable and/or subject to rapid price fluctuations, no rigid per- 
centage can be fixed. The branch manager may be “tuned up” to 
earn a certain percentage on sales, but a certain reasonable allow- 
ance must be given. Again, a branch may be a manufacturing or 
productive one, whilst in any case circumstances may dictate a 
departure from the ordinary routine. In the case of many concerns, 
e.g. as in the large stores in London and the provinces, the post 
season sale will vitiate normal percentages. 

Account must be taken of and adjustments made accordingly for 
price alterations, wholesale or retail, whilst full cognizance must be 
taken of price differentiation as where prices axe reduced for pur- 
chases of large quantities. Even where prices are fixed, careful stock 
recording will be entailed if there are several different sizes of com- 
modity, each having a proportionately different price as, for instance, 
patent medicines, as very frequently “treble size“ bottles or tins 
are sold at the price of two “ single*' sizes. 

Many points of detail will arise in addition, such as the proper 
system of stock and store preserving, e.g. suitable warehousing, 
storing, shelving, internal transport, protection from weather 
changes and from destruction by vermin. 

In the case of retail branches, it is usual to have a weekly or 
other periodical return, on the following lines, modified to meet the 
circumstances. 


Branch No.. 


Town 

Week ended.. 


Branch Return 


Rbcbipts 

Receipta from 
Deotora 
per Receipt 
Booka 

T 0 UI 


Day 

Dept. 

CaahSaka 

Dept. 

Dept. 

Date 

Amount 

Monday 
Tuaaday 
Wednaaday . 
Thunday . 
Friday 
Saturday 

£ 

s. 

d. 

£ 

s. 

d. 

£ 

t. 

d. 

Receipt No. 

£ 

a. 

d. 

- 

£ 

i. 

4. 


The columns are ruled on the receipts side to accommodate the 
vanous departments. 
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Debits to Debtors (Ckbpit Sales) 



Dept. 

Dept. 

Dept. 

Total 

donday .... 

Tuesday. .... 

iVednesday .... 

Thursday .... 

Triday 

Saturday .... 

Total .... 

Commencing Debtors 

Total .... 

£ 

5. 

d. 

£ 

S. 

d. 

£ 

S, 

d. 

£ 

5. 

d. 








1 

1 

1 

i 

I 


Credits to Debtors 

Cash received from Debtors 
Returns from Debtors .... 
Bad Debts 
Discounts 
Allowances 

Transfers to Head Office (per List) 

Closing Debtors .... 


j (per List) 


i *■ 


Total 


[The details are shown below in Ledger form for sake of clarity. 

Df. Cr. 


I s. d, I i. d. 

Commeaclng Debtors Cash receiTsd from Debtors . 

Sales , Returns from Debtors . 

Bad Debts 

Oisoounts 

Allowances 

Transfers to Head Office 
Closing Debtors .... 


£ 


£ ] 


Expenditure 


Details 

Voucher 

No. 

Amount 

Wages 

Cleaning 

Etc 

Etc. ..... 


£ 

S. 

d. 


Sundry Local Purchases per List 
Total 

Add Petty Cash on hand . 
Imprest Total 


£\ 


agree. 


^ These totals should 
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Stocks 


Commencing Stock . 

Receipts from Head Office 
Sundry Local Purchases . 

Lms Net Sales (at cost) . 
Returns to Head Office 

Closing Stocks .... 


[Signed and dated] 


£ .. U. 



Observations, e.g. as to holidays, staff chanfes, 
local conditions, opening up' or closing down 
of local competitive shop, results of adver* 
tiding campaigns, etc. 


In brief summary form the following may be cited as the main 
headings of branch control — 

(1) Accotmting at head office. 

(2) Systematic stock control. 

(3) Adherence to the terms of sale, e.g. prices, credit (if any), 
transfer of debts of doubtful nature to head office. 

(4) Local purchases forbidden, or within prescribed limits. 

(5) Periodic detailed returns. 

(6) Daily bankings, imprest for petty cash. 

(7) Surveillance of overheads. 

(8) Establishment of a minimum sale per period (per convenient 
unit). 

(9) Surprise inspections as to stock, store conditions, civility of 
staS, cash recording, debtor balances, allowances and discounts, age 
of debts, internal audit staffs, etc. 

(10) Quantitative control where possible, e.g. gramophones, 
motor-cars, heavy furniture, jewellery, antiques, packed goods, etc. 

(11) Statistical data, comparisons, index figures, graphs, and their 
interpretation in the light of general economic conditions, conditions 
affecting the class of trade (e.g. changes in fashions, eclipse of gramo- 
phones by radio, revival of demand for pianos), and those applicable 
solely to local conditions (e.g. competition by co-operative societies, 
closing down of works upon which a large proportion of the local 
customers depends). 



CHAPTER XX 
HIRE PURCHASE ACCOUNTS 

By hire purchase is meant the system under v^ch property or a 
chattel is acquired by payments made in instalments, during the 
period of which the title in the property remains with the hire 
vendor. The payments prior to the final one are regarded as being 
purely in respect of hire, and the title in the property does not pass 
to the hire purchaser until such final payment. 

The owner parts with the possession of his property (but not with 
the ownership) to the other party on condition tW the latter fulfils 
his obligation to pay his instalments, on completion of which the 
ownc^p is transferred to the hire purchaser. 

The agreement usually contains a clause providing that the owner 
may recover his property in the event of default of the buyer in 
paying any one of his instalments. 

As the instalments payable are really intended to be made on 
account of the purchase price, they are much greater than for 
ordinary hire. It would often entail a hardship to the hire pur- 
chaser if, having paid most of his instalments, he became unable 
to complete the payments of the remainder, consequently being 
deprived of the property in his possession whilst remaining liable for 
the outstanding instalments. To mitigate such a misfortune, the lure 
purchase agreement usually contains a proviso under which the 
[lire purchaser is permitted to return the property during the cur- 
rency of the agreement on condition that pa3nnent of all accrued 
hst^ments is made, thus converting the agreement into one of 
lire. Alternatively, under certain conditions the hire purchaser 
nay be allowed to retain a certain part of the property, or the hire 
vendor may make an allowance for the property returned to him 
!)y the hire purchaser. 

Hire purchase transactions must be clearly distinguished from 
actual sales, the payments for which, gre made in instalments (i.e. 
the deferred payment method), for in the latter case the title in 
the property has actually been transfored — not merely the posses- 
sion, but the full legal ownership. In spite of the fap^ t^t the book- 
keeping entries are often treated alike, the fundamental diff^ence 
should be constantly kept in mind.. In hire purchase the hire vendor 
still retains ownersmp, so that the question of valuation and insur- 
ance of the property is a material one for him to bear in mind. 

On the other hand, if a sale has been made, paymeiU of the 
>nce being made by the buyer in instalments, the asset has dian^ 
lot onlyits location but its l^;al form, inasmuch as the money value 
>f the iHoperty is now represented in the vendor’s bools a 
lebtor. In other words, under hire purdiase the |»operty is stQl 

470 
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the hire vendor's, the hire purchaser being a 4ebtor only for 
accrued instalments, while under the deferred payment plan the 
buyer is a debtor for the purchase price of the property, less the 
instalments p^d. 

The contr^ts may be summarized as follows — 

Hire — 

Property must be returned to owner. 

Sale- 

Property cannot be returned to sender. 

Hire*PuTchase — 

Property may be either returned or retained by the hire pur- 
chaser, at his own option. 

It will be clear that the.vendor, or the hire vendor, as the case may 
be, will make a charge not only for what is described as the "cash 
price" but also for interest and the risk involved, for even in hire 
purchase the hire vendor may incur loss due to the return of badly 
damaged property as well as costs of transport and storage. 

Hire Ptuchase Act, 1938. The legal relationship between the 
Hire Purchaser and the Hire Vendor are affected by the Hire 
Purchase Act, 1938, which came into force on the ist January, 1939. 
The main provisions of the Act are — 

(1) The Act embraces ALL contracts of Hire Purchase and Credit 
Sale where the total price does not exceed — 

(a) 1^0 for a Motor Vehicle, Railway Wagon or Railway 
Rolling Stock, 

(b) £500 for Livestock, and 

(c) £100 in any other transaclion. 

(2) The cash price at which the goods could be purchased im- 
mediately and outright must be disclosed before any contract of 
Hire Purchase is entered into, and similarly with any credit sale 
agreement where the price exceeds £5. If the owner or vendor 
fails so to do, he cannot enforce the agreement (or any guarantee or 
security therefor) subject to the Court’s discretion in certain 
circumstances. 

(3) The hirer may terminate his agreement by notice in writing 
at any time before the last JfSymtnt falls due, but he is still bound 
to pay 

(а) any amounts falling due prior to the above notice, PLUS 

(б) the ambtint by which one half of the purchase price (or such 
less amount as is specified in the agreement) EXCEEDS the total 
sums paid and due under the agreement, and 

(c) damages (if any) for failure to take reasonable care of the 
goods comprised in the contract. He is under obligation also to 
return the goods to the Vendor. 

(4) Certain conditions and stipulations which are often included 
in Hire Purchase agreements (which operate unfairly to Hire Pur- 
chasers) are declared void. 
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(5) A Hirer or Buyer is entitled to require the Hire Vendor, at 
any time before the final payment has been made and on tendering 
the sum of one shilling, to supply him with a copy of any note or 
memorandum of the agreement and various details as to the 
amounts already paid, the amounts due but unpaid and the future 
payments to be made. 

(6) A Hire Purchaser must keep the goods xmder his possession 
and control and, if requested by the Hire Vendor, inform him where 
the goods are. 

(7) Several conditions and warranties are implied in every Hire 
Purchase agreement, notwithstanding any provision or agreement 
to the contrary, e.g. right of quiet possession. 

(8) If a Hire Purchaser has two (or more) agreements nmning, he 
has the right of appropriation where an amount paid is less than the 
total of the amounts then due. Otherwise the appropriation is 
proportionate tothe amounts outstanding on all the agreements. 

(9) When the total amount paid (of tendered) under a Hire 
Purchase agreement equals or exceeds one-third of the Hire Purchase 
price, the Hire Vendor is not permitted to obtain repossession except 
by consent of the County Court, and on the commencement of any 
such action the Vendor cannot enforce payment of any sum, except 
by claim in the action. In such ah action, the Court may order — 

(а) redelivery unconditionally, 

(б) redelivery under certain conditions, or 
(c) redelivery of part of the goods. 

Account!:^ Methods. Many systems of accounting are in vogue, 
some scientific, others crude, but the principle involved in all is that 
the profit is not earned until the final instalment has been paid ; 
hence, some provision must be made to avoid showing inflated 
profits. It can readily be perceived that no rigid Tule of accounting 
can be laid down owing to the large number of var3rine circumstances 
in different businesses, e.g. nature of the property, the number and 
regularity or otherwise of the ** Sales,*' the length of the instalment 
period (long, medium, or short) ; the ratio of defaulters to sound 
customers, financial policy, size and capacity of accounting staff, 
and the proportion of this class of business to others. 

It will be convenient to treat hire purchase transactions under 
the following heads — 

HIRE VENDOR’S BOOKS 

(A) Sales Method— 

(1) Each transaction, including interest, is treated as a sale, the 
usuad entries being made, no separate account appearing for 
interest. 

(2) Each transaction, excluding interest, is treated as a sale 
and interest is charged to the hire purchaser and recorded 
separately. 
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The entries are— - 
{a) Upon delivery of goods or property — 

Debit Hire Purchaser ^ Credit Hire Purchase Sales 

(6) Upon interest becoming due periodically — 

Debit Hire Purchaser Credit Interest 

Alternatively, the hire vendor may credit Trading Account 
for the sale in two parts: (a) proportion representing hire, and 
(b) proportion representing sale. (This method is purely aca- 
demic as the enormous detailed calculations involved render it 
impracticable.) 

Illustration. A sells machinery on hire purchase to B, the 
cash price bemg £1,000. The hire purchaser agrees to pay in two 
instalments each half year with interest at 5 per cent per annum, the 
interest to be paid each half year in addition to the amount due on 
the machinery. Show B's account in A's books. 

Hiss Vendor’s Books — 

Dr. B Cr. 




£ 

t. 

d. 




£ 

f. 

d. 

To Machinery, {a) 

.. Half-year*! 


1,000 

0 

0 


By Cash 

c/d 

5*5 

0 

0 






„ Balance . 

500 

0 

0 

Intereat on 
O,ooo at 5% 
per annum (A) 





0 

0 









D.oas 

0 

0 




£i,o»i 

0 

0 

To Balance 

b/d 

500 

0 

0 


By Cash 


51a 

10 

0 

Half-year's 








Interest on 
^500 at 5% 
per annum 


IS 

'A 

0 










lOI 

0 




£5xa 

xo 

0 


(a) Credit Hire Purchase Sales Account (through the Sales Day Book). 

(d) Credit Interest Account (through the Interest Journal). 

It is important to observe in all cases whether the first payment 
is to be made at the time of delivery (i.e. “cash down “) or at the 
end of the first period. 

The agreement might provide for the instalments to be equal, 
as distinct from equal proportions of the cash price. The pay- 
ment of each ipstaJment is of a composite nature as it includes 
both principal (or cash price) and interest, each subsequent payment 
discharging an increasingly greater proportion of the principal than 
the one preceding it. 

mustration. Assume that the facts are as in the foregoing 
illustration, except that the two payments are to be equal. The 
instalment required to the^ nearest penny is £518 i6s. 6d. Show 
B's account in A's books. 

‘ Alternatively the term ’’Hire Sales" is employed. 
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HmA Vbndok's Books-- 

Dr. 


To Mtcbinery. 

p. . 


To Balonee 
•p IntOTMt . 


b/d 


£ 

z,ooo 

as 

t. 

0 

0 

1 0 0 

ri,o *5 

0 

0 

506 

3 

6 

Z8 

13 

I 

£iia 

z6 

7 





By Cash 


By Cub 


4»3 

Cr. 


518 l6| 
e/d 500 

iCi.o*5 

sit IC| 

£5x8 lldl 


I CalcuUted to tbe oeamt panny 


The hire vendor will show in his Balance Sheet the amount due 
(as if an actual sale had taken place) from the hire purchaser, but 
as in the case of the latter, some designating expression should be 
employed to indicate that the subject matter is that of hire 
purchase. Whether it is described as a debtor for hire purchase 
(from a meticulous point of view inaccurate) or goods out on hire 
purchase, is not of material importance so long as a clear reference 
is made to the nature of the asset. As regards the hire purchaser's 
books, which will be dealt with later in this chapter, a phrase^ 
termed equity, is occasionally used in juxtaposition to the asset 
described, and if, despite this phrase, it is clearly understood 
that the title to the property is not in the hire purchaser, it 
is quite acceptable; but from a purist's point of view, the 
term is not entirely unchallengeable as the hire purchaser's 
position, though analogous to, is not that of having a fuU equitable 
interest. 

No depreciation will be dealt with (as the asset is con- 
sidered as a sale) but provision should be made in respect of loss 
likely to be entailed if the property is returned in a damaged 
condition. 

A variation of the above method is to debit the hire purchaser 
with the whole sum— cash price and interest, crediting respectively 
hire purchase sales and Interest Suspense Account : at the end of 
each year the proportionate amount of interest arising during the 
year is debited to Interest Suspense Account and credited to Interest 
Account, and thence to Hire Purchase Trading Account. In the 
meantime, the balance in credit is shown as a deduction from hire 
purchase debtors. 

Illustration. A delivers machinery on the hire purchase system 
jf2»50o to te paid as follows: on delivery, £400; at the end 
of the first year, £600; second year, £400; third year, £1,100; 
interest, induded in the £2,500, being diarged on the cash 
value at xo cent per annum. Show entries in the books of 
the hire ven^. 



ACCOUNTANCY 




The interest is calculated as follows — 


£ s. d. £ 5. d. £ s. d. 

3rd year . x 1,100 00* 100 o o = X 1,000 o o 

and year . ^ x 1,400 o o « 127 5 5 =» X 1,272 14 7 

ist year . x 1,872 14 7 = 170 5 o = X 1,702 9 7* 

(3) Interest Suspense Method. 

The third method is adopted by concerns having a large number of 
transactions, with the instalments extending over fixed periods, 
and is known as the Interest Suspense Method. It aims at crediting 
the period in which the sale is made vdth the gross profit thereon, 
sep^ting the interest appertaining to each transaction, and allocat- 
ing it over the years during which the instalments are paid. Separate 
sales day books must be kept to record the sales of each different 
duration, e.g. "twelve-monthly instalments." 

The amount chargeable to the hire purchaser is divided into hire 
purchase sales and interest, the double entry being — 

Debit Hire Purchaser. 

Credit Hire Purchase Sales Account. 

Credit Interest Suspense Account. 

The latter is allocated to Trading Account proportionately over 
the length of the instalment period by debiting such proportion to 
Interest Suspense Account and crediting Trading Account. 

^ 9s* to credit of Hire Purchase Sales and £397 xos* 3d . to Interest 

^Yupease Acoomit* 

. ^ less deposit £400, Uss interest ^397 xos. sd. 
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Illustration. If the instalm^ts are paid quarterly and ari^ sj^ead 
over thirty-six months, and interest at 10 per cent per annum is 
charged, it will be found that the interest credited to Interest 
Suspense Account should be allocated as follows — 

ist Year . . . 52*4% of the total interest 

..... 33*9% 

3rd .. . . - 13*7% 


100 - 0 % 

The above result is obtained as under — 

Assume the hire purchase price of a piano is £106 12s., to be paid 
for in thirteen quarterly instalments of £8 4s., the first instalment 
to be paid when the " sale is effected and interest at 10 per cent per 
annum to be charged. 

The cash price of the piano is /84 2S. 3d. plus the deposit of 
£8 4S. = £92 6s. 3d. 

A table may be constructed as follows — 

Total Balance 


«4| 


Year I 

15 

*Xi86/ 4 / 4 
£791191 4 
AX;i73/ii/ 2 
AX;i66/l9/io 


4 

m|i 9 |io; 

78 

71 13 

65 7 

58 15 

Year 2 

15 

AXjf 6 o/ 5 / 3 
Ax£53l7l 3 

AX;i46/5/io 

AX;f39/o/ii 

|»7] 

I9| 

I/a' 

o|ii 

3* 

45 

38 

3o|x6|xi 

^ Year 3 

3o|i6 

£3111214 
AX^ 24 / o/i 
^x£i6l 4/0 
Ax* 8 / 4/0 



X 6 i 

n|f/ 


The "spread" of the interest of £14 5s. Qd. is as follows— 

and year X 100% - 33"9% 

X - *37% 

^ The entry in this column is a) per cent [i.e. xo per cent per annum on 
balance], e.g. a) per cent on ^84 ae. 3d. « £a at. id. 



486 ACCOUNTAKCY 

The tabic can be easily proved by working back from the 
end. The last payment of £8 4s. discharges the balance owing 
in the penultimate quarter plus interest thereon at per cent. 

Such interest is ^ or x £8 4s. == 4s. ; thus the balance at the 

beginning of the last quarter is £8. The interest for the penultimate 
period is X £16 4s. = 7s. iid., and so on.‘ 

It is obvious that as the instalments are spread over three years, 
unless the sale is made on the ist January in any year (assuming the 
accounting period to end 31st December) the instalments will be 
received during four accounting periods, and accordingly the interest 
for the three years must be divided amongst the four accounting 
periods in which the instalments are received. It is quite impractic- 
able to do this accurately by taking every sale and making a mathe- 
matical calculation in respect thereof; accordingly an average basis 
is taken. One method is to assume that all the sales are made half- 
way through the financial period and to assume that the interest is 
spread over each year evenly. With the above figures the interest 
would be spread over as follows — 

lit accounting period — ^ X 52*4% “ * 6 * 2 % 

and accounting period — I x 52*4% + i X 33 * 9 % ■“ 43 'i% 

3rd accounting period — } X 33 * 9 % + } X 13*7% * 3 * 8 % 

4th accounting period — i x 13*7% ■■ 6*9% 

Total .... . 100*0% 


If the first accounting period half year is taken as the basis of the 
calculation, the second accounting period being made up of the 
second half of the first year plus the first half of the second year and 
so on, the percentages will be more accurately — 


lit Accounting period — 
lit half, 1st year . 


2nd Accountiug period — 
and half, ist year . £3 8s. 6d. ^ 

£14 5 S . 9 d . 

lit half, 2nd year . x xoo% 

£14 53. 9d. 


£4 IS. Id. 
{14 5S. 9d. 
= 28-3% 


X 100% 


£6 33 . I id. 
£14 58. 9 d. 
« 43 * 4 % 


X 100% 


1 If the student finds the computation difficult, the above schedule should 
be built up in Ledger form, for example — 

First Quarter of Year 2 — 

Dr. Hire Purchaser Cr. 

To Balftoce b/d '^||X5 By Cash . 

„ Interest „ Bslance. c/d 

Idol 


b/d 
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3rd Acoountmg period— 
2nd half, 2nd year 

ist half, 3rd year . 

4tli Accounting period — 
2nd half, 3Fd year. 


£2 18. 8 d. 

5 S. 9 d. 
7S- gd. 
£14 5s. Qd. 


X 100% ] 
X 100% 


£3 8s. lod. 
£^4 53- 9d- 
« 24 * 1 % 


X 100% 


iis. lid. 
£^5S. 9d. 
« 4 * 2 % 


X 100% 


An alternative method is to find the average due date of the 
sales, having regard to the seasonal fluctuations of the business. 
It may then be found that each of the three full years' interest is 
split, say, eight months to the first year, eight months and four 
months to the second year, etc. 

Taking the first two periods, the "spread" would he- 
ist period. . • f ^ 52*4% 

2nd period. . - t X 52*4%+ I X 33*9% 

Separate calculations will obviously be made in respect of each 
type of sale, each having its own Interest Suspense Accoimt. Th^ 
if the sales of three types are spread over t^ee years, there w^l 
always be twelve Suspense Accounts open at any one time, that is, 
four for each type. 

Illustration. Assuming that the interest is allocated as on page 486, 
(first method) show the entries necessary to record the foregoing 
transactions in the Hire Vendor's books, taking 1952 as the first 


year — 


Dr. Hire Purchase Interest Suspense — 1952 Sales Cr. 


1952 



i 

a. 

d. 

1952 

By Intereat per 


£ 

a. 

d. 

Dac. 3X 

Tnativr: Profit 





Dec. 31 





To and Lom 





Hire Purcbase 






Account 

{») 

3 * 

14 

10 


Salea Day 






„ Balance 

c/d 

xo 

xo 

XX 


Book . 


>4 

S 

9 




£14 

5 

9 




£14 

3 

9 

1953 
Oao. SI 

To Tranafer : Profit 





1953 

Jan. X 

By Balance 

b/d 

ro 

10 

XX 

and Lom 
A ccount 


6 

3 

a 









„ Balance 

o/d 

4 

7 

9 









1 

£10 

w 

XX 




£10 

xo 

It 

1954 
Dec. 51 

To Trattefer : ftofit 





1954 

Jan. X 

By Balance 

b/d 

4 

7 

9 

and Lom 
A ccount 


3 

8 

0 


j 







„ Balance . 

c/d 


*9 

9 










£4 

7 

9 




£4 

7 

9 

1935 

Dec. 31 

To Tranafer ; Profit 





1955 

Jan. X 

By Balance . 

b/d 


19 

9 

and Lom 
A ccount 

W 


19 










(a) 26*2 
W 43 * 




X fi 4 3 »- 9 d- 
X In 5 »' 9 d- 


le) 

W 


33 6% X 
6^% X 


in 5 *- 9 d. 
514 5«. 9 d. 


^ See footnote on the next page. 
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Hirx Purchasb Debtors 


Cr. 




£ 

*. 

4. 

195a 

||■|||■■|| 


£ 

■ 

g 

To Hira Purchsio 





Dec. 31 




H 

wM 

Sstotpor Day 

1 








H 

H 

Book 


106 

12 

0 




4 * 










c/d 

«5 

B 

D 



£206 

12 

0 





B 

B 

To Balance . 

b/d 

63 

12 

0 




■ 

1 

1 


For the purpose of illustration it is assumed that there was one 
transaction only 

The example illustrates the principle involved following through 
the Interest Suspense Account method during the period of instal- 
ments, but it deals with one year's sales only. Normally, there 
would be further sales in subsequent years, and if the spread of 
interest is over four years there will be four Suspense Accounts in 
respect of each type of sale when the business has been established 
four years, and henceforward one will drop out as another is added. 
This may be shown by the following example — 


Illustration. A Hire Purchase business is started and the Hire 
Purchase sales are — 


1st Year 
2nd Year 
3rd Year 
4th Year 
5th Year 


£i,ooo, of which £200 is interest 
2 i.2oo, „ £250 

£3*000, „ 3f58o 

;i2,8oo, „ £520 

£5.000. .. £950 


Assume that the interest is allocated as follows 
spreading over four years) — 


(all the sales 


1st Year 25% 

2nd Year 50% 

3rd Year 15% 

4th Year 10% 


100% 


Show Interest Suspense Accounts. 


^ The double entry will be effected by passing the transaction through the 
Hire Purchase Sales Day Book, thus — 


Ost» 

Details 

Fo. 

Total 

Hire 

Purchase 

Sales 

Interest 

Suspense 




£ 

5 . 

d. 

£ 

S. 

d. 

£ 

s. 

d. 




ZO6 

12 

0 

92 

6 

3 

»4 

5 

9 















950 | 

£93o| o| o 


Dr. 


Profit and Loss {Year x) 


Cf. 


Year x By IxiteraatStupeiiae 

Aecoimt <i) 

















Df . Profit akd Loss ( Year 4) Cr. 



The Interest Suspense Account (yeur i), it will be observed, is 
exhausted after tour allocations to Profit and Loss Account at the 
end of the fourth period, as is Interest Suspense Account (year 2) at 
the end of the fifth period. In the next year, an Interest Suspense 
Account (year 6) would come into being, there being always four 
such accounts in the books in respect of each type of hire purchase 
sale, extending over four periods. Similarly, there would always be 
three in the books in respect of a type extending over three account- 
ing periods. 

The problem, it is evident, merely involves writing off from the 
Suspense Accounts the proportion of interest allocable to particular 
years to Profit and Loss Account (or to the Hire Purchase Trading 
Account in the first place). The balances on the Suspense Accounts 
will be shown on the Balance Sheet as deductions irom Hire Pur- 
chase debtors. 

Where the necessary percentages are given, the amount to be 
written off in any year is easily arrived at, e.g. taking Suspense 
Account (year i) which, as has been demonstrated, has been credited 
to Profit and Loss Account in four instalments in the proportions: 
year i, 25 per cent ; year 2, 50 per cent ; year 3, 15 per cent ; year 4, 
10 per cent. Sometimes a question appears in which the original 
W*pense figure is not given, but a balance after one or ttiort years 
iMve been written off, e.g. in refermce to the above illustration, 
the balance of Suspense Account (Year i) as at the beginning of 
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the third year, i.e. £50. As 75 pjer cent has been written off; there* 
fore 2^ per cent remains, of which 15 per cent and 10 per cast of 
the ongmal are to be cleared in years 3 and 4. The amounts to be 
written ofi in these years may be found, thus — 

I L 

Year 3 . . . X 50 « 30 

Year 4 . . . x 50 » 20 

There is no necessity to work the account back to the commencing 
figure in ordinary circumstances, but where necessary, the computa- 
tion can be easily made as follows — 

£ 

50 = 25% of the origmal 
W X 50 SB £200 =s the original 


Illustration. The Suspense Account at the end of the second year 
(i.e. after two instalments had been credited to Profit and Loss 
Account), was £240; the proportions to be written off were — 

Year i, 15%. Year 2, 25%. Year 3, 40%. Year 4, 15%. Year 5, 5%. 

As 40 per cent has been written off there remains 60 per cent in 
three parts (40% + 15% + 5%) to be disposed of. The amounts 
to be credited to Profit and Loss Account in the three subsequent 
years therefore are — ^ 

Year 3 . . • JiS X ^240 « 160 

Year 4 . . • H X -£240 « 60 

Year 5 . . . X £240 20 

£240 


The original sum must have been X £240 = £400. 

The amounts written off in years i and 2 were — 

Year i . . . X £^oo « 60, leaving £340 

Year 2 . . • ^ X £400 ■= £100, leaving £240 

or Hi X £340) 


The Interest Suspense Account may alternatively be written off 
according to a “progression” method, e.g. in inverse proportion to 
the years elapsing from the commencement of the instalment 
period. For instance, if the period is five years, the Interest Suspense 
Account will be disposed of as follows — 


Yeari . 
Year 2 . 
Year 3 . 

Year 4 . 
Year 5 . 


5 i-o-A 
4 M A 

3 » A 

a M A 

* »» A 


note page 492] (a) 13 


lUustratkm. Assuming the Interest Suspense Account was £150, 
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show the transfers to Profit and Loss Account in the foregoing 
proportions — / 


Year 1 

A X £150 - 50 

Year 2 

A X ^150 - 40 

Years 

A X £150 - 30 

Year 4 

A X £tso - 20 

Year 5 

A X £150 - 10 


^150 


If the first payment was made "cash down” at the time of sale, 
and the duration of the instalment period was consequently reduced 
to four years, the proportionate amounts of interest to be written off 
in the four years would be — 

i 

Year i . . .4 i.e. A X — 6® 

Year 2 . . 3 .. A X /150 — 45 

Year 3 . . . 1 ^ v, £150 = 30 

Year 4 • • • i „ A X £150 - 13 

( 6 ) 10 £^ 

Note: If the sales are taken at an average date of half-way through the 
accounting period, the proportions will be computed as shown on page 486, 
thus — 

(а) : 4i : 3i : 2I : li : involving six periods. 

(б) 2 : 31 : 2) : involving periods. 

The advantages and disadvantages of the Interest Suspense 
method are shortly — 

Advantages : (i) Provided that suitable provision is made, the 
true profit is shown in the period of delivery (the transaction being 
regarded for practical purposes as a sale). 

(2) Interest is taken into account and is properly spread over the 
relevant period. 

(3) It is more acceptable for Income Tax purposes. 

Disadvantages : (i) Complicated. 

(2) Not suitable for transactions of small amount or covering a 
short period or where agreements differ in rate of interest. 

(3) Not suitable for agreements of varying periods. 

(4) Provision must be made for Bad Debts and for losses on un- 
fulfilled agreements. 

(5) Not suitable for Hire Purchase transactions where an option 
to settle for cash on reduced terms is exercised with any degree of 
frequency. 

I Sales witt Hire Purchase Reserve. Small traders often adopt the 
•ifilpla device of making a reserve representing profit on the hire 
pur^ase transactions. 

lUustratioUji A, who has a mixed business of the above type, has 
hire p^trchase debtors outstandinc as follows: ist January, 19.., 
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£2,000; 31st December, 19. £3,500. He treats all hire {wrchase 
transactions as sales and creates a 20 per cent hire purchase reserve. 


Dr , Hire Purchase Reserve Cr. 


Z 9 - 
Dee. 31 

To Balance 

[ao% on £s.50o] 

c/d 

i 

700 

19.. 
Jan. X 

Dec. 31 

By Balance . 

chaee Sales Account 

b/d 

£ 

400 

300 




m 




£700 





Jan. I 

By Balance . 

b/d 

700 


The Balance Sheet would include, on the Assets side — 


Balances under Hire Purchase Affreeznent .... s»500 

Lms Hire Purchase Reserve 700 

a, 800 


(B) Goods Out or Stock System — 

Method I — ^At Cost. The cardinal feature of this system is to 
consider all the goods out on hire as stock. In order to keep a full 
record of goods out on hire purchase, it is necessary to have Ledger 
Accounts of the customers showing the same detail therein as if 
the goods had actually been sold, but these accounts are not part 
of the ordinary double entry system; and although the principle 
of double entry may be employed in balancing the accounts, they arc 
purely memoranda. They supply important information showing 
what each customer owes, but they form no part of the double 
entry. 

The procedure may be outlined as follows — 

(1) Debit Hire Purchase Trading Account and credit Purchases 
Account with cost price of goods sent to customers on hire pur- 
chase. At the same time each Customer's (Memorandum) Account 
will be debited with the sale price of such goods. 

(2) Returns from customers. (See pages 495 and 506.) 

(3) The instalments paid will be debited to cash and credited to 
Hire Purchase Trading Account. At the same time, the Customer's 
(Memorandum) Account vrill be credited. 

(4) The instalments due and unpaid will be debited to Instal- 
ments Due Account and credited to Hire Purchase Trading Account. 

(5) The stock "out," i.e. the same proj^rtion of the cost of the 
goods sent as the amount of imaccrued instalments bears to the 
total amount of the instalments, is credited to Hire Purchase Trading 
Account and debited to Hire Purchase Stock Account. 

(6) The Memoranda accounts will show the balances against 
the customers, but not being part of the double entry are not 
brought into the Trial Balance. Thus, the customers' accounts are 
" reference " accounts only. A transfer may be made similar to that 
in (4). 
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The gross profit is the excess of the sum of instalments due and 
paidr plus stock out on hire purchase at the end of the period over 
the stock out on hire purchase at the beginning, plus go^ sent to 
customers during the period, less returns, at cost. 

Shown in account form — 

Dr. Hire Purcuasb Trading Account Cr. 

To Stock at Coat b/d By Inatalmenta Paid 

„ Goods sent to Cus* „ „ Due 

tomersatCoat .. Stock at Coat . c/d 

„ Gross 'Profit 


To Stock at Cost * b/d 

Before illustrating the working of the above a simple example is 
given to show the computation of the value of the stock out on hire 
purchase. 

Illustration. Goods costing £io are sent to B on hire purchase, 
the price being £20, payable in twenty instalments of equal intervals. 
At the end of the accounting period of the Hire Vendor, five instal- 
ments are yet unpaid (fifteen having been paid at due dates). 

The stock in the hands of the customer is valued as follows — 

^ X ^lO « £2 IDS. 

Assuming, further, that (for sake of simplicity) it is the only 
transaction of the period, the Hire Purchase Trading Account would 
appiear as follows — 


Hire Purchase Trading Cr. 


To Goode at Coat 
„ Groas Profit . 

£ 

xo 

7 

0 

zo 

d. 

0 

0 

By lastalmente Paid . 

„ Stock. 


£17 

xo 

0 

\£i7 





Dr. 


Hire Purchase Stock 


To Hire Purchase 
Tradini; Account 


£ s, d. 
a 10 o 


In th« Memorandum Hire Purchase Ledger— 
Dr. g 


Cr. 


Cf. 


To Goods . 


By Cmsk . 


IS 


To Bohnes ^/^ 


each paymmt 
is mode) 

M Baltmcs old 

\£S0 


‘ Or transferred to and from 


a separate Stock Account. 



HIRB PURCHASB ACCO 0 NTS 495 

It diould be now quite clear that the balances on the ci^hmers' 
accounts do not appear as part of double entry accounting and 
hence do not form a part of the Trial Balance. Practically, these 
Memoranda Accounts are vital, but from a double entiy point of 
view entirely unnecessary, as the Hire Purchase Trading Account 
gives the necessary results and forms an integral part of the double 
entry. This point is stressed because of the confusion in the minds 
of students as to the function of the Memoranda Accounts. 
Important as the Memoranda Accoimts are for reference, they can 
be ignored in completing the double entry. 

The books employed will be the Day Books, the Cash Book, and 
supplementary to the double entry, the Memorandum Ledger. 

The Day Books, as to sales and returns inwards, will usually con- 
tain supplementary columns in order to fulfil the functions of the 
double entry and to furnish the necessary data from which may be 
compiled the Memoranda Accounts, i.e. there will be a column 
for the purpose of the double entry and others recording the 
detail necessary for the compilation of the Memoranda Accounts. 
Columns in the Sales Day Book, apart from date and folio 
columns, are usually necessary to record — 

(1) Cost price of the goods sold. 

(2) Sale price of the goods sold. 

(3) Number and amounts of instalments. 

(4) Periodicity of instalments. 

(5) Any other information that circumstances require. 

There will be no difficulty if it is remembered that the first column 
is for the double entry, the others being for '* Memorandum ” purposes 
only, forming no part of the double entry ; but column (2) provides 
the data for entering up the Memoranda Accounts. The total of 
column (i) will be debit^ to the Hire Purchase Trading Account and 
credited to Purchases Account, and .so far as this side of the 
transaction is concerned, this is the only double entry. The indi- 
vidual items in column (2) will be posted to the debit of the 
customers' accounts in the Memorandum Ledger, and these post- 
ings are of no account so far as the double entry is concerned. It 
is usual, however, to total column (2) and post this total to a 
Memorandum Ledger Adjustment Account, the entries being made 
in total to the credit, i.e. the opposite side to that to which the 
individual items are posted. 

Returns Inwards (at cost) will be dealt with conversely, i.e. 
column (1) is totalled and such total is posted to the debit of Pur- 
chases Account and to the credit of Hire Purchase Trading Account 
as part of the ordinary double entry, while the details of returns 
(at selling price) will be posted from column (2) to the credit of the 
respective customers’ accounts in the Memorandum Ledger, and 
if a Memorandum Ledger Adjustment Account is employed, the 
total of column (2) will be posted to the debit of this account. 
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The other columns call for no sp^ial mention as they are self- 
explanatory. It may here be mentioned that if the accounts of 
customers are very numerous, a Card Ledger system is frequently 

employed. , . , i- 

With regard to cash received, the entries will be made m the Cash 
Book in the usual way, but such entries fulfil a twofold function : 
(i) for the double entry, (2) for writing up the Memoranda Accounts, 
ftie total of cash received from hire purchase customers is posted 
(as part of the double entiy) to the credit of Hire Purchase Tra^g 
Account, whilst the individual receipts are posted to the credit of 
the customers' accounts in the Memorandum Ledger. If a Memo- 
randum Ledger Adjustment Account is employed the total of such 
receipts will be posted to the debit thereof. 

The Memorandum Ledger Adjustment Account, when totalled, 
will have the balance on the opposite side to the detailed balances 
in the Memorandum Ledger. Thus the system is to adapt the 
double entry idea in the verification of the Memorandum Ledger 
total by means of the Adjustment Account, but still it is quite 
independent of the normal double entry accounting. 

Lastly, any instalments actually due and unpaid will be ascer- 
tained from the Memorandum Ledger, and these will be credited 
to the Hire Purchase Trading Account and debited to a separate 
account called Instalments Due Account. Frequently the latter are 
ignored for the purpose of the Hire Purchase Trading Account, in 
which case the cost equivalent of the unpaid instalments will be 


included in stock. 

The balance of the Hire Purchase Trading Account will be trans- 
ferred to the Trading Account, subject to suitable provision for losses, 
depreciation, and the like. 

Illustration. Easy Payments, Ltd., forwards a piano to A on the 
hire purchase system, the cost being £100 and the selling price £200 ; 
payable in fifty monthly instalments of £4 each, commencing on 
31st August. The sale takes place on 31st August, 19. . ; the instal- 
ments are regularly paid. Accounts are drawn up to 31st December, 


19... 

On 1st October, 19. ., a similar sale is made to B, the cost price 
being £78, the sale price £104 payable in weekly instalments of £2, 
commencing on ist October ; the instalments are paid regularly. 
Show the various entries necessary in the books of the Hire Vendor. 
Hirb Vendor's Books — 

Hire Purchase Sales Day Book 


Date 

Particulan 

No. of 
Instal- 
ments 

Period of 
Xnatal- 
menU 

Amount 
of Inatal- 
ment 

Coat 

Price 

Foi, 

SdUng 

Pri€$ 

Aiif. s* 

A . . . 

50 

monthly 


EM 

B 

ioo 

Oot I 

B 

5* 

weekly 


■1 

B 

m 





m 

£178 

B 

im 
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The total of the cost price column (as part of the doubte entry) 
is posted to the debit of the Hire Purchase Trading Account. If 
su^ an account is to be drawn up to 31st December, 19. . , the cash 
received and the value of the stock in the hands of customers will be 
foimd as follows — 

(1) Cash received from — 

A.—£xo, i.e. 5 payments of £4, B — £26. i.e. 14 payments of £2. 

(2) Stock " out ’* — 

Instalments outstanding x Cost 

A - X ;iioo « 90 
B « M X 78 « 57 

£i 4 Z 

Ordinarily, in practice, a Schedule will be prepared for the pur- 
pose of arriving at the valuation of the hire purchase stock out, 
thus— * 

Hire Purchase Stock Schedule 


Contract 

Na 

Name 

No. of 
Instal- 

No. of Instal- 
ments : 

Cost 

Price 


Propor- 
tion of 
Cost 
Price 


ments 

Paid 

Unpaid 


X 

A . . . . 

30 

3 

43 

£ 

too 

s 

0 

d . 

0 

£ 

QO 

a 

B . . . . 

5 * 

14 

38 

78 

0 

0 

57 





£ 

t 7 « 

0 

0 

£147 ‘ 


* The end column shows the hire purchase stock **out/* the total oi which is incorporated into 
the Double Entry Accounts, as below — 


Dr. Hire Purchase Trading Account Ct, 


To Goods at Cost (Cr. 


Purckaus) 

178 

„ Gross Profit transferredl 


to Tradinf Account . 

17 


£195 

To Balance — Stock. b/d 

147 


By Instalments Paid 

(Dr. Cask) 4S 

„ Stock (as above)' c/d 147 


£z95 


■ Or tranafemd to Hire Pnrehaw Stock Account. 


The separate instalments of cash, detailed above, will be entered 
in the Cash Book (in practice a separate subsidi^ Cash Book will 
be employed). The debit entry will thus occur in the Cash Book, 
the totals (daily, weekly, monthly, as required) of which will be 
credited to the Hire Purchase Trading Account. In this case £48 
is the sum to be so treated. 

The above entries complete the formal double entry, but entries 
are also made in respect of cash received in the Memoranpum 
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Books. The individual items in the Selling pride column of the Hire 
Purchase Sales Day Book will be debited to the Personal Accounts 
in the Memorandum Ledger and the total will be posted to the 
creit of the Memorandum Ledger Adjustment Account, if one be 
employed. 

The cash received will be posted in individual items, as recorded 
in the Cash Book, to the credit of the individual accounts in the 
Memorandum Ledger, and in total to the debit of the Memorandum 
Ledger Adjustment Account. 


No. I Memorandum Hire Purchase Ledger 

Dr, A Cr. 


AHg.SJ 

To Good$ 


ho 

19.. 
Doe. SI 

By Cm$h 
„ Balance . 

• 

eld 

ISO 




i%oo 





£900 

10,. 
Jtm. i 

To Bolanci 

bid 

m 






Mo. 2 

Dr. 


B 




Cr. 

J$.. 

oa 1 

To Good$ 


L 

19.. 
Doe. SI 

By Cask 
„ Balmneo . 

• 

cld 

i, 

70 




m 





£W4 

1$., 
Jttn I 

To BoioHCt 

bid 

1 







It is again emphasized that the Cash Book fulfils the dual function 
(a) of supplying the double entry, and (6) of supplementing the 
Memoranda Accounts, which are completely outside the double 
entry. 

G^s Out or Stock System— Method 2 — ^At Selling Price. An 
alternative method to that already outlined is to debit the goods out 
on hire at selling prices. If the method of dealing with goods sent 
to branches at selling price is thoroughly understood, no difficulty 
arises. The goods out with customers are treated, as far as the 
double entry boote are concerned, exactly like goods sent to 
branches; thus it is merely necessary to use the correct heading, 
i.e. Hire Purchase Stock Account instead of Branch Stock Account. 
An advant^e accruing to this method is that the sundry debtors 
(in total) wiU be in agreement with the actual debtor balances, thus ^ 
enabling the individual accounts to be linked up with the double 
entry. 

Illustration. A, Ltd., which sells a patent product on hire 
purchase terms, has the following transactions for the year to 
3Xst December, 19 . . . The gross profit is 25 per cent on 
price — 
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* '£ 

Jaa. I. Stock out on Hire at Hire Purohaae price . 4.000 

Stock on hand (in the shop) ..... 500 

Instalments due (customers still payin|r) 300 

Dec 31. Stock out on Hire at Hire Purchase price . 4.600 

Stock on hand (in the shop) ..... 700 

Instalments due ....... 500 

Cash receivad in Instalments during the year. 8.000 

To prepare the Trading Account for the year to 31st December, 
19. ., the following accounts are necessary — 


Dr. 



Sundry Debtors 


Cr. 

19.. 
Ian. f 

Wax 

To Balancea 

b/d 

e 

Deo. 3Z 

By Cash . 

„ Balawsaa 

c/d 

sfooo 

300 




£8,500 




£8,300 

19.. 
Jan. z 

To Balancea 

h/d 

500 





Dr. 

Hire Purchasb Stock 


Cr. 

19.. 
Uai. z 
Dec. sz 

To Balance* 

„ Goods on Hize Pur- 
chnae Account 

b/d 

£ 

4.000 

8,800 

19. • 

090.81 

By gslai for Tesr 

„ Stock . 

c/d 

6m 

4.fioo 




£zs,8oo 




£xo.8oo 

19.. 
Jan. 1 

To Balance . 

b/d 

4.600 





Dr. 



Shop Stock 



Cr. 

19.. 

Jan. X 
Dec. 31 

To Balance. 

„ Pnrchaaei 

b/d 

..ns 

Dec. 9Z 

By Goods on Hire Pur- 
chase Account 
(at coat) . 

„ Balance 

c/d 

£ 

6,6oo 

Too 




£7.300 




£7.300 

» 9 -* 

Jan. 1 j 

To Balance. 

b/d 

700 





Dr. 

Goods on Hirb Purchasb 


Cr. 

Dee. 3Z 

To Shop Stodk Account 
„ Hize Pnrcliaaa Ad- 
Juatmeot Account 
(loadinf) 


^600 

a,aoo 

Dec. 3Z 

By Hire Purebaw 
Stock Account . 


£ 

8,800 




£8.Boo 




£8,800 

Dr. 

Hire Purchase Adjustment Account 


Cr. 

rJ’ • 1 
Dec.3z 

To GzoaaProftt to Profit 
and Loaa Account. 
„ Provision (* 5 % «» 
£4.600} 

c/d 

£ 

0.090 

J.Z50 

19 - . 
Jan. z 

Dee. 3Z 

Bv Balance!* 

Purcbeae Account 

b/d 

£ 

i,ooe 

apMo 




£3.000 




£3.000 





19.. 
Jan. X 

By Provision 

b/d 

Z.Z90 


The Sales are found after writing up the Sundry Debtors Account. 

> Opening stock at cost is, tlwiefore, ^3,000. 
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The iwinnr^s On the Memoranda Accounts’Vill equal in total the 
hatancft brought down on the Sundry Debtors Account. 

In the Balance Sheet the items will appear as follows at 31st 
December, 19. 

£ tf 

Stock out on Hiro Purchase . 4*600 
Less Provision • . . 1,150 

3»450 

Stock on hand . . * . 7 ®® 

If memorandum columns (Double Column Method, see page 421) 
are used, the two following accounts will appear instead of the corre- 
sponding accounts on page 499, the Stock being brought down at 
cost, thus dispensing with the Hire Purchase Adjustment Account. 


Dr 



Hire Purchase Stock 


Cr, 




Memo, 

£ 19- • 

3,000 Deo. 81 By Salee for 
you . 

Mem>. 

£ 


19.. 

Jan. X 

To Balance . i 

b/d 

£ 

4,000 

8 ,aoo 

6,800 

Dec. 31 

,, Goods on 



„ Stock 

4,600 

3,450 

Hire 

Pinchue 


8,800 

6,600 





„ Gnu 






Piofit . 



2,050 



19.. 
Jan. X 



£ia,8oo 

f 11,650 

lia,8oo 

£11,650 

To Balance . 

b/d 

4,600 

3,450 




Df. 


Goods on Hire Purchase 


Cf. 


To Shop Stock . . 1 

£ 

19.. 




6,600 

Dec. 31 

By Hire Purcbaie Stock 



Doc. 31 


If it is practicable to adopt these methods (e.g. where there is a uni- 
formity of rate of gross profit) the accounts will be, mutatis mutandis, 
on the same lines as Branch Accounts ; and the result will be similar 
to the preceding method. This will now be illustrated, and a com- 
parison between the Selling price and Cost price methods will be 
shown. 

Illustration. X, Ltd., sells goods to A for £150 and to B for £100 ; 
the gross profit being 20 per cent on selling price (i.e. 25 per cent on 
cost price). A is to pay six instalments of £25 each and B ten instal* 
ments of £10 each. At the end of the accounting period A has paid 
two and B five instalments. B is in arrear for one instalment. 

(a) The “Branch” method at selling price — 

Dr. Hire Purchase Stock Cr. 


Ts SnndrlM per Day Book' 


I 

150 


By Cub 

„ Instalmenti Due 
Account 


c/d 


i 

too 

to 

X40 
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Dr. 

'M 

Stock 



Cr. 






By Goods on Hire Pur- 
chase Account 


1 

£ 

•00 


Dr. Him Porcbasb Adjustmsnt Accovmt Cr. 


To Gross Profit to Profit 
and Loss Account . 
„ Provision . 

c/d 

H 

■ 

By Goods on Hits Pur- 
obasa Acoonnt 


£ 

SO 







rso 




■ 

By Provision 

b/d 

si 


Dr. 


To Hire Purchase Stock 


Instalments Dus Cr. 


■ 

£ 


■ 

zo 



The Personal Accounts in the Memorandum Hire Purchase 
-edger, which should agree with the balance of Hire Purchase Stock 
Account, are as follows — 


Dr. A Cr. 


To Goods 


£ 

150 


By Cash 
„ Balance . 

c/d 

£ 

50 

zoo 



£z5o 




£150 

To Balance 

b/d 

zoo 






Dr. Cr. 


To Goods 100 By Cash ... 50 

„ Transfer to Instal- 
ments Due Account 10 

„ Balance . . c/d 40 

£zoo £100 

To Balance b/d 

The stock at selling price must be reduced to cost price by means 
)f a provision in the Hire Purchase Adjustment Account, i.e. | x £140 
= £28, leaving the amount of stock to be shown in the Bailee 
Sheet as £140 - 28 == £112. 

The latter figure is proved by employing the rule of proportion 
hown on page 494, i.e. — 

A — I X £120 (cost price of £150) -■ 80 
B — ^ X £ Bo (cost price of £100) ■> 3a 

£112 
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{fi) The Branch " method at cost price — * 

If this method be employed, the memoranda Accounts will be 
unaltered, and the Hire Purchase Trading Account will appear — 
Dr. Hirb Purchass Trading Account Cr. 


To Goods 

£ 

aoo 


By Inttalmentt Paid 


£ 

xoo 

„ Groat Profit to Profit 



„ iDSttlments Due Ac- 



tod Lou Account 

22 


count . 


10 




Stock 

c/d 

1X2 


£222 




£t2Z 

To Stock b/d 

1X2 

1 





If the Double Column method is used, the Trading Account 
will be — 

Dr. Hire Purchase Trading Account Cr. 





Memo 

Selling 

Price 





Memo. 

SeUing 

Price 

To Goods . 

„ Groit Profit to 
Profit and 
Lou Account 


£ 

200 

22 

£ 

260 


By Cash . 
Debtora 

„ Stock(atcoat) 
„ (atselling) 

c/d 

c/d 

£ 

xoo 

xo 

1X2 

£ 

200 

JO 

240 

* 


£222 

£260 




m 

n 

To Stock . 

b/d 

1x2 

140 




■ 

■ 


In this case the selling price columns are purely memoranda, 
the full double entry being effected from the inner colunms. 

The advantages and disadvantages of the Goods Out or Stock 
system are shortly — 

Advantages: (1) Simplicity. 

(2) Convenience in regard to transactions which are small or 
varying in amount or period, 

(3) Profit is taken as earned only when instalments are paid or be- 
come due, thus providing for future losses on unfulfilled agreements. 

(4) The balance of goods for which payment is not yet due can 
easily be reduced to market value if lower than cost. 

(5) Where profit is taken only when instalments have been paid, 
no provision for Bad Debts is required. 

Disadvantages; (i) Difficulties with Income Tax assessment. 

(2) Over-cautious and not reflective of the true yearly profit, 

(3) Interest is not taken into account. 

Summary of Hire Vendor’s Accounts. No particular difficulty is 
encountered in dealing with the books of the hire purchaser. On 
tte other hand, students generally experience considerable trouble 
in TOting up the books of the hire vendor. It will therefore be 
advisable to summarize the methods dealt with in reference to ^e 
hire vendor. 
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The methods are — * ^ 

(i) Sales Metliods— 

(a) Ordinary sale (inclusive of interest). 

(^) Ordinary sale (exclusive of interest) and charging interest 
separately either (i) as it arises or (ii) by crediting a Suspense for 
the full amount and writing ofi a proportionate amount yearly 
to the credit of Profit and I^ss Account. 

(c) Ordinary sale (exclusive of interest) and raising an Interest 
Suspense Account, 

(d) Ordinary sale (inclusive of interest) and creating a Hire 
Purchase Reserve for unearned profit. 

(e) Ordinary sale but apportioning profit as well as interest. 

(2I Goods Out Of Stock Methods — 

(а) At cost, 

(б) At selling price. 

The two methods of paramount importance which must be known 
thoroughly are — 

(1) Sale method whereby the profit is taken in the year of the 
transaction, with the emplo5Tnent of an Interest Suspense Account 
whereby interest is spread over the period of the agreement. 
(Method ic.) 

(2) Goods out or Stock method whereby profit is taken* in relation 
to instalments actually received, interest generally being ignored. 
(Method 2a.) 

The remaining methods are usually adopted only in abnormal 
circumstances. 

General Illustration. Below are given five different methods of 
deahng with Hire Purchase transactions in the books of the seller — 

(1) The buyer is debited with the cash price when the agreement 
is made. The hire charge is periodically debited to him, so that at 
the end of each year the amount so charged corresponds with the 
number of instalments paid (excluding deposits), and credited to 
Interest Account. 

(2) The buyer is debited with the Hire Purchase price, the excess 
of which over the cash price is credited to Interest Suspense Account 
and cleared to Profit and Loss Account only when the transaction 
is completed. 

(3) A Hire Purchase Trading Account is debited with the cost 
price of the goods ddivered on Hire Purchase and credited with the 
total of deposits and instalments received during the period. The 
Hire Purdiase Trading Account is credited, at the end of each 
year, with the proportion of the cost price of the goods sent out on 
Hire Purchase, which the amount of instalments outstanding bears 
to the total amount of instalments (and deposits) arising on each 
transaction. The balance on the account is considered profit on 
Hire Purdiase Trading. 
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(4) A Hire Purchase Trading Account is dealt with as in (3), 
except that at the end of the year the account is credited with the 
instalments still outstanding, reduced to cost. 

(5) The same method is employed as in (4), except that the closing 
cre^t is computed on the basis of the full amounts outstanding on 
Hire Purchase transactions, less a general provision of 25 per cent. 

Show how, in the seller's books, the profit for the year 19.. 
arising out of the undermentioned transactions would differ in each 
of the above methods, assuming that 

(a) instalments are regularly paid, 

(6) sales all took place on ist January, 19. ., and that 

(c) instalments are payable monthly, commencing 31st January, 
19... 


Hire Purchaser 

A 

B 

C 

Total 

Cost Price 

L 

80 

i 

100 

i 

30 

£ 

210 

Hire-purchase Price .... 

110 

130 

59 

299 

Cash Price ..... 

TOO 

120 

45 

265 

Deposit ...... 

Number of Instalments 

Amount of each Instalment 

10 

10 

10 

1 

20 

22 

5 

5 

18 

3 

1 



Profit on Total 

Cash Interest Profit 

Price 19.. 

i £ s. d. £ s.d. 


20 10 o o 30 o o 

20 12/22 X £10 591 25 9 I 

15 12/18x^14 968 24 6 8 

i. 55 _ £ 24 15 9 £7^ 15 . 9 


The profit on the whole completed transactions would be ;£299 less £210 
* £^ 9 * This is reconciled with the profit shown above as foUows — 

£ 5. d, £ d 

Total Profit on the whole transactions 89 o 

Less Credit not taken for Interest — 

B • • Si X £10 4 10 II 

c . • -A X £14 4 »3 4 

9 4 3 


£19 15 9 


Profit on 


Total 

Cash 

Interest 

Profit 

Price 


19 -. 

£ 

£ 

£ 

20 

to 

30 

20 


20 

15 


15 

£55 

£10^ 

£f>i 
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None of the mterest for B and C {£2/^) is credited* thus account] 
jiderence between the profit on the whole completed transactions 
the £(>S shown above. 

(3) ^ . i s. i 

Deposits received .... 35 o ' 

Instalments received — 


Ihr the 
and 


A . 

10 X £10 — 

£100 

B . 

12 X £i~> 

60 

C . 

I*x £S~ 

36 


Add Hire-purchase goods reduced to cost- 

10 X 5 50 , i 

:r z T ;rA -T. - x - 3« 9 3 


20 -f (22 X 5) 130 

6X3 ^ 18 

5 + (18 X 3 ) “ 59 


*8 

— X /30 . 
59 * 


Less Cost Price of goods 210 o o 

Total Profit 19. . . ;f68 12 3 

Reconciliation with total profit on completed transactions of jfSg is 


Profit as above 

Add instalments outstanding — 
B . . . 

C . . . 


50 o o 
18 o o 


Less credited above as stock 
at cost .... 


(4) As (3). 

Methods (3) and (4) are identical because the denominator* used m the 
calculation in (3) to reduce the outstanding goods to cost* of Total instal- 
ments and deposits" is the same as that used in (4) of "Hire-purchase Price*" 
as the latter must equal "Total instalments and deposits." 

£ s. d. £ s. d, 

(3) Deposits and instalments re- 
ceived as in (3) above . . 231 o u 

Add amounts outstanding — 

B 50 o o 

C 18 o o 


Less 25% Provision 


68 o o 
1700 


Less Cost Price of goods 210 o o 

Total Profit 19. . £72 

Profit as shown ^^72, plus the provision of ^ 1 7, equals the profit on the whole 
completed transac&ns of ^89. 
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Returns. Although of great importance in practice, this ^tion 
of the subject is relatively unimirortant from the examination 
aspect, and the subjoined illustrations will suffice to enable the 
student to become familkr with the t3rpe of proMem likely to be 
met with in the examination hall. 

Uhistration. The balance due by hire purchaser at the date of 
default is £1,000. The goods are seized by the hire vendor, who 
agrees to allow the purchaser to pay £200 to dose the account, 
^e goods are revalued at £450. Subsequently, expenses are m- 
curred thereon to the extent of £75 and the goods sold for cash £617. 
Show accounts in the hire vendor's books, employing the ordinary 
sale method. Ignore interest. 

Hire Vendor’s Books — 


Dr. Hire Purchaser Cr 



To Balance 

b/d 

£ 

1,000 


By Caah 

,, Hite Purchase Re- 
turns Account 


£ 

300 

800 

Dr. Hire Purchase Returns Cr. 


To Hire Purchaser . 


£ 

Boo 

1 


By Returned Hire Pur* 
chase Tradinf 
Account 

,, Lott on Returned 
Hire Purchase 
Goods Account 


0 0 


Dr. Cash (includes) 




£ 




£ 

To Hire Purchaser . 


300 


By Expenses on Re- 



,, Sale of Returned Hire 




turned Hire Pur* 



Purchase Goods 


617 


chase Goods. 


75 


Dr. Returned Hire Purchase Trading Account Cr. 



To Hire Purchaae Returns 
Account 
„ Expenses . 

„ Profit and Loss on Sale 
of Returned Hire 
Purchaae Goods 
Account 


£ 

450 

75 

93 


By Sales (Caah) . 


U 

lti7 

£617 

Dr. Loss ON Returned Hire Purchase Goods 

Cf. 


To Hire Purchaae Retuma 
Aeoount 


£ 

350 





Profit and Loss on Sale of 

i>r. Returned Hire Purchase Goods Cr. 






By Returned Hire Pur- 
chase Trading 
Account . * 


i 

93 
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Ignoring interest, the vendor would in due course have redUved 
(1,000. His receipts are, however, £817, less £75 “=£742. thus dis- 
closing a net loss of £258, whidi is explained by — ^ 

Loss on Returned Goods . 350 

Less Profit on Resale ... 92 

Net Loss £25B 


Illustration. On ist January, 19. . , A agrees to acquire furnishings 
on the hire purchase system, agreeing to pay four half-yearly instal- 
ments of £400 each, commencing on 30th June, 19. . . Interest at 5 
per cent per annum on cash price of £1,50^. 

On 3 oi 5 i September, 19. A defaulted and the hire vendor seized 
the property. It is agreed that A should pay the due proportion of 
hia half-yearly instalment. £200, and £180 for depreciation of the 
furnishings. The returned goods are revalued at £600. 

The furnishings were resold on 15th November, 19.., for £g2o 
after renovating expenses had been paid of £150 on 31st October. 

Show the accounts in the hire vendor's books, assuming that he 
passes hire purchase transactions through the books as sales. 

[The student should realize that the problem is one that is divisible 
into four main parts, viz. — 

(1) The hire purchase transaction and pa5mients. 

(2) The return of the goods and adjustment of the balance of the 
Hire Purchaser's Account. 

(3) Loss arising from revaluation of the returned goods. 

(4) The subsequent sale of the returned goods after any necessary 
expenditure has been incurred.] 

Hire Vendor’s Books — 

Dr. A (Hire Purchaser) Cr. 


19.. 



£ 

«. 

d. 

19. . 



£ 

t. 

d. 

Jan. I 
June 30 

To Fumitbingt 


1.305 

0 

0 

June 30 
Sept.30 

By Cash 


400 

0 

0 

„ Interest at 5% 
p.a. on £x ,303 
for ^ year 





/, rt Depre- 
ciation. 


soo 

0 

0 




37 

xa 

6 



x8o 

0 

0 

Sept,30 

„ Intereat at 5% 

1 




„ Hire Purchase 





p.a. on £x,X4a 






Returns Ac- 






xas. 6d. for 3 
months . 


14 

3 

8 


count . 


776 

x8 

t 




£x ,556 

z8 

a 




£1.536 

z8 

8 






mam 





. 



Dr. Hire Purchase Returns Cr. 


•v ■ 

To A 


776 i»l 

*9' , 1 

Sept.30 By Hire Purcbase 
Returns Trad-I 



ing Account 
„ Losaoii Re- 
turned Hire 
Purchase 

600 


Coodte Account! 

»7« l*8| 

£77 «|i 8| 


£77«|i«| 


I.«. £^,505 plus £$7 128, Mm less j£4oo. 
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HtRB Purchase Sales 


19.. 

Jan. I By A . 


19.. 

JoM 30 To A 
S«pt.30 

Nov. X5 II of Hire Pur- 
chaM Returns 


Hire Purchase Interest 


19, . 

Tone 30 By A 

Sept, jo I 

Cash (includes) 

£ s. A 19 . 

400 o o Oct. sx By Bzpensea on 
aoo o o Returned 

x8o o o Hire Purchase! 

Goods . 

9ao o o 


i 

A 

S 7 

xa 

14 

3 


Hire Purchase Returns Trading Account 


Sept.30 To Hire Purchase 
Returns Account 
Oot. 3X „ Expenses . 
Nov.xs Profit on Resale. 


£ 

f. A 

600 

0 0 

*30 

0 0 

170 

0 0 

£ 9 J 0 

0 0 




Nov. IS By Cash 


Sept, 30 To Hire Purchase 

Returns Account 


Loss ON Returned Hire Purchase Goods 

iirchaae 

IB Account xyfi x8| 


Cf. 

i l..u. 


Profit and Loss on Sale of 
Returned Hire Purchase Goods 


Nov. 15 By Hire Purchase 
Returns Trad- 
ing Account 


The whole position may be summarized, showing the profit on 
the transaction, and for this purpose the goods will be taken as 
costing the hire vendor 1,000. 


Goods Cost 

Profit on Hire Purchase Sale . 
Lots on Return 

Profit on Re-sale . 

Hire Purchase Interest . 

Net Profit .... 

Net Cash received per Cash Book 
Less Cost of Goods Sold . 

Net Profit [as above] , , 


£1,000 


£ 

s. 

d. 

505 

0 

0 

176 18 

2 

3*8 

i 

10 

170 

0 

0 

498 

i 

10 

51 

18 

2 

£550 

0 

0 

L 55 « 

0 

0 

1,000 

0 

0 

£550 

0 

0 
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POST-SALE SERVICES 

Where the transaction carries an obligation on the part of the 
vendor or hire vendor to perform services subsequent to the 
transfer of the goods, e.g. to repair and maintain, it is obvious that 
the cost of such services will be “loaded" on to the price, so that 
the excess of the price of the goods canying such an obligation over 
an ordinary transaction represents the advance payment by the 
consumer in respect of those future services. Experience must 
guide the vendor in estimating such loading, always bearing in 
mind competitive prices; but whatever be the loading, its appor- 
tionment is required, depending upon the duration of the service 
obligation. Where the duration is lengthy, a Suspense Account will 
be opened to cover all the separate years, against which will be 
debited the annual cost of effecting the agreed services. There are 
ihany services that may be fairly accurately computed, e.g. replace- 
ment of gas mantles, quarterly tuning of pianos, but generally the 
cost will tend to increase each year, so that the Suspense Account 
should have allocated to it a smaller percentage in the early years 
than in the later. 

The expenses actually incurred in performing the service will be 
debited (in the year in which they occur) to the appropriate Suspense 
Account. 

Except in fortuitous circumstances, such suspense accounts will 
never balance, that is, the allocation of the loading included in 
sale or hire purchase price will not be exactly equal to the service 
cost. Hence, there will either be a debit or a credit balance, repre- 
senting respectively a deficiency or a surplus on the loading. In 
other words, in the instance of a debit balance the service cost 
exceeds the amount credited to Suspense (included in sale price), 
whilst a credit balance shows that the service cost has been less 
than the amount credited to Suspense. 

Although it is prudent to write off the debit balance, yet if there 
have been credit balances arising in previous years and not credited 
to Profit and Loss Account, a debit balance may be set off against 
the credit balance in question, and, therefore, so long as a credit 
balance exists on tlie Suspense Accounts, any subsequent debit 
balance thereon may be written off against it ; any unabsorbed 
debit balance of Suspense Account being transferred to Trading or 
Profit and Loss Account, 

Where there is a debit balance on Suspense Account it theo- 
retically results from an incorrect estimate of service cost so that 
future prices may have to be adjusted accordingly (if competition 
will permit I). On the other hand the discrepancy may be purely 
accidental and/or temporary. If, for instance, the general price 
level has increased, the service costs will be incurred in terms of 
such enhanced level, so that a loss will be likely to arise as the sales 
would normally have been based on the lower price levels ruling 
at the date of the Hire Purchase transaction. 
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Again, such " deficiency ” may be deliberate, and therefore may be 
considered as a selling expense — advertising, in fact — ^just in the 
same way as several chain stores run cafis (charging comparatively 
low prices) at a loss ; but such a policy attracts customers who will 
probably look round the stores and make purchases. 

Illustration. Wireless, Ltd., manufactures a radio set for £12 and 
sells both outright and on hire purchase. The respective prices are 
£20 outright and £2^ hire purchase — under the latter, payments to be 
made in four equal half-yearly instalments of £6 15s., the first being 
payable at the end of the half-year after sale. The company agrees 
to maintain all sets delivered for a period of two years free of 
charge. From experience the cost of maintenance per set is esti- 
mated at £4 (£1 los. incurred in the first year). Show entries, 
assuming — 

(1) The “pure” sales of sets are 120 per annum. 

(2) The hire purchase sales of sets are 300 per annum. 

(3) The actual cost of maintenance in the first year was £215. 

(4) The sales arc uniformly maintained. 

The double entry involved is^ — 

(1) Debit Cash £20. Credit Sales £20. 

(2) Debit Hire Purchase Debtors £27. 

Credit Sales (for sale price) £20. 

Credit Interest Suspense £7. 

(3) Debit Sales £4, Credit Maintenance Suspense £4. 

(4) Debit Maintenance Suspense. Credit Cash (for actual cost), 

(5) The balance on the Maintenance Suspense Account will be 
written off — 

(a) If Debit- 

Debit Trading Account (or Reserve if a surplus arising in 
past years has been carried forward). 

Credit Maintenance Suspense Account. 

(b) If Credit — 

Debit Maintenance Suspense Account. 

Credit Reserve. 

Computations. It is necessary first to compute two loadings, viz. 
maintenance and interest. 

The loading for maintenance is contained in all sales, Cash or 
Hire Purchase, and is ^ x 100% = 20% ; this must now be appor- 
tioned over the two separate years in the light of experience, which 
in the question is — 

ist yrar . . . 10 o i.e. ^ x 100% - y**/, 

and year . . lo o i.e. ^ X 100% - 

* Th« figures show the appropriate amounts for the sale of one set. 
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But as sales may be taken as being made at an average date of 
half-way through the financial year, the maintenance will accord- 
ingly be split and affect three financial periods, thus — 

1st year 
2nd year 
3rd year 

20% 


i X 7i% 

1 1 X 7*% 

X I2i% 
i X i2l% 


3* 

:6i: 


3l 

10 

6i 


This percentage applies to all the transactions based upon the 
V' pure ** sales figures, viz — 

Sets £ £ 

Pure Sales ..... 120 x 20 ~ 2,400 
Hire Purchase SaUs . 300 x 20 « 6,000 

^8.400 


The loading for maintenance is therefore — 

I I 

3i% X 8,400 « 315 

10% X 8.400 = 840 

X 8,400 = 525 

20% X :^8.400 « ^1,680 

Alternatively, the loading may be computed thus — 

£ s. d. £ s. d. £ s. d. £ 

ist year maintenance per set ^xiioo 150X 420 **315 

2nd year ,, ,, i x i 10 o 15 o 

-hJX2ioo i 50 200X 420 « 840 

3rd year ,, . ix2ioo 150X 420 =■ 525 

[See page 513] ;£i.68o 

These figures now form the basis of the entry to the credit of 
Maintenance Suspense Account, leaving the Hire Purchase Interest 
Suspense on hire purchase sales to be dealt with. 

In both instances the loading for maintenance being segregated, 
attention must now be given to the loading of £7 for interest on 
the hire purchase transactions. The net selling price for Cash 
without maintenance is £16 per set, but the interest should be 
calculated upon the amount of £20, not £16, because, as compared 
with the cash purchasers who pay the £4 at once for maintenance 
the hire purchasers are paying in instalments, hence the £4 must 
be regarded in the light of a loan. The vendors are obviously 
deprived of the immediate sura of £4 per set when they permit it 
to be paid over in instalments. 

Therefore the sum of £27 is paid in instalments as against £20 
at once, so that the interest is £7 per set. 
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Assuming the sales (on hire purchase) to take place at the com- 
mencement of the year, the interest would be— 

£ s, d. £ s, d. 

Year i . (approx.) J yr. 2 12 10 
Jyr. 2 I II 


Year 2 (approx.) 1 yr. i 9 7 

iyr. 15 8 


4 M 9 


5 3 


Total 


Li 


Averaging these on the basis of sales at an 
way through the period, the interest is — 

£ s, d. £ s. d. 

Year i. 4 x 4 M 9 
Year 2 . jx 4H9 275 

4x253 127 


Year 3 * 4 X 2 5 3 


average date of half- 

£ 5. d. 

274 


3 10 o 
128 


Total £j o o 


Total interest, therefore, is 300 X £7 = £2,100, apportioned as 


follows— £ rf. £ 

Yean. - — - — ^ x 2,100 ■ 710 

700 

3 10 O 

Year 2, X 2,100 • i»o5o 

Year 3. X 2,100= 340 

700 

[See page 513] £2,100 


Alternatively, calculated in terms of sets delivered under hire 
purchase agreements — 

£ s. d, I 


Year i . 

300 X 2 

7 

4 “ 

710 

Year 2 . 

300 X 3 

10 

0 sss 

1,050 

Year 3. 

300 X I 

2 

8 =s 

340 


£2,100 


Calculation — 



Bikl- 

«nce 




Tnstal- 

ment 

Bal- 

ance 


£ 

I. 



£ 

5. 

i . 

£ 



£ 

a. 

d . 

£ 

t. 

i . 

Ve*r 1*- 4 year 


0 

0 


a 

la 

10 

aa 

13 

to 

6 

13 

0 

15 

17 

to 


*5 

17 

10 


a 

I 

XI 

17 

19 

9 

(» 

*5 

D 

XX 

4 

9 

Year year 

11 

4 

9 


1 

9 

7 

xa 

14 

4 

6 

19 

0 

5 

*9 

4 

1 year 

9 

19 

4 



^5 

A 

6 

*5 

0 

6 

15 

0 









£7 

0 

0 
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Alternative calculation — 

Where the celcuUtioD is based upon £16 (instead of /so), the proportions are as below. (Tbe 
difference between this and the preceding method is negligible.) 



The full entries may now be shown — 

Journal 

£ s. d. £ s. d. 

Cash ...... Dr. 2,400 o o 

To Sales .... 2.400 o o 

Being sales outright of 120 Radio sets. 

Hire Purchase Debtors . Dr. 8,100 o o 

To Sales .... 6,000 o o 

„ Interest Suspense — 

Year i 710 o o 

„ 2 1.050 o o 

M 3 340 o o 

Being deliveries under hire purchase 
agreements and interest allocations, 
in respect of 300 Radio Sets. 

Sales ...... Dr. 1,680 o o 

To Maintenance Suspense — 

Year i 315 o o 

.. 2 840 o o 

3 525 o o 

Being proportion of estimated mainten- 
ance chargeable in the relevant years. 

The cost of maintenance in the first year of £ 21 $ will be debited 
against the item of £315, leaving a balance of £100, which will be 
credited to Reserve. 

HIRE PURCHASER’S BCX)KS 

The various methods of recording hire purchase transactions in 
the books of the hire vendor having been separately explained in 
the earlier pages of this chapter, the methc^ of recording such 
transactions in the books of the hire purchaser will now be dealt with. 

Separation has been effected in order to preclude any possibility 
of confusion arising in the mind of the student, and so that the 
comparatively simple entries required in the books of the hire pur* 
chaser may readily grasped. 

There are, of course, more methods of record than it is found 
expedient to set out here, and of them three of the more important 
are explained on tbe next page — 
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(i) (tf) Debit the asset with the cash value and credit the Hire 
Vendor (as if it were an outright purchase). 

(6) Debit Interest and credit Hire Vendor for Interest at due dates. 

(c) Debit Hire Vendor and credit Cash with each payment. 

(a) Similar ly as (i). except the Hire Vendor is credited with the 
total of insUdmetOs, i.e. cash price and interest, in which case the 
amount representing interest will be debited to Interest Suspense 
Account. No further credits will be then pven to Hire Vendor as 
he has already been credited with the inclusive figure. The Interest 
Suspense Account will be credited with the proportion of interest 
allocable to the year in question, this being debited to Interest 
Account : the cash payment to the Hire Vendor is debited to his 
account and credited to Cash in the ordinary way, as i (c) above. 

(3) Noentryis made until the payment to the Hire Vendor is made, 
whereupon such sum is allocated between the cost of the asset and 
interest, the respective proportions being respectively debited to 
Asset and Interest, the Hire Vendor being credited with the amount 
of instalment due. 

The question of Depreciation will be dealt with on page 516. 

Illustration. B buys Machinery on the hire purchase system from 
A — cash price, £i,ooo — agreeing to pay for it in two half-yearly 
instalments with interest at 5 per cent per annum (the interest to 
be paid each half-year in addition to the amount due on the 
machinery). 

Method I. The entries in the Hire Purchaser’s books for the above 
illustration will be — 


Dr. A Cr. 


Half 



£ 

$. 

d 

Half 



£ 


d. 

Year i 

To Cash. 


523 

0 

0 

Year i 

By Machinery 


x.ooo 

0 

0 


„ Balance 

c/d 

500 

0 

0 


„ Half year’s 










Interest on 
£1,000 at 5% 
per annum . 


as 

0 

0 



Hall 



£i .025 

0 

0 

Half 



£2,025 

0 

0 

I'o Cash 


512 


0 

Year 2 

By Balance . 

b/d 

300 

0 

0 

Year t 





HI 



,, Hall year's 






■ 

1 



Interest on 

£500 at 5% 

per annum . 



1 

zo 

0 





1 

0 




£313 

xo 

0 

Dr. 



Machinery 



Cr. 


HaH 
Vaar i 

To A . 

1 

£ 

x,ooo 

s 

_0 

t!l 


It , 


[ 


Where the Hire Purchaser pa}rs equal instalments to cover principal 
and interest, the accotmt of the Hire Vendor, in the Hire Purchaser’s 
books, will be reverse of that appearing in the books of the former. 

tSiBtndion. Assuming the facts used in the illustration on page 482 
(seocmd illustration), the entries in the books of the Hire Purchaser 
relative to the Hire Vendor will be— 
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Half 

Year I To Cash . 

„ Balance 


Halt 

Year a To Cash 


Method 2 — 

Dr. 


£ , Half . 

Sx8 i6| Year x By Machinery 
c/d 506 Half year'a 

Intereat on 
£1,000 at s% 

pel annum . 


,, Hidf year's 
Interest on 
£506 3s. 6d. 
at 5% per 


£5x8 |x6 

See also page 483 for entries in Hire Vendor's Books. 

Machinery 


1 

1,000 

1. 

0 

•5 

0 

£1.025 

0 

506 

S 

xa 

13 

£5x8 

X6 


Half 

Year i To Hire Vendor 


£ s. d. 

1,000 o o 


Half , 

Year x [ To Hire Vendor 


Year 2 To Balance 


Interest Suspense 
£ $. 4. Half 

37 xo o Year i By Profit and Loss 
Account 

,, Balance . . c/d 

£37 10 o 

Halt 

b/d xa xo o Year 2 By Profit and Loss 
Account 


Dr. 


Half I 

Yeai 1 I To Cash. 

I „ Balance 


Halt 

Year 2 To Cash. 


Method 3 - 

Dr. 


Hire Vendor 


£1,037 10 o 


Machinery 


Half 


Year i 

By Suncines 

Half 
Year a 

By Balance 
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Dr. 


Half 
Year i 


Half 
Year a 


ToCaab . 


To Cash . 


Hire Vbnook 


£ 

t. 

d. 

Half 


585 

0 

0 

Year t 

By Machinery 




„ loterect 

£585 

0 

0 






HaU 


5 X 8 

10 

0 

Year 2 1 

By Machinery 
„ Interest 

£5x8 

zo 

0 









Cr. 

3001 

85 1 

|iC385 

50o| 

£5X81 


The above would appear in the Balance Sheet — 



L 

S. 

d. 

i 

5. 


i 

1. 

\d. 

Assets 










Method X — 










Half Year i. Machinery 




1,000 

0 

0 




Less H.P. Creditor 




500 

1 0 

0 









— 

— 

500 

0 

0 

Half Year 2. Machinery 







1,000 

0 

0 

Method 2 — 










Half Year i. Machinery 




1,000 

0 

0 




Less H.P. Creditor 

512 

10 

0 







Less Interest un- 










accrued . 

12 

10 

0 









— 

— 

500 

0 

0 









— 

— 

500 

0 

0 

Half Year 2. Machinery 


i 


i 



1,000 

0 

0 

Method 3 — 










Half Year i. Machinery 







500 

0 

0 

Half Year 2. Machinery 







1,000 1 

0 

0 


Depreciation. The depreciation to be written off must be cal- 
culated on the cash value of the asset, that is to say, its full value, 
but the student must bear in mind that the cash value in method 3 
is not arrived at until the end of the period. The entries recording 
the depreciation are the usual ones, viz. — 

Debit Depreciation. Credit Asset. 

In method 3, however, it is advisable to keep a Depreciation 
Account quite separate from the Asset Account. Further, it must 
be noted that neither the Interest Account nor the Hire Vendor's 
Account will be affected by the depreciation entries. 

Ohistratton. In the above illustration the rate of depreciation is 
to be taken at 10 per cent on the decreasing balance each half year. 
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Methods (i) and (2) — 

Ur Macuinkky C>. 


Half 
Vear x 

To Hire Vendor 


£ 

1,000 

Half 
Year t 

By Depreciation . 

c/d 

£ 

100 

900 

Halt 
Year s 



£1.000 

Hall 
Year 3 



£1.000 

To Balance 

b/d 

900 

By Depreciation . 

„ Balance . 

c/d 

90 

8x0 

1 

Half 
Year 3 



£900 




£900 

To Balance . 

b/d 

8x0 






Method (3)— 

Or Machinery Cr. 


Half 
Year x 

To Hire Vendor 


£ 

500 

Halt 
Year x 

By Depreciation . 
Balance . 

c/d 

£ 

too 

400 

Half 
Year a 



£500 

Half 
Year a 



£500 

To Balance 
„ Hire Vendor 

b/d 

400 

300 

By Depreciation . 

„ Balance . 

c/d 

90 

8x0 

Half 
Year 3 



£900 




£900 

To Balance . 

b/d 

810 






Alternatively — 

Dr, Machinery Cr. 


Half 
Year x 
Half 
Year a 

To Hire Vendor 

I 

£ 

500 

Half 
Year t 
Half 
Year a 

By Balance . 

c/d 

£ 

300 

To Balance 
„ Hire Vendor 

b/d 

500 

500 

By Balance . 

c/d 

X ,000 

Halt 
Year 3 



£x«ooe 




£x,ooo 

To Balance 

b/d 

x,ooo 





Dr, 


Depreciation 



Cr, 

Half 
Year 1 

Half 
Year a 

To Balance 

c/d 

£ 

xoo 

Half 
Year x 

Half 
Year a 

By Profit and Lou 
Account 


£ 

xoo 

To Balance 

c/d 

X90 

By Balance . 

„ Profit and Lou 

Account . ,| 

b/d 

xoo 

90 




£190 

Half 

Years 



£»90 





By Balance . 

b/d 

X 90 


The alternative merely shows depreciation as a separate Provision 
instead of by way of deduction from the asset. 

The Balance Sheet would appear as shown in the previous illus^ 
tration. with the additional deduction of depreciation, e.g. 












ACCOUNTANCY 


518 

Method (3) — 


Assets 

£ 

£ 

Half Year 1. Machinery 

Less Depreciation . 

500 

TOO 

400 

Half Year 2. Machinery 

Less Depreciation . 

900 

90 

810 


Illustration. A delivers machinery on the hire purchase system 
for £2,500 to be paid as follows : on delivery, £400 ; at the end of 
the first year, £600; second year, £400 ; third year, £1,100; interest, 
included in the £2,500, being charged on the cash value at 10 per 
cent per annum. Show entries in the books of the hire purchaser, 
the latter writing off Depreciation at the rate of 5 per cent per 
annum on the diminishing balance system. 

Hire Purchaser's Books — 

Dr. Machinery Cr. 


Ynr X 

To Hire Vendor 


£ 

a,xo2 

I. 

9 

7 

Year x 

By Depreciation . 
„ Balance , 

c/d 

£ 

105 

1.997 





£2,102 

9 

7 




|£a,xo2 


Y«ar a 

To Balance 

b/d 

J .997 

7 

z 

Year a 

By Depreciation . 
„ Balance . 

c/d 

si 




£1.997 

1 

X 




£r .997 


Yi*ar 3 

To Balance 

b/d 

i .»97 

9 

9 

Year 3 

By Depreciation . 
„ Balance . 

c/d 

1, 80a 





£x .«97 

9 

9 




£1,897 


Year 4 

To Balance 

b/d 

X,802 

* 

3 






Dr. 



Hire Vendor 



Cr. 

Year x 

„ Balance . 

c/d 

£ 

400 

600 

1,272 

s. 

0 

0 

14 

d. 

0 

0 

7 

Year x 

By Machinery 
,, Interest . 

(xo% on 
£x, 7 oa 9a. 7d.)‘ 


£ 

a, toe 
xyo 

a. 

9 

S 




£2,272 

14 

7 




£3,272 

X 4 

Year a 

ToCaah. 

„ Balance 

c/d 

400 

1,000 

0 

0 

0 

0 

Year a 

By Balance . 

„ Interest . 

(xo% on 
£x,a7a X 4 S. 7 d )* 

b/d 

1,37a 

lar 

14 

5 




£x.400 

0 

0 




£1,400 

0 

Years 

ToCatb. 1 

1 


1,100 

0 

0 

Years 

By Balance . 

„ Interest . 

(10% on 
£i»ooo) * 

b/d 

1,000 

too 

0 

0 




£i,zoo 

0 

0 




£«»*oo 

0 













* The interest calculations are explained on the next page^ 
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The interest is calculated as follows — 

£ s. d, £ i. d, 

3rd year. . A x 1.100 o o 100 o o 

2nd year, . ^ x 1,400 o o 127 5 3 

1st year. x 1.872 14 7«ri7o 5 o 

The hire purchaser will show the asset in the Balance Sheet (as 
if he had actually bought it), less depreciation, less the amount still 
owing to the hire vendor on hire purchase, e.g. in the second year — 

£ s. d, £ 5. d. 

Machinery on Hire Purchase — 

Balance . . 1,997 7 ^ 

Less Depreciation at 5% p.a. 99 17 4 

1.897 

Less Hire Vendor 1,000 

897 9 9 

Method 3. The entries are shown in Journal form, as the exam- 
iners usually ask for Journal entries in this particular type of 
problem. Narratives are ignored. 

Journal 




i 

5. 

d. 

i 


Year 1 

Machinery . .♦Dr. 

400 

0 

0 



(commence- 

To Hire Vendor . 




400 

0 

ment) 







Year i 

Machinery . . .*Df. 

429 

15 

0 



(end) 

Interest .... Dr. 

170 

5 

0 




To Hire Vendor 




600 

0 

Year i 

Profit and Loss Account . Dr. 

t 05 

2 

6 



(end) 

To Machinery — Deprecia- 







tion 




105 

2 

Year 2 

Machinery . .♦Dr. 

272 

14 

7 



(end) 

Interest .... Dr. 

127 

5 

5 




To Hire Vendor . 




400 

0 

Vear 2 

Profit and Loss Account . Dr. 

99 

17 

4 



(end) 

To Machinery — Deprecia- 







tion ..... 




99 

17 

Year 3 

Machinery . *Dr. 

1,000 

0 

0 



(end) 

Interest .... Dr. 

100 

0 

0 




To Hire Vendor . 




1,100 

0 

Year 3 

Profit and Loss Account . Dr. 

94 

17 

6 



(end) 

To Machinery — Deprecia- 







tion ..... 

1 

1 


94 

17 


Notes— 

(1) The Hire Vendor’s Account will be debited in the usual way with the 
deish paid. 

(2) If the entries are to be made as “Cash “ entries, i.e. without the employ- 
ment of the personal account of the Hire Vendor, the word Cash will take 
the place of Hire Vendor. 

(3) The depreciation may be written off the account each year, or credited 
to a Depreciation Account, and at the end of the third year transfetred to 
Machinery Account. 

(4) * The total of the debits to Machinery Account is £2,102 gs. yd., as 
shown in the account on page 518. 
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General Illustration. On ist January, 1953, A acquires on hire 
purchase from B, machinery viued at £ 12,000 payable in three 
yearly instalments of £4,000, plus interest at 6 per cent annum. 
Only one instalment was paid, and B arranged immediately the 
second instalment had become due to take back machineiy, which 
cost £8,000, allowing £4,500 therefor, providing that A paid all the 
interest due to that date on the full amount owing. 

A had written off depreciation at 10 per cent per annum on the 
diminishing balance. Show the Machinery Account and B's Account 
in the books of A. 


Dr, Machinery Cr. 


*933 
Jsn. I 

To B . 


1 

la.ooo 

*953 
Dec. $x 

By Depreciation 
Balance 

c/d 

£ 

x,aoo 

xo,6oo 




Cit,ooo 




£xa,ooo 

. *954 
Jsn. 1 

To Balance. 

b/d 

to, 800 

*954 
Dec. 31 

By Depreciation* 

„ Profit and Lots 
Account — 

Lost 
„ Balance 

c/d 

1,060 

4.300 

1,980 

3 .a 40 




^10,800 




£zo,8oo 

1955 

Jad I 

To Balanca. 

b/d 

3.240 





Dr. 



B . 



Cr. 

*951 
Ds6. 3* 

{ To Balance. 

c/d 

£ 

X 8,720 

*953 
Jan. I 
Dec. 31 

i 

By Machinery . 
Interest at 6% per 
annum on £12,000 
tor Year 


£ 

13,000 

730 




£*2,7X0 




£ 13,730 

1954 

Jan. X 

E>ec. s* 

j 

To Cash 
„ Balance. 

c/d 

4 . 7 X 0 

6,460 

*954 
Jan. I 
Dec. 31 

By Balance 
,, Interest at 6% per 
annum on £8,000 
lor Year 

b/d 

13,730 

480 




£13.200 




£13,300 


To Cash (Interest) | 

„ Machinery 

Balance. .1 

c/d 

460 

4.500 

3.500 


By Balance 

J 

b/d 

8.460 




£ 6 , 4^0 




£8,480 





*955 
Jan. X 

By Balance 

b/d 

3.300 


* Diminishing balance method employed. 
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The amount to be written ofi from the Machinery Account may 
be found as follows — 



Machinery 

Retained 

1 Machinery 

1 Retumea 

Total 

Cost Price 

i 

4,000 

£ 

8,000 

£ 

12.000 

Less ist year's Depreciation — 10% 

400 

800 

1,200 

Less 2nd year’s Depreciation — 10% 

3,600 

3bo 

7,200 

720 

10,800 

1,080 

Less Allowance 

Balance » Loss ..... 

J^ 3.*40 

6,480 

4.500 

£1,980 

£9.7*0 


The cost of the machinery retained has been paid for together 
with the interest to date, and so if the machinery were taken back 
at the original price of £ 8 , 000 , the account would be clear; but 
only £4,500 is allowed on its return by the vendor B, and thus his 
account stands in credit for the sum of £3,500. 

As the machinery retained is paid for, and there is still £3,500 
due to B, it is necessary to reconcile this with the loss of £1,980 
on the returned machinery written off from the Machinery 
Account. The £3,500 is made up thus — 

it 

Depreciation — ist year 800 

2nd year . 720 

Loss on Machinery returned . . . i ,980 

^ 3.500 

Thus, apart from the machinery retained, the Hire Purchaser owes 
B £3,500, of which £1,520 represents normal depreciation and £1,980 
loss. The latter sum is equal to £6,480, less £4,500 allowed by B, 
as shown above. 


EXAMINATION PROBLEM 

Renters, Ltd., entered into a hire purchase agreement with Owners, Ltd., 
for the purchase of 100 wagons over a period of three years from 1st January, 
^953# hy half-yearly instalments of ^^738 7s. lod., payable on 30th June, and 
31st December each year, the cash price being £^o per wagon and the rate of 
interest at 6 per cent per annum with half-yearly rests. 

On ist January, 1954, a-^ter paying two instalments. Renters, Ltd., tons- 
ferred their rights in the agreement to Assignees, Ltd., for a consideration 01 
£1,000. Assignees, Ltd., padd this sum to Renters, Ltd., on ist January, 1954, 
and the next instalment to Owners, Ltd., on the due date. 

Show in the form of Journal Entries how the transaction should appear in 
the books of Assignees, Ltd., up to 30th June, i954» when their financial year 
ended, writing off depreciation at the rate of 10 per cent per annum. 

{JnsMuU of CharUred Accountants Final.) 
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Jou rnal 


Jan. I Wagons ..... Df. 

To Renters, Ltd 

„ Owners, Ltd. . . . . 

Being the taking over of loo Wagons on 
hire purchase as per agreement. 

June 30 Interest Dr. 

To Owners, Ltd. ... 
Being Interest on £2,7^^ 13s 3d. at 6 per 
cent per annum for six months to date, 
under hire purchase agreemert. 

Owners, Ltd. .... Dr. 

To Cash ...... 

Being payment of instalment per agree- 
ment 

Depreciation .... Dr. 

To Wagon.s .... 
Being Depreciation at jo per cent per 
annum on ;£3,744 13s. 3d. for six months 
to date 


£ 

5. 

d. 

£ 

s. 

3.744 

13 

3 

x,ooo 

0 




2.744 

13 

82 

6 

xo 

82 

6 

738 

7 

10 

738 

7 

1S7 

4 

8 

187 

4 


The Balance due to Owners, Ltd., on ist January, 1954, computed as 
follows — 


Cash Value of Wagons, ist January, 1953 
Interest, six months to 30th June, 1053. 

Less Instalment paid .... 

Interest, six months to 31st December, 1953 . 

Less Instalment paid .... 

Balance, 31st December, 1953 


£ 

5 . 

d. 

4,000 

0 

0 

120 

0 

0 

4,120 

0 

0 

738 

7 

10 

3.381 

12 

2 

lOI 

8 

II 

3.483 

Z 

I 

738 

7 

10 

^ 2.744 

13 

3 


General Illustration. On ist January, 19 . . , Gatley Garages, Ltd., 
acquired a new petrol pump on hire purchase from the Victoria Oil 
Company, whicli agreed to supply the hire purchasers with petrol at 
IS. 6d. a gallon, 3d. of which was to be credited to the suppliers in 
part payment of the pump and interest at 5 per cent per annum on 
outstanding balances of purchase price of the pump at the end of 
each quarter. The cash price of the pump was £100. 

Petrol purchased from the Victoria Oil Company in the four 
quarters ended 31st December, 19. ., was 2,000, 2,400, 4,000, and 
i,6oa gallons. 

Depreciation at the rate of 10 per cent per annum is to be written 
off the Pump. 

Show (i) the Journal entries in respect of the quarter ended 30th 
September, 19 . . ; {2) Ledger Accounts for the four quarters ended 
31st Decemb^p 19* ■» books of Gatley Garages, Ltd.; and 

{3) ^ statement of the apportionments of the invoice charges. 
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(I) 


19. . 

Sept. 30 


Petrol Purchaaes .... Dr. 

Petrol Pump ..... Dr. 

Interest ...... Dr. 

To Victoria Oil Company . 

Being purchase of 3,824 gallons of petrol 
at IS. 6d. a gallon, 3d. a gallon of which 
is apportion^ to final inst^ment on pump 
plus interest on £^7 4s. id. at 5% per 
annum for three months to date; together 
with purchase of 176 gallons of petrol at 
IS. 3d. a gallon.^ 


i 

5. 

d. 

i 

s. 

250 

0 

0 



47 

4 

1 




II 

II 

297 

16 


(2) Ledger Accounts — 

pr. Petrol Purchases 




£ 

s. 

d. 

19. . 


lai*. 3X To Victoria Oil Com- 





Dec. 31 

By Trading and 

panv 


125 

0 

0 


Profit and Loss 

[2,000 gallons at is. 3d.] 






Account . 

une 30 „ do. do. 


150 

0 

0 



[2,400 gallons at is. 3d.] 







ept.30 „ do. do. 


250 

0 

0 



[4,000 gallons at is. 3d.] 







tec. 31 „ do. do. 


100 

0 

0 



[1,600 gallons at is. 3d ]' 









"1 

0 

0 




Cr. 


£ 

t. 

625 

0 


0 

mmamm 

•• 


Dr. Petrol Pump Cr. 


19.. 

lar. 3X 

To Victoria Oil Co. 

* 5 | 

Dec. 3X 

By Trading and 


£ 


one 30 

do. do. 

Profit and Lou 




ept.30 

do. do. 



Account — 







Depreciation on 
£xoo at 10% 









per annum 


xo 

0 





„ Balance 

c/d 

90 

0 

19.. 

an. X 


kioo| 




II 

0 

To Balance 

b/d 







Dr. Interest Cr. 


* 9 - 



£ 

f. 

d. 

19.. 



£ 

s. 

d. 

Mar 31 

To Victoria Oil Company 


1 

5 

0 

Dec. 31 

By Trading and Profit 





[Interest on £xoo at 3% 
per annum ior 3 months.] 
„ do. do. 





and Loss Account 


2 

16 

0 



June 30 



19 

I 







[InterMt 00 £76 5s. at 5% 
per annum for 3 montha. j 
„ do. do. 

Sept.so 



XX 

XX 







[Interest on £47 4S. id. at 
5% per annum for 3 1 
montha.} 1 















x6 

0 




0 

x6 

0 

i 





— * 




*** 


— 


^ Actually the latter item (176 gallons) would be passed through the Pur- 
hases Account in the ordinary way, as no further loading is necessary. If 
his were done the Journal entries on 30th September, 19* *1 would be — 


^etrol Purchases 
^etrol Pump 

nterest .... 
To Victoria Oil Company 


Journal 

Dr. 

Dr. 

Dr. 


£ 

s. 

d. 

£ 

S. 

239 

0 

0 



47 

4 

1 




11 

IX 

286 

26 


d. 
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(3) The invoices will be apportioned thus— 


19.. 

March 51 
June so. 
Sapt. 30. 


llivoicf! 

1 Total 


Petrol 

Purebaaes 

Pump 

Purchase 


£ 

$. 

d. 

£ 

s. 

d 

£ 

a. 

d. 

a.O(X> gatlnnk at t%. 6d. 

150 

0 

0 

raj 

0 

0 

*3 

X5 

0 

a, 400 gallons ai ti. 6d. 

3,6a4 gallons at is. 6d. 

160 

0 

0 

130 

0 

0 

•9 

0 

11 

286 

16 

0 

*39 

0 

0 

47 

4 

T 

176 gallons at is. 3d. 

11 

0 

0 

II 

0 

0 




1,600 gallons at is. 3d. 

ICO 

0 

0 

100 

0 

0 





£727 

16 

0 

£623 

0 

0 

£100 

0 

0 


x6 0 


(а) Interest on ^(xoo at 5 per cent per annum for three months. 

(б) Interest on 5s. at 5 per cent per annum for three months [/loo less 

£23 *58]- 

{c) Interest on £47 4s. id. at 5 per cent per annum for three months 5s. 
less £2g os. iid.]. 


The information required is presented in the same order as stated 
in the question, but the apportionment table should first be con- 
structed from which to write up the accounts. 


SALE FOR DEFERRED PAYMENT BY INSTALMENTS 

Hire Purchase and Purchase by instalments, although outwardly 
similar transactions as they both involve periodical payments to the 
vendor, are fundamentally different, the former being a transaction 
of hire with ultimate sale, the latter of immediate sale in which the 
price, instead of being paid in one sum, is spread over a period, 
interest being charged. In a deferred payment sale the vendor has 
no legal right to reclaim the goods upon default, his only remedy 
being to sue for the unpaid balance. It is therefore of great import- 
ance to make adequate provision against bad debts. 

Summary of Difference between Hire Purchase and 
Purchase by Instalments 

H.P. P.I. 

Nature of Contract Agreement of Hiring. Agreement of Sale. 

Govemixig Act Hire Purchase Act, 1938.® None. 

Passing of Title As agreed, usually on last When parties agree as 

payment or final nom- with usual sale, 
inal consideration. 

Rights of Deliveree As laid down in Hire Pur- Unless seller defaults, 

chase Act, 1938 ; briefly, goods not returnable 

may return goods with- and deliveree liable for 

out further payment, price agreed, or reason- 

except for accrued in- able price if not agreed, 

stalments. 

Rights of Seller May recover goods if Can sue for price if buyer 
, hirer is in default. in default. ' 

Rights of Disposal Hirer cannot hire out, sell, May dispose, and give 

pledge nor assign en- good title to bona fide 

titling transferee to re- purchaser, 

tain as against Hire Seller. 

* interest is actually i is. lod., but as this would involve calculating a 
fraction of a gallon, the charge of ns. 1 id would be made and an allowance 
made lor the penny "overcharge.*' 

• See footnote on next page 
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Entries in the Vendor's Books 

Subject to the different legal position, the entries are similar to 
those for ordinary sales ; the cash value of the goods is credited to 
Sales Account and debited to the Personal Account of the purchaser. 
Interest at the agreed amount is credited to Interest Account and 
debited to the account of the purchaser as each instalment is paid ; 
alternatively, as in the case of hire purchase transactions, a com- 
posite sum representing interest plus cash value may be debited to 
the account of the purchaser, who agrees to pay in equal instalments. 
In the Balance Sheet the balance of the Purchaser's Account is 
shown as a debtor for the amount owing. The entries are thus 
similar to those effected where hire purchase transactions are re- 
corded as sales and interest charged; the entries in the books of 
the purchaser are also similar. 


Also restricted by the Hire Purchase and Credit Sale Agreements (^ntrol) 
Order 1952 as amended, requiring for certain classes of goods a minimum 
depasit and a maximum instalment period. 



CHAPTER XXI 


INCOME TAX IN RELATION TO ACCOUNTS 


Taxation is a branch of accounting work which is of such impor- 
tance and scope that it is not possible in a work of accountancy to 
de^ with it on adequate lines. It is, however, of importance to the 
student to understand the book-keeping entries relating to Income 
Tax and Profits Tax— many examination candidates have great 
difficulty in dealing with the purely accounting entries, even where 
the computed liability is given in the question. For intricate and 
detailed tax problems reference should be made to one of the many 
excellent works on taxation, but in order to assist in the under- 
standing of the subject, a very broad and general outline of the 
main principles is given below. 

Income Tax. Income Tax is an annual tax levied on the statutory 
income for the tax year (6th April to 5th April following). Statutory 
income is very rarely the actual income for the year, but is the 
income computed under the various Income Tax rules. The tax is 
levied (a) by assessment on income and profits according to classi- 
fication under the Schedules listed below, and (6) by deduction 
from certain payments, e.g. loan interest, annuities, chief rents, etc., 
the person making the deduction having to account for the tax to 
the Inland Revenue. 


The Schedules. 


Schedule Tax on 

Ownership of property 

B Occupation of land and farm buildings 
C Certain income arising from public funds 
D Annual profits or gains of 

Case I (a) Trade or business' in U.K. 

2 {b) Profession or vocation in U.K. 

3 Untaxed dividends and interest 

Certain foreign income 
6 Income not classified elsewhere 


Income from employments, pensions, and 
offices 


Levied on the 
Occupier (in most 
cases) 

Occupier 
Paying agent 
Person making the 
profits or receiv- 
ing the income, if 
resident in U.K. 
wherever the in- 
come arises ; if 
non-resident, on 
income arising in 
U.K. 

Recipient (through 
the system of 
P,A.Y.E.) 


Basis of Assessment. The assessment is on the current year's 
income or profit computed in accordance with the tax rules, except 
for Schedule D, Cases 1-5, where for general convenience the assess- 
ment is ba^d upon the preceding year, with various exceptions for 
the ** early" years of the source of income, e.g. when the business is 


5*6 
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set up, and the ‘*late" years, i.e. the year of cessation and the year 
prior thereto (penultimate year). 

Collection of Tax. The tax year is from 6th April to the 5th April 
following and tax is due under Sch. A on the zst January in the tax 
year, under Sch. B in two instalments on the ist January in the tax 
year and on the ist July following. Tax under Sch, C is collected 
through the medium of the paying agent, usually the Bank of Eng- 
land. Tax under Sch. D is due, in the case of a trade, etc., in two 
instalments, on the ist January in the tax year and on the ist July 
following : in other cases on the ist January. Tax under Sch. E is 
collected from employees by employers under the system of P.A. Y.E. 
In all cases, however, tax is due from a limited company in one 
amount on the ist January in the tax year. 

Thus Sch. D (Case I) tax for the year 1953-54 is payable by an 
individual (or partnership) in two instalments, one on the ist 
January, 1954, and the other on the ist July, 1954, but in the case 
of a limited company the whole tax would be payable on the 
1st January, 1954. 

Payment of Tax. When tax is paid, the book-keeping entries are — 
Debit Income Tax Credit Bank 

If it is preferred to enter the tax liability immediately on its 
ascertainment, the entries are — 

Debit Income Tax Credit Commissioners of Inland Rev- 

enue 

and, on subsequent payment — 

Debit Commissioners of Inland Revenue Credit Bank 

In the problems of ordinary accounting (excluding those questions 
comprising purely income tax matters), a knowledge of income tax 
is required in dealing with (i) annuities, loan interest, mortgage 
interest, patent royalties, etc ; (2) rents ; (3) dividends and interest 
received ; (4) income tax in the accounts of limited companies ; and 
(5) partnerships. 

(i) Annuities, etc. The Inland Revenue authorities, in order to 
facilitate the collection of tax, cause the payer of annuities and the 
like to deduct tax and account for it direct. This is simply part 
of the machinery of tax collection, the payer having to pay an 
increased assessment caused by the adding back to the profits 
of the particular payment, so that the true burden of the payer is 
unaffected. 

Illustration. X has a gross profit of £ 2,000 from which he deducts 
g^eral expenses £ 250 , and loan interest of £100 which he has paid 
l^ss tax of £45. Show how these items would be dealt yrith in the 
books of X, ignoring personal allowances. 

The book-keeping entries are — 

(1) Debit Loan Interest Account with the gross figure of Loan 
Interest [Credit Lender). 

(2) Deoit Lender with income tax (Credit Income Tax Account). 

(3) Debit Lend^ with cash (Credit Cash Account). 
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The Accounts would be thus — 

Dr. Loan Tntkrbst Cr 



To Lnd«r 

1 

m 

1 

By Profit and Loia Account 


£ 

too 

H 


Dr. Lender 

Cr. 


To IncooM Tax 

Caah . . . . 

1 

M 

1 

By Loan Interest 


£ 

TOO 


£ioo 


Dr. Income Tax Cr. 


To Commlnionen of Inland 

Revenue . 7^7^\ 


By Lender 
„ Capital Account . 


£ 

74a* 


Dr. 


Profit and Loss Account 


Cr. 


To General Expeniea 
„ Loan Interest 
„ Prott 


£ I 

330I By Groea Profit 

xoo| 
x,6so 

Ca.ooo] 


£ 

s.ooo 


£t,ooo 


The adjusted profits for Income Tax purposes will be £1,650 -h 
£100 = £1,750, making a tax liability at 9s. in the £ of £787 los. 
But, when pa5dng the Loan Interest X deducted tax of £45, making 
the true burden of tax £787 los. — £45 = £742 los. (as shown by 
the Income Tax Account), which is 9s. in the £ on his net profit of 
£1.650. 

If at the end of the accounting period the interest remained 
unpaid, entry (3) would be postponed until the subsequent period 
when payment was made. 

The personal account of the Lender may be dispensed with, the 
entries being made direct to Interest Account as follows — 

Debit Loan Interest (Gross) Credit Income Tax 

Credit Cash 

or Debit Loan Interest (Net Payment) Credit Cash 

Debit J..4>an Interest (Income Tax) Credit Income Tax 


If this is done, the following will take the place of the first three, 
accounts in the above illustration — 

Loan Interest Cr, 
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Df. iMcoifx Tax (includes) Cr. 







■ 

■1 





By Loua Intereit 

■ 



If at the end of the accounting period the interest was unpaid, 
the item of £55 shown Cash paid in the Loan Interest Account 
would not appear, and £55 would be brought down as an accrual 
(by debiting the account “above the line*' and crediting “below 
the line “) and shown as a liability in the Balance Sheet. 

It happens frequently in examination papers that provision has 
to be made for a half year's liability for interest. This often causes 
confusion in the mind of the candidate. If the personal account is 
being used, the double entry will be — 

Debit Loan Interest (Gross : } year) Credit Income Tax (for Tax) 

Credit Personal Account (for net 
liability, which will be shown in 
the Balance Sheet). 

If there is no personal account, the accrual should be brought 
down in the Interest Account, as described in the preceding 
paragraph. 

The important points to remember are — 

(1) The liability must be shown either in the personal account or 
as an accrual in the loan Interest Account, and 

(2) There will be a credit to Income Tax Account in respect of 
the income tax deductible (apart from exceptional circumstances), 
because the assessment (causing the debit to Income Tax Account) 
is based upon the adjusted profits after adding back the loan interest, 
the tax deductible from such interest being in effect a reduction of 
the inflated liability. 

At the end of the year the Loan Interest Account will be closed 
off to Profit and Loss Account and will represent the gross, not 
net Interest. 

Illustration. In the accounts of L appears £110 net Loan Interest 
for the half year to 30th June, 1953, paid on that date. L's account- 
ing period ends on 31st December, 1953, and provision is to be 
made for the half year's accrual of Loan Interest. Show Ledger 
Accounts, assuming no personal accounts opened and taking tax at 
9s. in the £. 


Dr, T^an Interest Cr. 


, 1953 

June 30 

Dec. 3X 

To Cash 
„ Income Tax 
.. Interest Accrued 
„ Income Tax 

c/d 

£ 

XIO 

90 

IXO 

90 

' 1953 

Dec, 31 

By Profit and Loss A/c . 


£ 

400 










1 



1954 

Jan. I 

By Balance 

b/d 

XIO 
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Incomb Tax (inclndes) 


Cr. 


*953 
June 30 
Dec. 31 


By Loan Inteiest 
„ Loon Interest 


£ 

90 

90 


(2) Rents. Where property is let to a tenant, the Inland Revenue 
authorities assess the SchediiLe A Tax upon the occupier (subject to 
certain exceptions). If the occupier has recently bought the property, 
such a fact does not concern the authorities, as the former must 
ensure for himself that the tax in respect of a period prior to his 
ownership is credited or paid to him by the vendor. 

The payment of tax by the tenant is in reality a part payment of 
RENT since he recoups himself from the next rent(s), and although 
it is paid in the form of income tax it is (subject to an exception 
mentioned on page 531) as much in reality rent as if the landlord 

paid his own Schedule A tax and the tenant paid his rent in full in 

the usual way. 

The book-keeping entries are — 

(1) Debit Kent. Credit Landlord (with full rent). 

(2) Debit Landlord. Credit Cash (when Sch. A tax is paid) 

or Credit Inland Revenue (with tax pro- 
vision). 

(3) Debit Landlord. Credit Cash (on payment of amount 

due to Landlord resulting from (1) 
and (2) ). 


Or, if personal accounts are dispensed with — 

(4) Debit Rent (with tax paid). Credit Cash. 

(If merely accrued, bring down balance on Rent Account as a liability due 
to Inland Revenue). 

(5) Debit Rent (with payments Credit Cash after deducting (4). 

to Landlord). 

(If merely accrued, bring down balance on Rent Account as a liability due 
to Landlord). 

lUus^ation. X occupies premises, the net annual value ^ of 
which is £ 200 . Rents are £240 per annum paid on the usual quarter 
days. The Demand Note for tax tf200 at, say, 9s.) is paid by the 
tenant and recouped from the next rents. Show Rent Account in the 
books of the tenant, assuming no personal accounts kept. 


Dr. 


. *»■ 
Jaa. I 

Mar. as 


Jiinet4 


To Income Tai, Sch. A . 
„ Rant for quarter, lew 
Income tax . 

„ Rent for quarter leu 
balance of Income 
Tax . . . 


Sept. 99 
Dm. as 


Rbwt Cr. 


(«) 

£ 

90 

nil 

Dec. as 

By Profit and Loss 
Account* 


£ 

940 

(«) 

30 

60 

60 

i 






1 



assa 


' Net annual value is based on gross annual value, less the Statutory 
Repain allowance. Net Annual Value (N.A.V,) is the income from property 
on which tax is assessed under Schedule A. 

* There would be tiie usual provision for the accrued and accruing rent if 
the accounting period ended on any oth^ date than the quarter day. 
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(a) It will be noted that in effect the tenant pays bis March and June rents 
in two parts: (i) to the Inland Revenue; (2) to the landlord, less his pay* 
ment to the Inland Revenue. 

Having paid ;^9o tax, £^0 is used to discharge the March quarter's rent, 
leaving £y> to be deducted from the June quarter's rent. 

An extremely important qualification to the tenant’s right of 
recoupment of the whole income tax paid arises when the tenant 
occupies premises at a comparatively low rent, because the recoup* 
ment is restricted to income tax on the rent paid if lower than the 
net annual value. Put another way: the tenant is permitted to 
deduct tax from his next payments of rent on the lower of two figures, 
viz. net annual value or rent. 

Reverting to the preceding illustration, the tenant’s rent is higher 
than the net annual value, so that he is able to deduct tax only on the 
latter figure, which leaves him with no burden other than rent, as 
the tax paid is fully deducted from the next payments to the land- 
lord, but supposing the rents were £160 per annum, the i>osition is 
as follows: the tax is paid on the net annual value, viz. £200 at gs., 
£90, but the tenant may recoup himself only to the extent of £160 
(rent being the lower figure) at gs., £72, thus leaving him with a 
tax burden of £18, which represents tax at gs. on the benefit of £40. 
As the net annual value represents (in theory at all events) the fair 
letting value of the property, and the tenant obtains the enjo3ment 
of premises at a rental less than the fair value, it is but just that he 
should suffer the tax on the differential advantage so obtained: 
whilst it would be manifestly unjust to throw the incidence of it 
upon the landlord. The latter will bear tax on the rents only where 
less than the net annual value. 

The £18 above mentioned is tax, not rent, and so must be added 
back to the profits for the purpose of computing income tax liability, 
but the tenant will eliminate from his profits the amount of £40 
as he has paid tax on this sum. In other words, by having suffered 
tax of £18 he has virtually put himself into the position of being 
able to maintain that his rent is the equivalent of £200 and not £160. 

Illustration. Using the above facts, show the Rent Account of 
the tenant. 


Df, Rent Cr. 


Jan. X 
Mar, IS 

Juneau 

Sept, 
Dec. as 

To Income Tax, Sch. A . 

„ Rent for quarter £40, 
leta Income Tax on 
£xteat9t.£7a 

„ Rent for quarter £40 
iMf balance of In- 
come Tax 

f» M 

0 M •. 


£ 

90 

8 

40 

40 

19.. 
Dec. as 

By Income Tax Account* 
Tax on £40 at 91. 

„ Profit and Lota 
Account 


£ 

x8 

x6o 



■ 

B 



1 

£i 7 B 










The tenant pays £90 (£200 at gs.) but recoups £72 (£160 at gs.). 
Altemativdty, the items for tax may be debited to Income Tax 
Account (i.e. £90) and the recoupable portion thereof (ie. £72) 
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transferred therefrom to the debit of Rait Account, leaving the 
unrecoupable ^ance (i.e. £i8) in the debit of Income Tax Account, 
thus — 

Dr, Rent Cr. 



Income Tax (includes) 


To lacome Tax Sch. A 
£200 at gft. 


Bjr Rent Account: Income! 
Tax Sch. A recoup- 
able £160 at 9t. 


(3a) Diyidends and Interest Received net, i.e. after deduction 
of tax at source. Where loan interest is paid it has been seen that 
the payer must account to the Inland Revenue for the tax deducted 
by him from the payment. This is so even if the borrower is not liable 
for income tax. On the other hand, dividend and loan interest will 
be received “net,** that is, after the deduction of the income tax by 
the payer, so that such income must be deleted from the profits of 
a business for income tax purposes, as the tax has already been 
suffered. The amount to be deleted is that actually appearing in 
the accounts analogous to the adding back of loan interest paid (as 
seen on page 528), If the income has been ** grossed up '* there 
will be a corresponding debit for income tax on the Profit and Loss 
Account which will have to be added back, so that the gross dividend 
will be deleted and the income tax on it added back, giving the same 
result as if the amount had been entered in the accounts at the net 
figure. In the case of an individual, owing to personal allowances, 
the recipient of the net dividend and interest may obtain total repay- 
ment or relief according to circumstances ; but this does not affect 
the treatment of the dividend and interest in the accounts for the 
purposes of income tax computation on the business profits. 

The book-keeping entries are — 

Debit Cash (with net amount re-\ 

DeWtlnlome Tax (with tax Dividends Received (gross) 

ducted) / 

Alternatively — 

Debit Cash (with net amount re- Credit Dividends Received (net) 
ceived) 

Debit Income Tax (with tax de- Credit Dividends Received (net) 
ducted) 
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The entries for Interest received after deduction of tax will be 
similar to the above. Where personal accounts are used, the entries 
will be reverse to those given on page 527. 

It should be noted that (as with payments made after deduction 
of tax) the correct figure to bring into the accounts is the gross 
amount of the dividend or interest and not the net amotmt actually 
received. 


Illusttation. A has a gross profit of £2,000 from which is deducted 
£250 general exp^es, and to which is added £55 "net" dividend 
after the deduction of income tax at 9s. in the £. Show how 
these items would be dealt with in A*s books, ignoring personal 
allowances. 


Dr. 


Income Tax 


Cr. 


To CommiMiooen oi 
Inland Revenue 
Tax deducted Irom 
Dividends . 


i 

t. 

d. 

7«7 

xo 

0 

4S 

0 

0 

£833 

10 

0 


By Capital Aocotmt 


Bsajiol 


Dr. 

To Profit and Loss Ac- 
count. 


Dividends Received 


£ 

5. 

d. 

TOO 

0 

0 


0 

0 


By Cash 
„ Income Tax 


Cr. 


55; 




Dr. 


Commissioners of Inland Revenue 


T 


By Income Tax 


Cr. 

787 


Dr. Profit and Loss Account Cr. 


To General Expenses . 
„ Net Profit 

1 

£ 

350 

1,850 

■ 

ByGross Profit 
„ Dividends 

1 

£ 

3,000 

too 


■ 


■ 


■ 

£ 3,100 


■1 

IB 

mM 


■ 

mm 


The adjusted profits for Income Tax purposes will be £1,850 less 
£100 = £1,750, making a tax liability at 9s. in the £ of £787 los. 
A has, however, already suffered tax of £45 deducted from his 
dividends, so that his true tax burden is £832 los. (as shown by the 
Income Tax Account) which is equal to 9s. in the £ on his net 
profit of £1,850. 

(3ft) Dmdoids and Interest Received Gross (Case III, Sdiedule D). 
^vidends are receivable gross in the following case^ — 
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(1) On certain Government securities, e.g. 3J per cent War Loan. 

(2) On all Government securities on the Post Office Register* 

(3) On Government securities on the Bank of England Register, 
provided that the annual interest does not exceed £5. 

(4) Companies under the Industrial and Provident Societies Acts. 

(5) Bank interest. 

The matter is simply adjusted by deletion from the adjusted 
profits of the business and tax paid on the basis of the income 
up to the 5th April preceding the year of assessment, although in 
the case of bank interest received the year to the 31st December 
preceding is taken as the assessable period; so that, where the 
accounting period is not coincident with the tax year, the figure 
deleted from the accounts may not correspond with the amount 
assessed, as in the first case the deletion may be in respect of interest 
for the year to (say) 31st October, whilst the assessment will be based 
upon the income to the 5th April, but over a period the same total 
assessment will generally result. 

The book-keeping entries are — 

Debit Cash Credit Dividends or Interest Received (with amount 
received) 

Since there will be an assessment under Sch. D, Case III m 
respect of the income, the necessary provision should be made by 
debiting Income Tax Account and crediting Commissioners of 
Inland Revenue, or by debiting Income Tax Account "above the 
line" and crediting "below the line." When the tax is paid. Income 
Tax (or Commissioners) will be debited and Cash credited. 

It may here be noted that a "tax free" or " free of tax" dividend 
is not the same as a dividend received gross. It is merely an alterna- 
tive expression for a net dividend. Thus, a dividend of £110 " free 
of tax" is the same, taking tax at 9s. in the £, as a gross dividend 
of £200 less tax £go. Such dividends must, therefore, be grossed up 
and treated in the manner described in section (3a). 

Illustration Write up the imdermentioned transactions of A — 
*954 

Jan. I. Payment of Schedule A Tax on £52 for 1953-54 (i*^ respect of 
premises occupied by him as tenant). 

3. Payment of ist instalment of Case I Schedule D tax, liability for 

1953-54 Is £4^0. 

5. Received Interest on 2} per cent Consols (Post Office Renter) of £z. 

Mar, I. Paid Loan Interest of j£ioo less tax. 

10. Received year’s Dividend of ^40 less tax. 

25. Paid half year’s rent to date £24. 

Apr, 5. Received Interest on 2^ per cent Consols of £2. 

Provide for Tax as on 5^ April, assuming Uability of taxpayer at 
say 98, in £. 

Work to the nearest £, 
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Df. Cash Book 


Z9S4 



£ 

X9S4 

Jan. 5 

To Intarast and Dividend 



Jan. I 

Account: one quar- 




ter*a interest on 



s 


34 per cent Consols 
(Gross) . 


3 


Mar. ro 

„ Interest and Dividend 
Account: dividend on 
shares . . £40 



Mar. z 


Leu tax z8 







23 


Apr. 5 

„ Interest and Dividend 



*5 

Account: one quar- 
ter's interest on 






24 per cent Consols 
(Gross) . 


2 



By Rent Account : 

Scb. A Tax 1959-54 ] 
,, Commisiiofien ot In- 
land Revenue Case I 
Sch.D. Tax X953-54 
xst instalment | x 
£480 

„ LoanXntexest .£xoo 
L«s 5 tax 45 


Cr. 

£ 

*4 


•40 


Rent for half*year 
to date . £z4 

Leu tax at 9s. 

on £48 S3 3 


Dr. 


.t954 
JaT\. X 
Mae. 35 


Rent 


To Income Tax £52 at 98. 
„ Half-year’s rent £24 
Less tax aa 



£ 

, *954 


34 

Mar. 35 


2 

Apr. 5 


£26 






By Income Tax Account ; 
tax unrecoupable £4 
at 98. * . 

„ Profit and Loss 
Account 


Cr. 


£36 


Dr. 


Interest and Dividend 


Cr. 


Z934 
Mar. 1 

To Cash: Ix)an Interest 


£ 

,X954 
Jan. 5 

By Cash: 3^ per cent Con- 
sols quarter’s Interest 


£ 


to date . £zoo 




8 


Leu tax 45 



Mar. 10 

M Cash : Dividend on 






95 


shares . . £40 




,, Income Tax Account 


45 


Leu tux 18 










S3 





Apr. 5 

.. Income Tax Account. 
t, Caah: 3^ per cent Con- 


18 





sols quarter’s interest 
„ Profit and Loss 


3 







Account 


56 




£100 




£100 









Dr. 


Income Tax 



Cr. 

. *954 ! 
Jan. 3 

To Cash — Case 1, Sch.D. 


£ 

1954 

Mar. z 

By Loan Interest . 


£ 

45 


X 953-54 xs^ instal- 
ment 


240 


, Drawings Account 


457 

Mar. zo 

„ Dividend on shares . 


18 





35 

,, Rent Account . 


2 





Apr. 5 

„ Balance: and Instal- 








ment of Case 1 




1 




Sch. D 1953-54 
„ ■Balance: Case III 

c/d 

S40 






Sch.D 1953-54 . 

c/d 

3 








£502 




£903 





Apr. 6 

By Balance: Case 1 Sch. D. 
Balance;CaseniSch. 

b/d 

340 






D. . . . 

b/d 

3 


^ A is entitled to deduct tax on £48 (not £52), leaving A with a liabili^ of 
£4 at 98. B £1 16s. {£2 to the nearest ^ ; the above transfer leaves his Rent 
Account with £24 for the half-year, which is the due rent. 

* Assumed that the income on the a) per cent Consols was first received 
on 5th January, 1954, tax thereon being £4 at 98. in the £^ £i i6s. (fi to 
the nearest £i. 

28— (B.ao89) 
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(4) Limited Company Income Tax. The assessment will be based 
upon the profits of the company adjusted for income tax purposes, 
and provision for the charge will be brought into the books by 
debiting Profit and Loss (or Appropriation) Account and crediting 
Income Tax Account, the latter account being debited and Cash 
being credited on payment. The Income Tax Account will also 
be debited or credited, as the case may be, in respect of dividends 
and interest received net and annual charges paid after deduc- 
tion of tax, so that these items are shown gross in the accounts as 
already described in this chapter. After adequate provision has 
been made (as will be described later), the Income Tax Account 
will be closed off to the Profit and Loss Account or Appropriation 
Account, since in law income tax is an appropriation of profits. 

When dividends are paid by the company, income tax must be 
deducted therefrom at the standard rate, but the amounts so paid 
out do not in any way (considerations of Profits Tax being ignored) 
affect the tax payable by the company. Logically it might seem 
that the procedure in reverse to that outlined for dividends received 
should be followed for dividends paid, except that the ultimate 
transfer of the latter would be to Profit and Loss Appropriation 
Account. It is the established practice, however, to bring dividends 
payable into the accounts only to the extent of the net amount, 
ignoring the tax thereon, so that the book-keeping entries wiU be — 

Debit Dividend Payable (net) Credit Cash or Provision for Dividend 

Payable 

An illustration of taxation in the books of a limited company will 
be found on page 543, Dividends are dealt with in greater detail 
in Chapter XXIII. 

(5) Partnership Accounts. Owing to the existence of private 
income, abatements and personal ^owances, there will usually be 
no uniformity of incidence of liability of partners to tax, so that 
the firm’s liability must be apportioned between the partners (from 
which will be deducted the appropriate personal allowances), and the 
final amount due from each partner charged to his Current or 
Drawings Account. Hence, although partners may be "equal" 
the incidence of tax will normally be unequal. 

The allocation of liability between partners is dealt with in the 
following manner — 

(1) The firm’s profits are adjusted in the usual way (adding back 
papers’ salaries and interest on capitals, and eliminating interest on 
drawings, taxed dividends and income assessable elsewhere (e.g. 
Case III, Schedule D). From the adjusted profits will be deducted 
the capital allowances for Plant and Machinery (if any). 

(2) Having arrived at the final figure, it is necessary to apportion 
it as between the partners in the ratio in which profits are shared 
in the Current Pii^ Year, it being quite immaterial what the 
constitution of the partner^p was when the profits (as adjusted) 
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brought into the assessment were earned. The assessment is the 
liability not for the last year, but the current year.^ The present 
partners must bear the present burden, however it is computed. 

(3) The earned income and other allowances are deducted from 
each partner's share of assessment as determined in (2), 

Thus, the two important rules are — 

(1) Ascertain the adjusted profits of the firm, ignoring the question 
of the personnel of the firm. 

(2) Apportion adjusted profits as above ascertained in the manner 
in which profits and losses are shared in the current fiscal year. 

It may be noted that a change in the constitution of the partner- 
ship will be treated for taxation purposes as a discontinuance of the 
old, and a commencement of a new business except where there is a 
continuing partner and all the old and new partners (or their legal 
representatives) apply within twelve months of the change for 
assessment in the ordinary way as a continuing business.* The 
foimer will entail an adjustment of the old firm's profits down to the 
change as a closed business, involving a readjustment of the 
penultimate year's assessment should the profits for that year be 
higher than the assessment already made. The alternative methods, 
however, do not affect tlie rule as to the apportionment of the liability. 

Where assessment as a continuing business is applied for, i.e. on 
the profits of the preceding period, the adjusted profits will be split 
if the change has occurred at any date other than the 6th April of 
the year of assessment, the two parts being respectively the old and 
the new firm liability. For instance, if a change took place on the 
5th October, 1953, the proportion of the adjusted profits brought 
into liability for the year 1953-54 (based on the preceding period's 
accounts) will be one-half, that is, from 6th April, 1953, to 5th 
October, 1953, to the old firm and the remaining half, that is, from 
6th October, 1953, to the 5th April, 1954, to the new firm, each part 
being allocated in the manner of sharing profits (including interest 
on capital and partnership salaries) in the respective periods. 

The above nile applies to all income of the firm, including taxed 
income. Although the latter will be excluded from the computation 
for assessment, the gross amount of the shares of dividends and 
mterest must be included in the income tax returns of the partners 
for the purposes of ascertaining their statutory incomes. 

PROVISION FOR PARTNERS* INCOME TAX 

At the end of the accounting period, provision should be made 
for the estimated liability for tax by debiting each Partner's Current 
Account with his share of liability and crediting Income Tax 

^ Although in normal circumstances (early and closing years are excep- 
tions) based on the profits of the preceding year. 

■ Prior to 1953-54. the reverse applied (S. 19* Finance Act. 1953)* 
tinuing partners may carry forward unrelieved shares of losses in **discon* 
tinned" business. 
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Account, the latter being debited and cash credited upon payment. 
Any difference between the amoimt provided for and actually paid 
in respect of eacli partner should be transferred back to each 
Partner's Current Account. 

In many cases no provision is made at aH for the partners' income 
tax, so that the appropriate entries will be made only upon pay- 
ment by debiting each Partner’s Current or Drawings Account 
and crediting cash. In any case, no provision is required as regards 
income which has already suffered tax. 

Illustration. X and Y commenced business on ist January, 1953, 
having equal capitals of £4,000 and sharing profits equally. 

X is married with two children under 16, Y being single. Partners 
have no other income. Ignore X’s Family AUowance and National 
Insurance. 

They wish to provide for income tax. The charges indicated are 

E iid quarterly on 31st March, 30th June, 30th September, and 31st 
ecember. 

Show Partners* Current Accounts, Income Tax Account (with 
computation for 1952-53 and 1953-54) and Loan Interest Account 
for the year ended 31st December, 1953. 

The Profit and Loss Account is as follows — 

Profit and Loss Account for the Year Ended 

3 1 ST December, 1953 Cr. 

To Goaeral Expootet 
(allowable) 

„ Rent and Ratea . 

„ Patent Royalties 
„ Itttereet on Loan . 

„ Interest on Capital 
„ Not Profit . 

£7,470, 0,470 


By Gross Profit b/d 7,470 

3»aao 
630 
aoo 
300 
400 
a, 700 


Dr , Profit and Loss Adjustment 

To Balance, belnf adjustedj ^ 

PW&ti . 3,6 oo| 

£3p«oo| 


Account for Income Tax Cr. 

By Net Profit as per 


Accounts. a,7oo 

„ Interest onCapital 400 

„ Intersston Loan . 300 

„ Patent Royalties . soo 


£i,6€0 


Firm assessments are — ^ 

1952-53 Actual profits (as adjusted) x £3,600 « 900 

‘X953-54 First year's profits (as adjusted) » 3,600 


II ^e at^ual profits for 1953-54 werelsss than the assessment, upon proper 
a|macation oeing made to the Inland Revenue, the assessment would be 
reaueed to the actual profits of that fiscal year. 
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Allocation of liability is as follows-^ 

1952-53 __ 1953-54 


Assessment^ 

Less annual charges — 
Royalties . 200 

Loan interest . 300 * 


539 


USM — 

Earned income allowance* 
Personal allowance* . 

Chii<l allowance* 

Taxable incomes . 


Tax payable — 

At ixduced rate* 
At 9s, . 


S6 

azo 

170 


X 


Y 

X 

Y 

£ 


£ 

£ 


450 


450 

1,800 

1,800 

63 


62 

250 

250 

387 


388 

L 55 t> 

1.550 


86 

344 

344 



130 

2 ZO 

Z 20 


466 

— 

206 170 

724 

464 

nU 


^182 

^626 

£x.o86 

. d . 

i 

f. d . i 

s. d . £ s. 

d . 

. -(ifia) 

22 

ZX 0 (400) 102 

10 0 I400) 102 10 

0 


- 

- - (426) I9I 

Z4 0 (686) 308 14 

0 


^*1 

^^94 

4 0 £411 4 



In addition the firm must account for tax on charges 


/I25at9s. 6d. ^59 7S- 6d. 

£ 

Total tax payable, 1952-53 : 


s. d. 


;£5ooat9s. ;£225 

Total tax pay- 
able, 1953-54 • 


d. 


X 

Y 

Charges 

22 II 

59 7 

X 

Y . 

Charges 

294 

411 

225 


/;8i 18 6 


£950 


Dr. 

Income Tax 

Cr . 



£ 

s. 

d. 




£ 

S . 

To Provision : 

c/d 





By Royalties (£50 at 9s. 6d., 
£150 at 98.) 




1952-53 Assessment 


8z 

z8 

6 



91 

5 

1953-54 

(proportion to 3xst 

Dec., i.e. f x £930 8s.) 


697 

16 

0 


„ Loan Interest (£75 at 98. 
6d., £225 at 9s.) 


136 

17 






„ Current Accounts — 









X . 


*220 

13 







Y . 


'330 

*9 



£779 

lA 





gg 








By Provision 

b/d 

779 

£4 


^ As Interest on Capitals are equal there is no need to show separately. 

* ^500 per annum; ;£i25 for three months only, i.e. ist January, i953* 
31st March, 1953, the appropriate charge for 1952-53. 

* The allowance is two ninths of the earned income less charges (max. ;£45o). 

* Personal allowance is £7.10 for married man ; ;£i20 for single man or woman. 

* Children's allowance (subject to certain conditions) is for each child. 

* Rates of tax on first ^100 of taxable income, next £150, next £i 5 ^f 
balance are : 1952-53 — 3s., 3s. 6d., 7s. 6d., and 9s. 6d. ; 1953-54 — as. 6d.. 
5s., 7s., and 9s. 

’ The transfer to Current Accounts is in respect of tax for the year ended 
31st December, 1953, i.e, 1952-53 (3 months) and 1953-54 (9 months) ; thus — 
£ s» d* ifs.A 

asoxs o»- - --I-Jxa94 4 o 
330 X9 o «• aa XX o -f | x 4x2 4 o 




1 

p 

d 

ct 


to 

c« 

Cu 

g 




7 

1 S 


6 ‘S 


d 

-♦-» 

>« 

m 

d 

•o 

d 


d 

s 

Cm 

X 

P 

Wi 

a 

4-t 

s 

a 

d 

«> 

3 
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S? 

?. 

d 

Pu 


2 

> 

'5 

'J3 

d 


■| 

a 
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1 

M 

cd 


hh 

O 
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^ X 

I 
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dr. 


Df. 


Loan Interest 


To Cub 


£ 

163 

$. 

2 

d. 

6 

„ Income Tax . 


136 

17 

6 

I 


I300 

0 

0 








PROVISION FOR TAX IN LIMITED COMPANY ACCOUNTS 

The whole of the Income Tax liability of a Limited Company is 
due for payment on ist January of each fiscal year, e.g. the liability 
for 1952-53 is payable on ist January, 1953. 

A Limited Company making up its accounts must make due pro- 
vision for tax liability. This matter is extremely simple as like most 
other adjustments it is merely a question of what is accrued, accru- 
ing, or prepaid. If a company makes its accounts up to 30th 
November, there will be accruing eight months of the current fiscal 
year tax (which will be based upon the preceding year’s accounts 
in the normal course) : hence, if the assessment for the year is £600, 
the provision required is x £600 = £400. If the date were 31st 
December, there would be required nine months’ provision, and so 
on; but as the whole of the tax for the year ended 5th April is 
payable on ist January, it is possible that where the company's 
accounting period ends between ist January and 5th April, there 
may have been a prepayment, e.g. if the company's liability for 

1952- 53 is £1,000, which is paid on ist January, 1953, the accounting 
period ending 28th February, 1953, there is a prepayment of 
ONE month, as the liability has been discharged to 5th April, 

1953 - 

In this way the minimum ''legal" provision for taxation is made, 
but such treatment takes no account of the balance of tax for the 
current fiscal year, nor of the assessment in the next fiscal year which 
in normal circumstances, will be based on the current year's profits 
(i.e. on preceding year basis). The profits of the next period may, 
therefore, have to bear a charge for taxation quite out of proportion 
to their size. For this reason it is now the recognized practice to 
base the charge for income tax in the accounts on the profits shown 
in those accounts. Thus, not only is the minimum "legal" liability 
covered but also the liability legally due in the succeeding year 
Ijiased upon current profits. 

In the Balance Sheet, the amounts provided for taxation should 
be clearly and separately stated. The outstanding liability for 
the current fiscal year will be included with current liabilities ; the 
amoimt set aside for the estimated future liability in the fiscal year 
commencing after the date of the Balance Sheet (based on current 
profits) will be shown separately as a Reserve. 

It should be noted that this extended provision only applies where 
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the assessment is based on the income or profits of the preceding 
year. Provision will be made in the normal way for tax assessed on 
current year's income, e.g. Sch. A. 

The attention of the student is directed to the Recommendations 
of the Institute of Chartered Accountants on the treatment of 
taxation in accounts, and also to Chapter XXIII for the require- 
ments of the Companies Act, 1948, in this respect. 

Profits Tax. The detailed rules, although based on those relating 
to Income Tax, differ considerably from them. The assessment 
is based on profits of the current accounting year and tax is payable 
within one month of the date of assessment. Provision must be 
made in the accounts for the Profits Tax liability of the current year 
and the amount will appear in the Balance Sheet under Current 
Liabilities. A separate Profits Tax Account may be opened in the 
books if desired, or the entries may be made, along with those 
relating to Income Tax, in the Taxation Account. Where possible 
the charge for Profits Tax should be shown separately from that for 
Income Tax in the Profit and Loss Account. Similar considerations 
apply, mutatis mutandis, in respect of the Excess Profits Levy. 

Tax Reserve Certificates. These certificates are issued for £2^ or 
multiples of that sum by the Treasury to enable taxpayers to set 
aside funds for the payment of future taxation. They may be used 
for the payment of Income Tax (except Sch. C tax, tax charged under 
Sect, 188, Income Tax Act, 1952, and Sch. E tax), Sur-tax, Profits 
Tax, Excess Profits Levy, or Land Tax deemed due not less than 
two months from the date of the certificate. To the extent so used 
they bear interest at the rate of i J per cent per annum^ free of tax, 
for a maximum period of two years from the date of issue. If the 
certificates are repaid in cash, no interest is allowed. The following 
]x>ints are important in regard to their treatment in the books — 

(1) Tax Reserve Certificates are assets and should therefore 
appear in a separate account and not in the Taxation Account. 
In the Balance Sheet they should be shown as a separate item in 
Current Assets. The double-entry in relation thereto will be — 

Debit Tax Reserve Certificates Credit Cash (on purchase) 

Debit Income Tax Credit Tax Reserve Certificates (on 

surrender in payment of Income Tax) 
Debit Cash Credit Tax Reserve Certificates (on 

repayment in cash) 

(2) The interest allowed on the certificates should be treated as 
such and therefore brought ultimately to the credit of Profit and 
Loss Account, the debit being either to cash, if actually received, or 

» This rate applies to certificates of tbe Sixth Series issued from erst 
March, 1*55. 
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to Income Tax Account, if used for the payment of tax. It is regarded 
as the better practice not to take credit in the accounts for accrued 
interest unless the certificates have been surrendered before the 
signing of the Balance Sheet, 

Excess Profits Tax Post-war Refunds. Until the passing of the 
Finance Act, 1953, the payment of such refunds was subject to their 
being used to develop or re-equip a specified trade or business and 
no part thereof could be directly or indirectly distributed in any 
way to the shareholders, partners or proprietors. As far as the 
accounts were concerned, it was the practice for the refund to appear 
on the "liabilities” side of the Balance Sheet, shown and maintained 
separately, as a Capital Reserve. Sect. 32 of the Finance Act, 1953. 
releases taxpayers from existing undertakings given in order to 
obtain refunds and provides for future refunds to be paid without 
further undertakings. For balance sheet purposes, therefore, it is 
recommended that, except in special circumstances, the E.P.T. 
Post-war Refund Reserve or Suspense Account should no longer be 
shown as a separate item, but be merged in the other reserves 
(capital or revenue, according to whether it is regarded as available 
for distribution). 


Illustration. The Trial Balance of New Delight Ltd. at 31st 
December, 1953, contained the following — 


Interim Dividend paid ..... 3>3oo 

Debenture Interest to 31st December, 1953 55® 

Provision for Taxation at 1st January, 1953 • 9»452 

Investment Income (net) ..... 165 

Income Tax paid — 

Schedule D — Case i, 1952-53 — 

Cash ........ ;£i,9o6 

Tax Reserve Certificates and Interest .2,515 

4.421 

Schedule A, 1952-53 : Cash .... 405 

Profits Tax, 1952, paid in cash .... 301 

Tax Reserve Certificates .... 5,000 

Interest on Tax Reserve Certificates ... 15 


The following provisions are, ii/t^er alia, to be made in preparing 
the final accounts — 

(St) A proposed dividend at the rate of 6 per cent, less tax, payable 
on 15th March, 1954, on Capital of £100,000. 

(2) Taxation: 


Schedule D, Case i : 1953-54 * • 4»325 

Schedule D, Case i : 1954-55 . . 4,050 

Schedule A : 1953-54 .... 405 

Profits Tax; 1953 - > - • 2,000 
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Show the Taxation Account of the company for the year ended 
31st December, 1953. 

X>f. Taxation Cr . 


^953 


£ 

£ 

1953 

By Balance b/d — 

Sch. D Case x 

£ 

£ 

Jan. I 

To Cash : Sch. D Case z 

1952-53 ■ 

1,906 


Jan. 1 







1952-53 • 

4,421 



„ Tax Reserve Ccrti- 




^ 1953-54 • 

4,325 



ficates— > 

Sch. D. Case x 




Sch. A 1952-53 . 

405 

9.151 


2,500 



Profits Tax, 1952 . 


, 1952-53 . ^ . 

„ Interest on 1 ax Re> 

301 



Dec. 31 

,, Debenture Interest : 



serve Certificates 




Tax recouped 


450 


surrendered in 




„ Profit and Loss A/c — 




payment of Sch. 
D Case I 1952-53- 

15 



Profits Tax, 1953 . 
Sch. D Case i, 


2,000 




4,421 


1954-55 • 

4.050 



„ Cash: Sch. A 1 




Sch. A. 1953-54 • 

405 



1952-53 


405 


Tax on dividends 



? 

„ Cash; Profits Tax, 


301 


received . 

135 



1952 






Dec. 31 

„ Dividends received : 





4,590 


Tax deducted 


135 


Less recouped on 




„ Balance c/d— 

Sch. D Case 1 
1953-54 ■ 

4,325 


Debenture 

Interest 

450 

4,140 








^ 1954-55 - 

4,050 







Sch. A 1953-54 • 

405 







Profits Tax, 1953 

2,000 

10,780 








£16,042 




£16,042 





1954 
Jan. 1 

By Balance b/d 


10,780 


Notes, (i) Since dividends paid and payable are brought into the books 
net, there will be no reference to them in the Tax Account. 

{2) There will be a separate Tax Reserve Certificates Account, which will 
be credited with £2,^00 in respect of the certificates surrendered. The Interest 
Account will be closed off to Profit and Loss Account. 

ACQUISITION OF PROPERTY 

Inasmuch as it entails adjustment of income tax, the question of 
the acquisition of property is dealt with in this chapter. 

Upon making an agreement to acquire Land or Buildings it is 
customary for the purchaser to pay at once 10 per cent of the pur- 
chase price, thus enabling him to become entitled to require the 
formal transfer, i.e, conveyance of the property in question, but 
there is no ownership till date of completion, so that no entry as to 
purchase should be made until completion (except that relating to 
the deposit paid). If the purchaser fails to implement his bargain 
he will forfeit the deposit. 

Upon the day being fixed for the conveyance (completion date) 
the purchaser will have the property transferred to him and pay 
the Vendor— usually in cash or by Banker's draft, the balance of 
the purchase money plus the apportioned prepayments less the 
apportioned accruals as at the date of conveyance. Any exceptional 
item will be dealt with according to circumstances, e.g« if the 
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property is let to a tenant, the accruing rent will be charged to the 
purchaser of the property, who will later recoup himself as he will 
receive rent for a full period. For instance, if property is purchased 
on the 25th November and the tenant pays a quarterly rent of £45, 
the purchaser will be charged by the vendor with rent for two 
months, viz. 3^30, but will receive the full quarter's rent to 25th 
December, viz. £45, thus receiving on balance £15, which is the 
amount due to him in respect of his ownership from 25th November 
to the 25th December. 

The principle involved is that the purchaser as new owner 
assumes the burdens connected therewith, together with the benefits, 
so that he must, as between himself and the vendor, pay for the 
benefits, e.g. Fire Insurance prepaid; and obtain credit for the 
lia^bilities he is assuming, e.g. unpaid income tax. 

Exceptionally, arrangements are made for the vendor to pay 
the liabilities as at the date of completion, the purchaser being 
liable only for those arising since such date. Frequently in- 
terest is allowed to the purchaser on the deposit from the date 
of payment. 

The completion is accompanied by an Apportionment Account 
drawn up to the date of completion in account form or an Apportion- 
ment Statement drawn up in tabular form. 

The heading may be (i) Vendor in account with the Purchaser 
representing the entries that would appear in the books of the 
purchaser, or (2) Purchaser in account with the Vendor repre- 
senting the entries that would appear in the books of the vendor, 
viz. in (i) : 

Debit Vendor Credit Cash 

Debit Property Credit Vendor 

Debit Prepayments Credit Vendor 

Debit Vendor Credit Accrued or accruing liabilities 

The items in italics appear in the Apportionment Account, 

Illustration. Purchaser acquires property from Vendor at £1,500 
paying 10 per cent deposit, completion to be made on 31st Octo- 
ber, 1953. 

From the following information prepare Apportionment Account 
heading it “Purchaser in account with Vendor,’* and journalize the 
opening entries in the books of the purchaser. 

General Rates are ns. in £ on a rateable value of £100, the vendor 
having paid one-half on account. Water Rates are £6 per annum, 
the vendor having paid £3 on account. Chief Rent is £12 per 
annum, payable h^f yearly : 30th June and 31st December, paid by 
the vendor to 30th Jime, 1953. Net annual value for Income Tax is 
£80. Insurance is £2 per annum paid by Vendor to 30th April, 1954. 
The financial year of the Rating Authority ends at 31st March. 
Ignore Interest, Solicitor’s charges, and Transfer Duties, and 
c^culate in months. Take Income Tax at 9s. in the £. 
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Apportionment Account made up to date of Completion 
3 1ST October. 1953 

Dr. Purchaser in account with Vendor Cr. 


£ t. d. 

To PurehOM Money . 1.300 o o 

„ Insurance paid to 30th April. 

X954~^iji montha at per 
annnni ^ . 


• As the date ol pur- 
chase is one month cJter 
the end of the half-year, 
to which date the Vendor 
has paid the Rates, there 
is one month outstanding 
against him, i.e. x £s 5 

B ;f4 IIS. 8d. 


£ s. d. 

By Deposit .... 130 

.. General Rates owing irom ist 
April, 1953 to date at £S5 
per annum — 

^ven months . £32 x 8 
Less paid on 
account 37 10 o 

Water Rate owing from xst 
April, 1933 to date at £6 per 
annum — 

Seven months £3 xo o 
Less paid on 
account . 300 


Chief Rent owing from xst 
July, 1933 to date at £12 
per annum — 

Four months. £400 
Less Income 
Tax at 9s. 

in £ X x6 o 

Sch. A Income Tax, accruing 
from 6th April, 1953 to date 
at 9s. in £ — 

[Net Annual 
Value . £80] 

Seven months, 
i.e. ^Tj of . £36 o 0 
balance, due to Vendor 


a 4 


31 0 o 

i. 3 aa 14 4 


£i,30X o o 


£z, 30 i o 0 


The opening Journal entries of the purchaser, ignoring narratives, are — 


Journal 






£ 

S . 

d. 

£ 

5. 

d. 

Vendor . 


. Dr. 


150 

0 

0 




To Cash 






150 

0 

0 

Property 


. Dr. 


1,500 

0 

0 




Insurance 


. Dr 


I 

0 

0 




To General Rates 







4 

11 

8 

,, Water Rate , 








10 

0 

Chief Rent 







2 

4 

0 

Income Tax . 







21 

0 

0 

,, Vendor 







L472 

14 

4 

Vendor . 


. Dr. 


1,322 

14 

4 




To Cash . 






1,322 

14 

4 


^ In certain districts this is calculated from date of signing contract; in 
other districts from date of assignment of the policy. 

Strictly^ the ^sition relating to insurance on a sale of property mnst be 
consistent with Sect. 47 Law of Property Act. 1925. which provides that where 
after the date of the contract of sale moneys become due from an insurance 
company for damage to or destruction of the property, on completion, such 
money^ belongs to the purchaser, provided that there is the requisite consent 
of the insurers and that the purchaser pays his due proportion of the premium 
from the dale of ike contracl. The contract, however, may stipulate other 
arrangements 






IHCOME TAX IK RELATION TO ACCOUNTS 


547 


Uhistnlion. X purchased property for £1,000 on ist November, 

1953, subject to a chief rent of £24 paid to 30th June, 1953. The 
net annual value is £64. Show how the tax (9s. in the Q will be 
dealt with in X’s accounts made up to 30th April, 1954. 

Upon purchasing the property, X will require to be credited by 
the vendor with (to nearest month) 7 months' income tax from 
6th April, 1953, to ist November, 1953, because as occupier he 
will, on 1st January, 1954, be liable for the full year’s tax, so that 
he will himself b^ the tax for the twelve months to 5th April, 

1954, less tax for seven months debited to the vendor, i.e. five months 
in all, which is the period of occupation in 1953-54, viz. from ist 
November, 1953, to 5th April, 1954. The amount to be debited to 
the vendor is ^ X X £64 = £16 i6s. 

On 1st November, 1953, four months’ chief rent is accruing, viz. 
£z a month == £8, but as this is subject to a deduction of tax, it 
will be reduced to£4 8s., i.e. £& less tax at 9s. thereon. On 31st Decem- 
ber, 1953, X will pay the half year’s chief rent of £12, less tax of £5 8s. 
This means that he receives credit from the vendor of £4 8s. and 
pays £6 12s., i.e. he bears the net sum of £2 4s., which is for the 
period of his occupancy from ist November to 31st December at £2 
a month, viz. £4 less tax at 9s. in £. 

The accounts are shown on pages 548 and 549. 

As income tax will be debited to Drawings there will usually be 
no provision for tax accruing— in any case his liability for Case I, 
Schedule D, 1953-54 (if any), will normally be based upon the 
adjusted profit to 30th April, 1952. 

It must be recollected that the whole Schedule A tax is payable 
notwithstanding the burden of chief rent, so that when pa3dng the 
latter the owner is able to recoup himself for tax. In normal years, 
assuming tax at 9s., the owner will incur a liability oP— 

;^64 at 98. m £ . . . . . . . . « 28 i6 o 

but will recoup locome Tax at 9s. in the £ on Chief Rent ^{24 s jq 16 0 

leaving a final burden of at 9s ■» 71 o 0 

This corresponds with the result shown on page 549 which is £9, 
as the period in question is six months from date of purchase (ist 
November, 1953, to 30th April, 1954) i.e. half a norm^ year. 

^ If his income, after allowances, is liable at reduced rates, the Schedule A 
will be ;£40 at reduced rates plus £24 at full standard rate. 
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CHAPTER XXtl 
PARTNERSHIP ACCOUNTS 

Sectkm (A) General Principles and Dieiidon of Profits 

It is not within the scope of this work to attempt a oomidete 
analysis of Partnership Law, but to consider it only in so far as it 
r^tes to Accounting. Partnership Accounts call for a knowledge 
of law as laid down m the Partnership Act, 1890, wd in decided 
C^s, but the princi|des of accounting are basically similar to those 
ap^ying to a sole trader. 

The following legal points relating to partnership have a direct 
bearing^upon accounting and are of extreme importance — 

(i) The definition of Partnership as laid down in the Act is: 
'* Partnership is Oie relation which subsists between persons carry- 
ing on a business in common with a view of profit." ^ 

(2} No statutory books are required, nor is any creditor or other 
outside person entitled to inspect the partnership accounts, exc^t 
by the consent of the partners, nor are accounts required to be filed 
with any Government department, nor are any formal returns 
necessary, except— 

ia) a Limited Partnoship must be registered; 

{b) a firm name which does not consist of the true surnames of 
all the partners without any addition except the Christian names 
or the initials or recognized abbreviation, must be registered under 
the Registration of Business Names Act, igi6 ;* 

(c) returns required by and right of inspecticm of accounts given 
toofficialsof— 

fi| Customs and Excise in respect of Purchase Tax, 

(ii) the Inland Revenue under the system of P.A.Y.E. 

In jWtice accounts will have to be submitted to the Inland 
Revenue in support of the partners' Income Tax Returns. 

(3) The partners may make such arrangements as they w^ for 
the pto^se of regulati^ the rights, duties, and powers as between 
themserves. 

^4) The azrangem^ts may be formulated in a deed; or fo a 
wfcittan document signed by the partners; or even orally. In 
addition there may m an implied variation of the agiee* 

ment ascertainable by a course of dealing. „ 

It diould be noted that if any matter is not dealt with in the agrees 
ment* tlfo relevant piovisians of the ^utnersyp Act, x8go, will i|)iily. 
It is quite pouilde, though in most cases not advhaUe, for a part* 
to exist without any agreement (exc^ mmely that the 

I Noamrnaa tmtv (in me can ot haato tod anpsnaittad to 
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paxfkBimn»gietieAiowaAi»put3imiti^ 
the imnMogw of tfae AcQ. Vot&tioactf aa«gMM 9 A« 
of deaUng is fce^ueotly met withi 04. if the iwrtaetti# agpnfiMat 
provida that a paxtoer dmll 1» pennitted to oritlidAW 3^^ 
and with consent of the other partner he witibdraws fSM, the 
oririnal agreen^t to this extent u altered by a ootaae oTdeaiing. 

The aocoonting {novisioos of the Aet> ediaim mast he ^iplied la 
working all partnership problems, unl^ infannatian to um ooq- 
trary is given, are — 

S^. xp. The mutnal xi^ts and daties of partners, adiethm 
ascertained by agremnent or defined by this Act, may be varied by 
ihe C(Hisent of all partners, and such coosmit may be either expnas 
or inferred from a course of dealing. 

\ l^ect 24. The interests of the partners in the partnership 
property and their rights and duties in relation to the parteerddp 
shall be determined, subject to any agreemmt, express or impliei, 
between the partners, by the following rules — 

(1) All the partners axe entitled to share equally in the capital 
and profits of the business, and must contribute equally tosrards 
the losses, whether of capit^ or otherwise, sustained by w firm. ' 

(2) The firm must indemnify every partner in respect of pajnnents 
made and personal liabilities incunra by him — 

(а) In the ordinary and proper conduct of the business of the 

firm; or 

(б) In or about anything necessarily done for the preservation of 

the business or pioi^y of the firm. 

(3) A partner making, for the purpose of the partnersh^, any 
actual payment or advance beyond the amount of capital w^ch-M 
has agreed to subscribe, is entitled to interest at tlm rate of $ pee 
cent per armum from the date of the payment or advance. 

(4) A partner is not entitled, befcne tire ucertainm»t of peoifti, 

to interest on the capital sub^bed by him; even if interest on 
Capital is agreed npcni, it ceases on dissdution v. WeUe). 

(5) Every pe^er may take part in the mairagement of m 
paitn^rdiip bosincss. 

(6) No partner shall be oitrtled to rmrmneratian for acting in 
the partnoeship business. 

(7) No perscm may be introduced as a partner without tikO con* 

sent of ttll portiiets» ^ 

1 (8) AB dtfietenees ariang as to ordmaty matten c omia a t a d wifik 
me partiKniliiip buaness may be decided hp a inidaal|y oi'tha 
paxtnan, but no riiange may be made in the nature cC tiia paf^uii'; 
shto Imsiness without conscart of aB erdiriitig partnem^ 

^ ThaBwtnenb^bi^aaetobekeptattiiafdaoeQf lmv^^ 
of nuteetship (or tim iMinc^Ml idaoe. if them ia pOK ta 

and msy# whan he tidpka fit. hm* beepm 
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M ^ as the accounts are cimcemed, the most imi>ortant daises 
of the atove aie (i), (3), {4), and (6), and all students must obtain 
a thcnrot^h grasp of them. 

In Inference to (3), no interest (unless agreed upon) is changeable 
to a partner for loans or advances by the fijm to hnn. 

Sect. 42. This section deals with the right of a retiring part^ 
to recdve interest or share in the profits made after the dis^ution 
of the partnership. 

(x) Where any member of a firm has died or otherwise ceased to 
be a partneTi and the surviving or continuing partners carry on the 
business of the firm with its capital or assets without any final 
settlement of accoimts as between the firm and the outgoing partner 
or his estate, then, in the absence of any agreement to the contr^, 
the outgoing partner or his estate is entitled at the option of him- 
self or his representatives to such share of the profits made since 
the dissolution as the Court may find to be attributable to the use 
of bis share of the partnership assets, or to interest at the rate 
of 5 per cent per annum on the amoimt of his share of the partner- 
ship ASSETS. 

(2) Provided that where, by the partnership contract, an option 
is ^ven to surviving or continuing partners to purchase the interest 
of a deceased or outgoing partner, and the option is duly exercised, 
the estate of the deceased partner, or outgoing partner or his estate, 
as the case may be, is not entitled to any further or other share of 
profits ; but, if any partner assuming to act in exercise of the option 
does not in all material resp>ects comply with the terms thereof, he 
is liable to accoimt under the foregoing provisions of this section. 

Where an account of the profits is ordered, the Court may make 
an allowwce to the continuing partner for carrying on the business. 

Even if the partnership agreement provides that the share of an 
outgoing partner should be ascertained by reference to the next 
annual account, the assets of the firm, in the absence of evidence 
or any uniform usage to the contrary, must be taken at their fair 
value at the date of the account, and not at the value appearing in 
the books (Cruik^iank v. Sutherland), This includes the asset good- 
will, wd may involve a complete rei^uation (up or down) of assets 
and liabilittes. In other word^. the book values of assets and lia- 
bilities ipinored, and their fair values substituted. This does not 
necessarily involve permanent alterations of values in the books, as 
will be shown later; but the revised figures form the basis of com- 
puting the share of the outgoing partner* 

Sect. 43. the amount 

due from surviving or con^uing partners to an outgoing partner, 
car the representatives of a deceased partner in respect of the out- 
fdwt decoftsed partn<n:*s share, is a debt accruing at the date 
,< w disSGliitidti or death. llius« the liability of the surviving ot 
cMitinuii^ partnssB will depend on the partnership agreementri^ 
otherwise the amount doe to the retiring partnor is a debt 
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at the date of dissolution (or death)^ and such is the relevaiif^te 
for the purpose of the limitation Act, 1959. 

Sect. 44 of the Act deals with the rvSes for the distiibiition of 
the assets on (iSssolution, both when there is a suipliis and when 
there is a deficiency. 

(а) Losses, including losses and deficiencies of capita], shall be 
paid first out of profits, next out of capital, and lastly, if neces- 
sary, by the partners individually in the proportion in which they 
were entitled to share profits — 

(б) The assets of the firm including the sums, if any, contributed 
by the partners to make up losses or deficiencies of capital, shall be 
ap|>lied in the following manner and order — 

(i) In paying the debts and liabilities of the firm to persons 
\vfho are not partners therein. 

(ii) In paying to each partner rateably what is due from the firm 
to him for advances as distingukhed from capital. 

(iii) In paying to each partner rateably what is due from the 
firm to him in respect of capital. 

(iv) The ultimate residue, if any, shall be divided among the 
paitners in the proportion in which profits are divisible. 

It should be observed that an advance by the firm to the partner 
is a debt which the latter must either discharge in cash, or which 
(if no question of deficiency of assets arises) may be set ofi against 
the capital and profits due to such partner. In a dissolution, costs 
of dissolution must be met before moneys are available for 
partners. 

Although the partnership agreement may provide an alternative 
method of distribution between the partners themselves, it cannot 
take away the rights of third parties to be paid in due priority. 

Where, after a dissolution one of the partners has, after the final 
realization of assets and part settlement of liabilities, a deficiency of 
capital which he is unable wholly to make good, such deficiency is a 
loss which must be borne by the partners as laid down in Gamer v. 
Murray, a decision which has received much adverse criticism. It 
was laid down in this case that such loss must be borne by the solv^it 
partners, not as they share ordinary profits and losses, but in wo- 
portion to their last agreed capitals. The interpretation of 
agreed capitals*' often causes difficulty. The matter is dealt with 
in detail in Section H. (pp. 708 ri seqi) 

. The Limited Partnash^ Act, 1907. Th^ are no m 

tSis Act rating to the actual book entries, the most important 
point hemgf for the puipose of this book, the definitum of a 
lim it ed partner. 

This defined by Sect. 4 of the limited I'Jartneiid^.Ad, 
X907, as—, 

A Ihmted .paxtnei^p. ebefl aot;^pii^. in tbe nue )q{. A 
di^caixyiqg<m Uie badness of bankkig. of moietban ten 
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and m the cue of any other pattoetti^, of more tl»h ti^tv 
famoof, and mast consist of mte or mme pusoos eaffied Moend 
partoero, isho riiaft he liable for all debte and ohUgatietU'Of the 
Ito, and <»e m more persc^ to be called limited partoera, who 
ww at the time of entering into such pertnerriifo ooeit r i b ute 
thmoto a snm or snms u capital or prope^ valuea at a 
hmc^, and who shall not he liable for the debts oT of 

the ntm be}rond the amount so contributed. 

Sect. 4 ( 3 ) A linated partner shall not during the contimance of 

me partnership, either directly or indirectly, draw out or receive 
back any part of his contribution, and if he does so draw out or 
r^ve back any such part, shall be liable for the debts and 
ou^ations of the firm up to the amount so drawn out or received 

DdCiC* 

(4) A body corporate may be a limited partner. 


partnership and a 

In^ partaerslup should be learnt from a legal textbrok. and 
particular attention should be paid to the foUov^ matters— 

(i) Registration of the limited partnership (no limited partner- 
ship exists UNTIL REGiSTRAnON). *' V « l««ner 

R^Siatration of the changes in personnel. 
r\ lunacy or death of limited partner. 

V { S?®®* assignment by limited partner. 

(V) ^ht of inspection of books by limited partner. 

in participate 

SammariMd. the chief legal points appropriate to 
partnership accountuig may be stated thus 

entitled to share profits equally, and most like- 

>f«pective of the amount of their leroec- 
tiw Capital Accounts, unless otherwise agreed. 

^SVPartnOT Who ad^ money (or other assets) beyond 
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' (M) Provisioa for the arising thnmgh absence on acbonnt 

09 tB4Kattli or other jnstifiabte canse. 

{it) Frovirion ior the positi(Hi arising on the sale of the business 
to a limited ‘c<Hti|)any. 

(22) The settlement of disputes, e.g. arbitration. 


Partnership Accounts 


Upon commencement of the study of partnership accounts a 
studmt usually approaches it imder the impression that a depar- 
ture from the ordmary principles of book-keeping is entailed. Such 
u not the case ; for, lowing for different circumstances that must 
necessarily arise in partnership accounts as compared with sole 
traders* accounts, a student will follow in the ordinary way the 
elementary principles he has already acquired, e.g. the closing of 
the Profit and Loss Account involves a debit to that account and 
a cmht to Capital. As, however, there will be more than one 
participant in the profits and more than one Capital Account, it is 
necessary to Imow in what ratio the profits are shared, so that earh 
partner's Capital Account may be credited with the appropriate 
share. 

In order that the partners may know what is the amount of 
their respective interest in the firm, it is clearly of the greatest 
importance that a ju'oper sjrstem of accotmting should be in 
force. 

It wll be apparent that most of the problems peculiar to part- 
nership accounts have some connection with the ascertainment of 
Uie amotmt of each partner’s share in the profits and in the assets, 
both durag the continuance of the partnership and upon death or 
dissolution. As the student proceed in his study he will realize 
that m<»t of the problems have some relation to these points. In 
the elucidation of such problems— some of which are rather involved 
in their detail 'there will be involved the application of partnership 
laWs the principles of ordinary arithmetic, and the practice of 
business men. 

Tte following decided cases which have a bearing on the accounts 
should be noted— 


(i) Per^s who share net profits and losses axe prima fade 
partners (Walker v. Hirsch). 

{^) AHhough interest on Capitals has been agreed upon, it ceases 
on dissolution (Waimy v. Wm). _ 

( 3 ) Unless the Partnership agreement forbids, a partner may 
owiy m a non^^mpeting business so long as he does not represent 
^ to be that of the finn. notwithstandn^ that the Imowl^m be 
posaesses as a partner may, and his connection with the finn wfil, 
benf mateiw use in his other business {Aa$ v. Bmkdm). Fiirt^ 
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(4) An assignee of a partner’s share in a partnershi|i iHU be 
bound by any bona fide agreement between the partners and would 
not be able to object to the remaining partners takmg a salaiy <m 
account of the extra work falling upon them. {Garwood v. PoynUr.) 

(5) Goodwill, although omitted from a Balancse Sheet, must 
be taken into account on dissolution and every partner is en« 
titled to have it sold for the benefit of all the partners. (Turner 
V. Major,) 

(6) The omission of Goodwill from the books is not to be regarded 
as a course of dealing” so as to ^event its being dealt with as a 
partnership asset for the common benefit of all the partners. 
(farrow v. Barrow,) If, however, the Partnership Articles provide 
that the last annual account shall be the final account on dissolution, 
this will bind, in the absence of fraud, all the partners. {Stewart 
V. Gladstone,) 

(7) Where, under Section 42, the option to take profits is exer- 
cised, the Court will usually grant reasonable remuneration to the 
continuing partners {Brown v, de Tastet), unless they themselves are 
the personal representatives of the deceased partner. {Stocken v. 
Dawson.) 

(8) Where a partner’s estate is entitled to Goodwill on death but 
a partner is not so entitled on terminating the partnership by notice^ 
and death occurs after notice has been given but before it reaches 
the firm, the dissolution is deemed to arise by death and not by 
notice, so that goodwill is payable. {McLeod v. Dowling,) 

Partners’ Accounts 

The normal “proprietorship” accounts in a partnership will be 
(a) Capital, (6) Current, (c) Drawings accounts for each partner; 
whilst in addition, circumstances may call for {d) Interest accounts, 
and {e) I-^an accounts for one or more partners. 

Each account will be dealt with separately. 

{a) Capital Account. The amounts contributed by eacn part* 
ner whether in cash or in other assets, will be credited to his Capital 
Account, and unless partners agree otherwise, this account remains 
intact during the continuance of the partnersliip, as the presomp* 
tion in partnership law is that the Capital Account of each paitn^ 
is fixed, thus involving the burden on each partner to restore his 
capital to its original level where his drawings exCl^ his share of 
profits, or yrhoee losses occur or losses are accompany^ by drawj^s, 
|rhis restoration is rarely made, as a separate account — described 
as a Current Account — ^is opened in respect of each partner to 
record the position of each partner vi$*d-vi$ the firm otherwise than 
in relation to his capital. Yet» if partners are agreed, ^profits, losses 
and drawings may be entered in the Capital A^s^tmU without 
the utilizatim of the Current Accounts. It is, bowml, Important 
to remember that if a partner makes an i^lvance 10 the firm, 
whether by way of numey or otherwise, the antount should be 
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The above illustration assumes that partners are entitled to 
interest at 5 per cent per annum on their capitals as at the begin-^ 
nmg of the year, and are charged at the same rate of interest on 
drawings from the date of the withdrawal to the end of the account- 
ing penod. If the items are numerous, interest will be computed 
by means of an additional column on the lines of an account current. 

In the following year, interest on capital will be calculated on the 
‘^merged” balance £2,135. 

(ft) Cunent Account. In order to preserve the original capital 
in^ti subject to furth^ agreed contributions and special with- 
drawals of capital, a separate account may be emplo^d. This is 
termed a Current Account, and will contain on the debit side draw- 
ings and interest on drawings (if any), and on the credit side interest 
on capital (if any), and the two items below — 

Opening and closing balance which may be debit or credit. 

(2) Transfers from Prwt and Loss Accoimt which will be (a) 
debit for loss, and (ft) credit for profit. 

Interest may also be debited or credited on the balance of the 
Cnrreat Account itself. 

OkuMtkm* Using the same facts as shown in the preceding 
illustratioii, the position of A. Johnson, assuming £500 appears as 
the balance of his Current Account, will be tecor^d as foUows — 

X>r. A. JoBNsoK Capital O, 
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The combined balances are 3^2, 135, as in the preceding illnstra- 
tion* 'Hiis must be so because the interest allowed is upon the 
Capital (£1*500) and the Current Account (£500)* It must ^ noted 
tbit there would be no interest on either account unless the partners 
so Agreed* 

(c) Drawings Account. This account will be almost self-explana- 
tory inasmud as partners may regularly withdraw sums from 
the business, and as a result, the Current Account would become 
congested with a large number of entries. By opening a Drawings 
Account (with an interest calculation column if necessary) all the 
detailed withdrawals may be recorded in this account, the total 
thereof being transferred to the debit of the Current Account in the 
one sum at the end of the accounting period; whilst the interest 
thereon (if any) will be debited (i) to Current Account and credited 
to Profit and Loss Account, or (2) to Drawings Account and trans- 
ferred in one figure with the drawings to the debit of the Current 
Account, or (3) debited to the partner's Interest Account. 

(d) Interest Account Where it is desired to have separately 
recorded the interest charged and credited to each pai^r an 
Interest Account is opened in the name of each partner. The entries 
for interest due to the partner are : debit Profit and Loss Account, 
and credit the partner's Interest Account; whilst the opposite 
entries are made for interest due by the partner. The balance of 
the account will be transferred to the partner's Current Accounts 

Again, the student is reminded that there is no inierest to or 
against a partner except (1) in respect of advances by a partner, 
or (2) by AGREEHEKT. 

Hmstimtiim. In refeienoe to the {necedii^ exaii4>Ie* Johnson's 
accounts will, utilizing Interest and Drawings Acosunts, 0,ppw 
thus--^ 

Dr. A. JoawsoK Cawtal Cr, 
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It should be remembered that the interest column in the Draw* 
ings Account is purely for calculation purposes, and the double entry 
must be completed by crediting Profit and Loss Account direct, m 
by crediting Interest on Drawings Account, and subsequently 
transferring the balance of this account to the credit of Profit and 
Loss Account. 

(«) Loan Account This account calls for no special comment, 
exc^t that the interest thereon is treated usually like interest 
on capital and on drawings by the approjuiate entries into the 
Cuirmt Account or Interest Account of tm partner making the 
advance. “■ 

Wlttkkaml of Goods,^ It should be noted that where a partner 
iritlulraws goods, his Current Account or Capital Account, as 
may be, will be delated and Purchases Account crowed, S3 
‘ lusual to permit the withdrawal at cost {nice. 

mattos require treatment at this stage, vis. («) Part* 
j> Tf, and (Q Dtterest on Ceq^itlfU. 
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(«) PtftiMsn* Salules. (^rcuiaistanoes fteqnentfy ariae m piiFiiMr* 
ship affam aeoesntatii^ the allowance to a partner of an extra 
share in the profits of the firm because of extrawdinary drcnm- 
stances, e.g. absence of another partner. Hiis is often effected by 
giving the partno’ i^xm wlxnn the additional burden has fallen a 
saJary. This may be dealt with in any of the following ways — 

(1) If the salary b pidd in cash ^ double entry is similar to 
that for any salary, i.e. debit partner's Salary Account and credit 
cash, the mdance on the former account being transferred to the 
Profit and Loss Apixopriation Account at the end of the year. 

(2) Where the partner withdraws amounts at irregular intervals, 
ithe total salary should be debited to Profit and Loss Api^opriation 
i^coimt and credited to the partner’s Salary Account, and on 
withdrawal of the whole or part, the partner’s Salary Account 
should be debited and cash credited. 

In the latter instance, interest may or may not be allowed on the 
balance standing to the credit of partners’ Salary Accounts. Any 
balance standing on a partner's Salary Account at the end of the 
year should be transferred to either his Current or his Drawings 
Account. 

(h) Interest on Capital. Save by certain statutes and certain ex- 
ceptional roles of equity, a debt does not cany interest, so that in 
partnership no partner is entitled to, nor is prima facie bound to be 
charged with, interest unless there is an advance % the partner, car 
an agreement permitting interest. But in order to give a partner a 
"return” for 1^ investment an agreement is usually made to allow 
interest on capital, the justice of which is apparent if the capital 
contributions are highly disproportionate, e.g. where there are two 
partners, one of whom contributes capital to the extent of (,10,000, 
and another of only £500. This adjustment is, however, an appro- 
priation of i»ofits — it rqiresents such share of the profits as is 
attributable to the use of capital, and, in fact, forms a special 
divifflon of pr(^ts. Thus, even assuming profits and losses are 
shared equally, if capitals are unequal and interest on capital is 
provided tor, the partners in reality do not share all the profits 
and losses equally because the first "share” thereof depends on 
capitals and most be divided in capital ratios, and only tlw mfidm 
can properly be conadered available fen: (hvision in ^ual shores: 
the smaUer this readue, the more does the true profit-i^aring ratio 
depart from an equal-sharing basis. 

XBttstriition. A and B are partners with cai^tals oi (Sjooo and 
£600 respectively. The partnership agreement provides lor per 
cent mtesest em capital, and for the balance of proifihi to be abated 
eqodly. The tradi^ {^ts are for the year. 

^mw the distribtttioR of profits as betwem the paitners, boffi ra' 
the or^oa^ fonn cd i^»ont to be headed Profit aid Lqn Appro- 
pciatioa Aooomit. and in statraaent form. 
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Dr Pnom and Loss ArntopRixTioN Accoitht Cr. 



Where there are not sufficient jn'ofits to cover interest on capital, 
the general opinion is that in the absence of a clear agreement to the 
contrary, the partners are entitled oidy to such interest as will just 
absorb the profits. Otherwise, provision for the full interest would 
involve the firm in a loss. 

lOustratioa. A and B are partners with capitals of £3,000 and 
£x,ooo. Th^ agree to allow interest on capital at the rate of 5 per 
cent per annum, and to share profits and losses equally. The pnmts 
for the year before charging their interest are £160. Show the Profit 
and Loss Appropriation Account. 


Dr. PaonT and Loss Appropriation Account Cr 
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£1,000. M* Antony iff ontitlod to be fiii « {Notiuwdiif 
J^oo per amtnu; J. CMeer. in additiM to the above, inade a 
to the firm of £2,000 {before let Jannaiy, 19. .) on vdudi 
is to be aUotrra at 5 per cent per annnm. Profits for the w 
jxet l>eoeaiber, 19. ., were £3.000, a/tw dtarging np salazy. ml 
on loans and interest on idiawings. Intoest at 10 per cent 
annum is to be charged on drawings, wfaidi woe as follows — 
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Sept. 30 
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J Caesar 

M. Antony 
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60 
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360 


Show the partners' Capital Accounts, Loan Accounts, Current 
Accounts, and Drawings Accounts. 
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(See also following pages.) 

The average due date method of computing interest might be 
employed—' 

J. Caesar Interest on Drawings 
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Profit and Loss Appropriation Account 


Cr. 
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Notes. 1 . There is no interest allowed on Capitals. 

a. If M. Antony’s salary was to be credited to him instead of being paid 
throughout the year, his Current Account would have been credited with 
£%oo and debited as he made drawings against it. 

3, Interest on Drawings will be credited to a s^iarate Interest Account, 
and ^ence transferred to Profit and Loss Appropriation Account as on the 
neirt page. 
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Illustration. A, B, and C are partners with capitals at ist July, 
1952, of £5,000, £4,000, and £1,000 respectively. 

The partnership agreement provides — 

{a) C shall be credited with a management salary of £500. 

(6) After providing for (a), extra remuneration as provided in this 
paragraph (6), and 5 per cent interest on capital, C shall be 
entitled to 10 per cent of all the profits in excess of £2,000 per 
annum. 

(c) B is to have one-third of the profits, after charging all provi- 
sions in (a), (&), and (c). 

(d) The balance to be divided between A and C in the ratio of 
4 : I- 

The profits for the year to 30th June, 1953 (before making any 
provision for the above) were £4,320. 

Profit and Loss Appropriation Account 

Dr. for the Year ended 30TH June, 1953 Cr. 
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^ The balance of ^3,320 is struck to make the subsequent division clear. 

Computations — 

(i) C obtains ^ of {£$,^20 - £2,000) (ii) B obtains J of £3,200 

B is entitled to one-third of the profits alter charging his remuneration and 
his one-third, i.e. i x [£3.320 - £120 - £800]. 

Intenst as Proportion of Profits. It will be a question of cons^c* 
tion of the partnership agreement as to the precise ngnificance of 
such an agreement, e.g. as to whether the interest is or is not to 
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be treated as a charge ; if, for instance, A is to have one^fifth of 
the profits (as interest), whether he is to receive (or be credited 
with) one^fifth or one-sixth, the former being treated as an appropria- 
tion of the profits and the latter as a charge. 

Agreements may vary considerably in detail ; a frequent method 
being to allow interest on capital at a flat rate in the ordinary way, 
but to treat advances on a “profit" basis, the proportion of the 
advances to the total capital of, and advances to, the firm being the 
basis of the calculations, consideration being given to the date of 
the advance. The loan or advance will be converted, if necessary, 
to an annual basis, and a simple proportion calculation made, e.g, 
if the advance of £1,000 is made half way through the financial year 
it is equivalent to £500 for the year, and further supposing that the 
combined capitals of the firm are £3,500, then the “interest" on the 
advance, if deemed to be an appropriation of profits, will be 

500 _5oo ^ profits, or if the interest on advance is to be 

3.500 500 4,000 ^ 

deemed a charge* X profits; in other words, one-eighth or 

one-ninth of the profits as the case may be. Again, each alternative 
may be based upon the profits either before or after interest on 
CAPITAL. 


Illustration. A and B are partners sharing profits equally. 
Their capitals, upon which interest at 5 per cent per annum is 
pa^||te, are £3,000 and £2,000 respectively. Any advance over 
andHPbve capital made by a partner is to be remunerated on a 
profit basis, in the proportion that the advances bear to the total 
capital and advances. 

During the year, A advanced £200 on 31st March and £1,000 on 
30th September ; B advanced £1,200 on 30th June. 

T^e profits for the year ended 31st December, 19. ., before charg- 
ing interest on capital, were £750. The ''advance" remuneration is to 
be taken as an appropriation of profits (after charging interest on 
capitals). Show Profit and Loss Appropriation Account. 
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In thkpartjcolar illustration the calculation can be done mental^, 
e.g. in the case of A— i 

(x) ;^2oo for 9 months . 150 por annum 

(i) .^i. 000 fmr 3 months'. . . 250 ,, Total ^(400 

Profit and Loss Appropriation Account 
Dr. FOR THE Year ended 31ST December. 19.. Gr. 


To iDtoTMt on Cnpl- 
tal— 

A 

B 

Pn^ti^ attribu-l 
Uble to 
AdvancM— 
A-A X £300 

^ B-* X £5 oo| 

Salanoe— 

S=t: 


If the proportion were based upon profits after charging up both 
interest on capital and profits on advances, the calculations would 
be as follows— 

Let a » A's commission 

h « B’s commission 

then « = A (50^^ “ b) and b ^ ^ (500 - a) 

i6a =» 500 - b 
tib « 500 - a 
. a a* 

— ;^28 IIS, 5 d. 

and 6 » ,^42 17s. id. 

Alternatively, as A and B jointly are entitled to one-sixth*. 
“Advance" profits after charging them to Profit and Loss Account, 
the equivalent sum is one-seventh of £500 (divided between them in 
the ratio 2 : 3), viz. £71 8s. fid. 

There is no need to make a separate calculation for B, for inasmuch 
as he receives one-tenth of the net divisible profits as against A's one* 
fifteenth, he must receive half as much again as A ; and if A receive 
£28 IIS. 5 d., then B must receive £28 iis. 5d. plus 50 per cent of 
£28 izs. 5d., i.e. £42 175. id. 

* If the pioportioii were based upon profits before charging Interest, the 

figures would ^ 

A: A X /7JO 50 

B: A X l7io 75 

Total ^125 

DivUlde profit! woold ba ;I375 (i.a. ;l500 - /125). 

*A + A 
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The Profit and Loss Appropriation Account will now be — 


XV. Profit and Loss Appropriation Account Cr. 
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Examination Problem. A and B were in partnership sharing 
profits equally after crediting interest at 5 per cent per annum 
on their capitals. No interest was to be charged or allowed on 
Current Account balances. 

On 31st December, 1949, their capitals in the business were 
£6,000 and £3,000 respectively. On the same date B owed A £300 
being the b^ance of an amount which B had agreed to pay A for 
an interest in the goodwill of the business. This debt carried no 
interest, and was to be discharged out of any surplus arising on 
B*s Current Account at the end of each year, but was to be kept in 
the business as additional capital of A. 

Balance Sheets had not been prepared regularly, and the part- 
ners had not been credited with interest or their share of profits, 
but investigation disclosed that A had drawn £500 per annum 
on account of profits and B £400 per annum, and that the 
surplus of assets over liabilities, as shown by the books, was 
as follows — 


3i8t December, 1950 . £9,250 

1951 . ^9.450 

1952 . £9.700 

1953 . £10,100 


You are required to show the relative positions of the partners on 
31st Decemb^, 1953 * { Institute of Chartered Accountants Inter) 

* It will be observed that these figures are respectively Ath and y\yth pf 

the final total divisible profits. Similar calcnlatioiis would be made on 
, if the ** profits ** on advances were to be after char^g such ** profits,** 
but BEFORE charging interest on Capital. 
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c/d 

5. 
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To Drawings . 

Surplus, Transferred to 
A’s Capital Account . 
Balance 

To Drawings * 

„ Surplus. Transferred to 
A's Capital Account . 
.. Balance 

To Drawings . 

„ Surplus, Transferred to 
A’s Capital Account , 
„ Balance 

To Drawings . 

„ Surplus, Transferred to 
A’s Capital Account . 
„ Balances . 


O M « 

JC? 

On On On ON 

W M 


5fi9 



Profit and Loss Appropriation Accounts 
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It is necess^ to compate each year's profit so as to ascatain 
what amount is available for transfer from B's Current Account to 
A's Capital Account. Obviously, as no interest is allowed on Cur- 
rent Accounts, no question of interest thereon arises, whilst B's 
capital remains unchanged, so that the only alteration in interest 
arises on A's increased capital. 

Statement of Partners’ Positions as at 31ST December, 1953 


Profits — £ 

Closing Net Assets .... 10,100 
Less Opening Net Assets . . 9.000 


Increase of Net Assets . i.ioo 

Add Drawings, ^^900 x 4 . . 3,600 


Total Profits .... £4,700 


Division 

Total 

A 

B 


£ 

s. 

d. 

£ 

s. 

d. 

£ 

s. 

d. 

Current Accounts — 










Interest on Capital 

1,800 

0 

0 

1,200 

0 

0 

600 

0 

0 

Interest increase for A 

1 27 

0 

8 

27 

0 

8 




Divisible Profits .... 

2,872 

19 

4 

1.436 

9 

8 

1.436 

9 

8 

[See below] 

* 4.700 

0 

0 

2,663 

10 

4 

2,036 

9 

8 

Less Drawings .... 

3.600 

0 

0 

2,000 

0 

0 

1,600 

0 

0 

Increase of Net Assets . 

1,100 

0 

0 

663 

10 

4 

436 

9 

8 

Transfer re Goodwill 

“300 

0 

0 




“300 

0 

0 


£800 

0 

0 

£663 

1 

10 

4 

£136 

9 

8 

Capital Accounts — 

9,000 

0 

0 

6,000 

0 

0 

3.000 

0 

0 


*+ 300 

0 

0 

■-h 300 

0 

0 





£9.300 

0 

0 

^6,300 

0 

0 

£3.000 

0 

0 









■ML 

1"" 


Interest on Capital 

Divisible Profits (before adjustment) 

A^ustment .... 

[See above] 

£ 

1,800 

2,goo 

s. 

0 

0 

d. 

0 

0 

£ 

1,200 

1.450 

s. 

0 

0 

d, 

0 

0 

£ 

600 

1.450 

$. 

0 

0 

d, 

0 

0 

4.700 

0 

0 

2,650 

+ 13 

0 

10 

0 

4 

2,050 

- 13 

0 

10 

0 

4 

£4.700 

0 

0 

^2,663 

10 

4 

^2.036 

9 

8 


^ As there is an increase of £27 os. 8d. to A, the divi^fale profits are reduced 
by the same figure. A will suffer half of such reduced profits, hence there 
is a net gain to A of /13 los. 4d., so that the above might have been shown 
as in the summary at the top of the next page. 

■ See footnote on next page. 
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Summary 


Total A B 



i 


d. 

i 

s. 

d. 

i 

5 . 

d. 

Current Accounts 

800 

0 

0 

663 

10 

4 

136 

9 

8 

Capital Accounts 

9,3^0 

0 

0 

6,300 

0 

0 

3,000 

0 

0 

1 

10.100 

0 

0 

;t 6,963 

10 

4 

;i 3 .i 36 

9 

8 









Illustration. A, B, and C are in partnership, the Head Office 
being in London, with branches at Bristol and Cardiff, managed by 
A, B, and C respectively. 

B is entitled to a salary of £500 per annum and to 25 per cent of 
the net profit of his Branch after charging (i) such salary and (ii) 
interest at 10 per cent per annum on the average net assets, excluding 
Cash, of the Branch. Similar arrangements exist for C in respect 
of his share of the Cardiff Branch profit. 

No interest is to be charged on drawings, but allowed on Capitals 
at 5 per cent per annum. 

The balance of profits is divisible as to one-half to A, three-tenths 
to B, and one-fifth to C. 


The balances in the books at 31st December, 19. . are — 



Dr. 

Cr. 

Drawings and Capitals — 

L 

1 

A 

2,000 

10,000 

B 

1,700 

10,000 

8.000 

C 

1,200 

Assets (except Cash) and Liabilities — 

London 

14,300 

2,200 

Bristol ..... 

9,200 

2,100 

Cardiff 

6.500 

1,800 

Cash 

5,210 

Profits for year ended 31st December. 19. . 

(before 


foregoing adjustments) — 

London 


3.100 

Bristol 


1,800 

Cardiff 


1,110 


;£ 40 ,iio 

;i40,110 


■ It will be seen that there are the following transfers from B's Current 
Account to A's Capital Account. [See page 570.] 


£ s. d. 

XSSO xoo o o 

1951 72 10 o 

295a 95 13 9 

1953 31 16 3 

iCsoo o o 


This will increase the interest on capital to A — 

i <• 

S95i— 5% on £100 500 

i95a-5% on£i 7 a loi 8 14 6 

1953—5% on SA 9 <i- . 13 8 a 


£97 o 8 
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The net assets (as compared with the beginning of the year) have 
increased by £600 and £400 at Bristol and Cardiff respectively. 

Prepare Statement to show the division of the profits of £6,010 
(items above). Take to nearest £. 

A. B. AND C 


Statsmsnt of division of Profits for the Year ended 
31ST December. 19.. 



A 

B 

C 

Total 

Salaries 

Interest on Capitate 

Branches* Remuneration — 
Bristol 

Cardiff 

£ 

500 

£ 

500 

500 

£ 

500 

400 

£ 

1,000 

1,400 

£ 

PrcAt . . x,8oo 

Less Salary . 500 

£ 

1,110 

500 





1,300 

Less 10% on 

Average Net 

Assets 680 

6x0 

4 J 0 





25% £6ao* 2i% £160 


155 

40 

195 

Balance of Profits^- 
Brtetol f£i,8oo - £500 - £155] 
Caxtliff Si,xxo-£50o-£4o] 
London .... 

£ 

• 1.145 

570 
. 3,xoo 





Less Interest on Capitals. 

4 , 8 x 5 

x,400 






£3,415 

(f) 1,708 

ii\) 1,024 

(i) 683 

3 , 4 X 5 



£2,208 

£*,179 

£ 1 , 8*3 

£6,0X0 






* 


^ See Note iii on page 574. 


The Balance Sheet is not called for, but is given below to show 
completion — 


Balance Sheet (summarized) at 31ST December. 19. . 


Liabilities 

Capitate: 

At xst Janu- 

Pi^ts, etc. . 



10,000 xo,ooo 8,000 
a.ao8 3,179 


la.aoS Z3.X79 

Drawings 2,000 1,700 x.aoo 

£xo,ao8£xo.479 £8,433 


HRHi 


£ 

6,100 

Sundry Assets 

30.000 


Cash 

3,2X0 

39,110 







Notes, (i) As the profits are all brought into the Head Office books, the 
division be made according to the amounts attributable to each partner 
as per statement. 

(ti) No actual debit will be made to the Branch in respect of the 10 per 
cent interest chargeable, as this is necessary merely for the calculation of 
the percentage due to B and C in r^pwt of their Branch profits. If it were, 
it would merely decrease the remaining Branch profits and increase the 
residue of the profits, so cancelling out era other. 
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(ill) The average net assets of Branches 

Bristol 

£ 

Closing {£9*200 - ;£2.ioo] . 7,100 {£6, $00 

Opening ^ 6,500 

2)13,600 2)9,000 

;f6,8oo £±*5^ 

The opening net assets must have been £600 and £^00 respectively Uss 
than the closing net assets. 

Adjustments Necessitated by Omission of Interest 
ON Capital or Shares, or by Alteration of Profit 
Sharing Ratios in One Year, or in Several Back 

Years 

Omission of Interest on Capital, (i) Where Capital Accounts are 
Fixed, Where by the partnership agreement partners are entitled to 
interest on capital and, owing to error, it has not been entered in 
the books, the necessary entries will be made if the discovery is 
"in time," that is before the Profit and Loss Account has been 
closed by the transfer of profit or loss to the partners* Capital or 
Current Accounts, Where, however, the books at the time of the 
discovery of the omission have been closed off, it is the practice to 
compute the difference between the amounts already credited in 
the books, and the amounts that would have been credited if the 
requisite transfer for interest on capital had been made, and adjust 
such difference by means of a Journal entry. 

The partnership agreement mjl ordinarily determine whether the 
interest on capitj^ is to be made upon the fixed capitals, or upon 
the capitals as merged from year to year ; but in either case the 
capital upon which the interest is to be computed is almost invari- 
ably that at the commencement of the period. In addition, where 
the profits no more than approximately cover interest on capital, 
the question arises as to whether interest on capital is to be charged 
regardless of the fact that it may convert the profit (computed 
without charging interest on capitd) into a loss. 

It will readily be imderstood that more than one year may call 
for adjustment, in which case there is superimposed a possible fur- 
ther point, viz. that there may have been alterations in the con- 
stitution of the partnership both as to personnel and as to 
profit proportions. 

Although the facts may create difficulties of detail, the under- 
lying principle is an extremely elementary one. As interest on 
capital is a special division of the profits of the firm (in absence 
cff exceptional circumstances), it follows that unless the capitals of 
the papers are exactly in ^e same proportion as the ^ofit or 
loss ratio, one or more of the partners 1^ been overcredited at the 


Cardiff 

- ;ii,8oo] 4,700 
4-300 
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of another or others^ so that the total amounts oviu'* 
jited must equal those undercredited. 

tion. ^e profits of a firm for the year are £1,000, which 
: been credited to A and B equally per the partnei^p agree- 

f it, but interest on capital, £100 for A and £20 for B, had mad- 
:ently been ignored. Adjust. 

rom the above it is dear that the division of profits should 
e been — 


P Division 

A 

B 

Total 


i 

i 

£ 

iterest on Capital . 

100 

20 

120 

^ance equally 

440 

440 

880 

Total . 

540 

460 

1,000 

division already made 

500 

500 

1,000 

luustment . . . . 

+^£40 

- f 40 

— 


has been overcredited with £40, A being similarly under- 
lited. A Journal entry is now required to debit B and credit A. 
lAltemativdy, the above adjustment may be carried out in the 
llowing simple way — 

[(i) To treat the omitted interest as a gain in favour of the 
ners; and 

(2) To treat the omitted interest as a firm loss. 

Show the above in columnar form giving the adjusting figures, 
he preceding illustration would imder this method of layout be as 
oUows — 



Interest on 
Capital 

** Loss'' 

Difference 


(I) 

(2) 



£ 

£ 

t 

A . 

100 

60 

-f 40 

B . 

20 

60 

“ 40 


^I20> 

£120^ 

— 






Thus the divisible profits in the "'equal" ratio are diminished by 
such interest (which is really profit divided in the capital ratio), 
50 that theiib is £120 less "equal" profits and £120 more "Capital" 
profits, these counterbalancing each other. The above-mentioned 
alternative is pai-ticularly useful where the problem does not dis- 
close the firm's profits ; for instance, the adjustment in the above 
example can be made by the alternative method, even if the 
question had not disclosed the profit of £i,ooo. 

^ The above statements are memoranda, the double entry beii^^ ejected 
oy s Journal entry. 



ACCOUKTANCY 


576 


nhlirtTfitf^r A» B, and C, partners, have omitted interest on 
capital for the three years ended 31st December, 1953* Their fixed 
capitals, upon which interest is based, were throughout : 

A.;i3,ooo; B,£i,6oo; €,£1.400; Interest thereon at 5 per cent per annum. 

They shared profits in the following ratios respectively — 

1951:1, 2,2; 1952:5. 3. 2.* 1953:4. 5. 1- Adjust. 

As the profit-sharing ratio differs in each year, a statement will 
be prepared for each of the three years. 


Year 

Interest 

on 

Capital 

Ratios 

'* Loss 

Difierence 


i 


£ 

£ £ 

1951 A— 5% on £2,000 

100 


50 

+ 50 

B — 5% on £1.600 . 

80 

* 

100 

- 20 

C~-5®/o on £1,400 

70 

% 

100 

- 30 


i-^y> 


£^50 


1952 A — As above . 

100 

A 

125 

- 25 

B — ^As above . 

80 

A 

75 

+ 5 

C — As above 

70 

A 

50 

-f- 20 


£250 


£*50 


1953 A — As above . 

100 

A 

zoo 



B— As above . 

80 

A 

125 

“ 45 

C — As above . 

70 

A 

25 

-h 45 


£250 


£250 



Alternatively, the layout may be drafted thus (omitting propor- 
tion figures) — 


Summary 


Adjustments 

Difference 


Dr. 

Cf. 

Dr. 

Cr. 


£ 

£ 

£ 

£ 

A. 1951 

50 

ZOO 



1952 

125 

zoo 



1953 

ZOO 

ZOO 




^*75 

£300 


25 

B. 1951 

zoo 

80 



1952 

75 

80 



1953 

Z 25 

80 




^300 

£^40 

60 


C. 1951 

zoo 

70 



1952 

50 

70 



1953 

25 

70 




£^75 

£210 


35 




£60 

£60 
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£ 

£ 

B Current Account .... Dr. 


60 


To A Current Account .... 



*5 

,, C Current Account .... 



35 

Being transfer to adjust omission of interest 




on capital for the &ree years to date. 





In either case the statements are purely memoranda explaining 
the computation of the resultant Journal entry. 


Omission of Interest on Capital. (2) Where Capital Accounts are 
Merged, Where interest on capital is to be calcidated on merged 
capitals, the Capital Accounts at the beginning of each year must 
be ascertained, so that it is necessary to know the amount of draw- 
ings and profits or losses for each year in order to compute the yearly 
capital figure upon which interest is to be calculated. 


Illustration. In addition to the facts presented in the preceding 
illustration, it is found that the annual drawings are £300 
for A and £200 each for B and C. The profits (before interest on 
capital has been dealt with) are £800 for the first year and £1,000 
for the second year. Interest is to be charged at 5 per cent per 
annum on merged capitals. 

You are required to adjust the partners’ accounts for years i and 2. 

So far as the first year is concerned, assuming the beginning figures 
of capital to be "merged” at this date, the calculation for interest 
will not be affected because interest is computed on the capital at 
the commencement of the year. 


In the first year the Capitals will be — 


Balances ..... 
Add Profits (ratios 1:2:2) 

£ 

2,000 

160 

£ 

1,600 

320 

£ 

1,400 

320 


2,160 

1,920 

1,720 

Less Drawings 

300 

200 

200 

Adjustment for Interest (cf. 

1,860 

1,720 

1,520 

previous illustration, page 576) 

+ 50 

- 20 

- 30 

2nd Year : Opening Balances 

^1,910 

£t. 7 «o 

;i*.49o 
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In the second year Interest will be based on these fignresp- 



Interest 

Ratios 

"Loss" 

Difference 

Dr. Cr. 


£ 

S. 

d. 


£ 

s. 

d. 

£ 

s. 

d. 

£ 

s. 

d. 

A 

95 

10 

0 


127 

10 

0 

32 

0 

0 




B 

85 

0 

0 

A 

76 

10 

0 




8 

10 

0 

C 

74 

10 

0 

A 

51 

0 

0 




23 

10 

0 


;£*SS 

0 

0 


£^55 

0 

0 

£32 

0 

0 

£32 

0 

0 



*** 

— *1 



*** 











In the second year the adjusting Journal entry is — 
Journal 


A Capital Dr. 32| 

To B Capital 

„ C Capital 23|io| 

Being adjustment in respect of interest on 
capital omitted in books. 


In the second year, the Capitals will be — 



A 






c 




£ 

s. 

d. 


s. 

i 

£ 

s. 

d. 

Opening Balances .... 

1,910 

0 

0 


0 


1,490 

0 

0 

Add Profits (ratios 5:3:2) 

500 

0 

0 


0 

E 

200 

0 

0 


2,410 

0 

0 

2,000 

0 

0 

1,690 

0 

0 

Less Drawings .... 

300 

0 

0 

200 

0 

0 

200 

0 

0 


2,110 

0 

0 

1,800 

0 

0 

1,490 

0 

0 

Adjustment for Interest on 
"Merged" Capital 

- 32 

0 

0 

+ 8 

10 

0 

+ 23 

10 

0 

1 

^*,078 

0 

0 

00 

10 

0 

^1.5*3 

10 

0 








**** 







Cancellation of Excessive Interest. The converse rule will apply 
where interest has been either excessively charged, e.g. 6 per cent 
instead of 5 per cent, or where it should not have been charged at 
all. ^ The resmt will be a diminution of interest to the partners, and 
an increase of profits arising from the adjustment of the interest. 
The former will be charged against the partners according to their 
capitals, whilst the latter will be credited to them in accordance 
with the manner of profit sharing. 

Ulustration. After the accoimts of a partnership have been drawn 
up and the books closed o£E, it is discovered that for the years 
Z952 and 1953 interest has been credited to the partners upon their 
capitals at 5 per cent per annum, although no provision for interest 
‘ S®e page 579. 







The accounts would have appeared thus had the interest on capital not been omitted — 

Dr . Capital Accounts 


0 

.^•000 

0 

e 0 0 

e 

0 

•i 0 0 0 

0 

000 

0 

0 

M 


k 


m 

M 

M 

«n 

M 

•n 

PQ 

.^000 


000 

"cT 

0 

•! 0 0 0 

fo- 

000 

& 

s 

m 

1 

M 

sa 

M 

\ 

<a 

t 

< 

0 0 0 

“0" 

000 

“ 

0 

«i 0 0 0 

0 

000 

M M 

0 

0 

«• 

0 

Srt 



« 


b/d 

b/d 

b/d 


By Balances . 

„ Profits* . 

„ Interest on Capital . 

By Balances . 

„ Profits* , 

„ Interest on Capital . 

By Balances* . 


Year 

I 

Year 

a 

Year 

3 

0 

^00 

0 

0 0 

0 


^00 

0 


2 



t 

8 S 7 
« “2 

M* 

tn 

va 


pq 

yi 0 0 

0 

0 0 

0 


«i 0 0 

0 

0 0 

M 

0 


M 

1 

M 

§s 

M 

1 

'-rt 


< 

na 0 0 

0 

0 0 

“oT 


«» 0 0 

0 

0 0 

0 


8 S 

►J* 

0 

w 

§.& 

*2 

cf 

'.a 



c/d 

c/d 


To Drawings . 

„ Balances . 

To Drawings . 

„ Balances . 


Year 

1 

Year 

a 


579 


Profit £Soo, less Interest on Capital £250 = /550. 
Profit £1,000, less Interest on Capital £255 *= £ 745 - 
As shown in preceding statement. 
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is made in the partnership agreement, and no variation by a course 
of dealing can be inferred. 

The amounts involved are — 



Interest Credited 

Partners 

1952 

*953 


£ 

£ 

A 

• 350 

360 

B 

. 200 

215 

C 

. no 

no 


£ 6 ^ 

^685 


You are required to put through adjusting entries as on ist 
January, 1954, assuming that the profits are shared in the following 
proportions — 

ABC 


1952 . . i 

*953 • • 


It may be assumed that the Capitals are 
Journal entries are — 


Journal 


'fixed." The adjusting 


*954 

Jan. I 


A Current Account . . . Dr. 

To B Current Account . 

„ C Current Account . 

Being adjustment for interest on capital 
improperly allowed for the year 1952 
as per memorandum adjustment. 


A Current Account . . Dr. 

To B Current Account . 

„ C Current Account . 

Being adjustment for interest on capital 
improperly allowed for the year 1953 
as per memorandum adjustment. 



£ 

s. 

d. 

£ 

s. 


86 

0 

0 

64 

0 





tz 

0 


*54 

10 

0 

59 

0 





95 

10 


d. 


Memorandum Adjustment Statement 



Omission of Interest on Capital. (3) Where Profit-sharing Ratio 
Varies with the Anumnts of Profits, Where the ratios of profit 
sharing vary with the amount of profits, it becomes necessary for 
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the purpose of adjusting the partners’ current accounts to ascer- 
tain what {Eofits ^ve earned in each year, whether Capitals 
are fixed or merged. 

Illustration. A and B share profits as follows — 

First 1^400 to A and the balance 2:1. 

The profits for the year are £580; the capitals being A £ 2 , 000 , 
and B £ 1 , 800 . Interest on capital had been omitted from the 
books, and is to be allowed at 5 per cent per annum. Adjust. 

The profits shared are — 



A 

B 

First ;£4 oo 
B alance 2:1. 

i 

400 

120 

£ 

60 

i ^520 

£60 




The interest on capital should be — £ 

A — 5% oii £2,000 100 

B — 5% on jJi.Soo 90 

The "loss" being £190, £180 of this will be debited to A and B 
in the ratio of 2 : i, i.e. scaling down the profits exceeding the first 
£400, and all the balance against A, thus — 


"Loss** 



Total 


A 


B 


£ 


£ 


£ 

Excess of ;f400 (2 : i) 

180 

1 

120 

i 

60 

Balance .... 

10 


10 




^190 


£t^o 


£60 

1 







The adjustment, therefore, is — 


1 

Interest on 
Capital 

** Loss*** 

Difference 


£ 

£ 

£ £ 

A 

TOO 

130 

- 30 

B 

90 

60 

+ 30 


Thus, as a result of the above the division of profits is — 


A*8 Share of Profits 

, , 

, 520 

Less Adjustment 

. 

. 30 



490 

B*8 Share of Profits 

. 

60 

Add Adjustment 

. 

• 30 



90 


Total. 

^580 
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Uiiistration. A, B, and C are partners sharing profits in the ratio 
of a : a : I. C has advanced to the firm 3^2,000 at 5 per cent per 
annum on 30th June^ 19. . . During the year ended 31st DecemW, 
19, , (i.e. before distribution of profits), the entry relating to interest 
has been inadvertently made as follows— 

Journal 

19* . 

Dee. 31 A Current Account . . Dr. 

B Current Account . . Dr. 

To C Current Account 
Being interest at 5% per annum on C's 
advance. 

Assuming the books have been closed off, make the necessary 
corrections. 

Msmorandum Adjustment Statement 




A 

B 

c 

The true charge which is a Firm loss is 

£so divided^ 

The true credit to C is ;^5o 

£ 

Dr. 20 

£ 

Dr. 20 

£ 

Dr. 10 
Cr. 30 

Leaving what ought to have been entered 
As against the above entries . 

Dr. 20 
Dr. 30 

Dr. 20 

Dr. 50 

Cr. 40 
Cr, 100 

Leaving the final adjustment of . 

Cr. £30 

Cr. £30 

Dr. £60 


I t 

Readjustment of Profit Sharing Ratios over 
Past Years 

Illustration. C and D had been in partnership for three years, 
sharing profits and losses in proportion to their capitals, which had 
not changed during the period, and were ,fio,ooo and £s,ooo respec- 
tively. At the end of the third year (31st December, 1953) they 
a^ee to admit their Manager E into partnership as from the begin- 
ning of the partnership. £ had been in receipt of a salary of 3^350 
per arnium diuing the period, and had had £3,000 on loan to the 
firm since its inception, upon which he had received 6 per cent per 
annum interest. 

The Profit and Loss Accounts of the firm had shown the following 
results after charging partners’ interest upon capitals at 5 per cent 
per annum, and E’s salary and the interest upon his loan— 

£ d. 

1951 Profit 2,362 7‘ o 

1952 Loss 418 15 o 

1953 Profit ... - 1,762 14 o 

* Interest on — .. cent per annum for balf-yesr. 

* JoumaHaed in the way. 
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The tenns upon which £ was to be admitted a pa^er wei« that 
be should have a salary of £250 per annum and a sixth interest in 
the business as from ist Janua^, 1951, and that his loan should be 
treated as his capital, upon which he should receive, from the com- 
mencement of the piuTnership, the same rate of interest as C and 
D instead of the 6 per cent already paid to him, C and D’s ratio as 
between themselves to remain unsdtered. 

You are required to adjust the results of each of the three yean, 
and to show how they ^ould be divided in accordance with the 
new arrangement. 

Under the new arrangement the divisions are as follows — 

Pint year, 1951 — 

Profit ;£3.562 78. -H Interest £y) and Salary ;£ioo => Profit ^3,693 7s. 

i d. 

C— 18 1,493 15 o 

D— A 747 *7 6 

E— A 448 14 6 

;i2,693 7 o 

Second year, 1952 — — — — • 

Loia ;£4 i 8 155. - Interest £io and Salary £100 > Low ^£288 15s. 

i i. d. 

C— 18 160 8 4 

D— A 80 4 2 

E— A 48 3 6 

;£288 15 o 

Third year, 1953 — 

Profit £1,763 14s. -f Interest £30 and Salary £100 <= Profit £1,892 14s. 

£ d. 


O-lg 

. 

. 1,051 10 

0 

D-A . . . 

. 

525 15 

0 

E-^g 

• 

315 9 

0 



£1,892 14 

0 

By the above arrangement E receives the following 

_ 


£ 

s. d, £ s. 

d. 

1951 


448 14 

6 

1953 


315 » 

0 



784 3 

6 

Less 1952 Loss 

Reduction of ,£130 for 3 years 

48 

2 6 


lyy interest (1% on ;£3,ooo) 




and £ioo salaiy 

390 

0 0 




438 3 

6 

Credit to £. 


£336 I 

0 

Debit to C — } of ^^326 is. . 
Debit to D — | of £12^ is. . 


2x7 7 
loS 13 

1 



£326 I 

0 
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AUernative Method. A much shorter method may be adopted in 
examinations by taking the three years together, thus — 


Profits for the three years — 
Profit. 31st Dec., 1951 
Profit. 3i8t Dec., I953 


Loss. 31st Dec.. 1952 


Add Augmented Profit in respect of £- 
3^130 per annum x 3 


E's share = 

Less Diminished Interest and Salary — 
£130 X 3 

Credit to E . 
which must be borne by — 

Debit to C — g of £126 is. 

Debit to D — J of ^£326 is. 


i 

5. 

d. 

2,562 

7 

0 

1.762 

14 

0 

4.325 

I 

0 

418 

15 

0 

3,906 

6 

0 

390 

0 

0 

£4.296 

6 

0 

716 

I 

0 

390 

0 

0 

£326 

I 

0 

217 

7 

4 

108 

13 

8 


^326 


It is assumed that (i) interest on capital is to be charged whether there 
are profits or losses. 

(2) Interest is based upon fixed capitals and not upon Current Accounts, 
otherwise the amount for each year would have to be separately computed. 

Partner’s Salary Adjustments. Where one of the p^ners is en- 
titled to a salary and, owing to absence from duties, it is agreed that 
the absent partner shall forgo the whole or a portion thereof, the 
treatment depends upon the circumstances. The amount waived is 
obviously equivalent to an increase in partnership profits, and 
primarily in the absence of an agreement to the contrary enures to 
the ben^t of the firm as a whole, that is, it is treated as partnership 
income ; but the partners may agree that such waiver shall operate 
for the benefit only of the remaining partners ; if so, it will be credited 
exclusively to them either in profit and loss sharing ratios, or if 
they themselveS'^^receive salaries, in their salary ratios. The extra 
sal^ (if any) paid for the work usually undertaken by the absent 
partner may be set ofi against the amount waived. Alternatively, 
if a dis^oportionate amount of time is spent by the partners on 
performing the work, they may charge up a sum corresponding 
therewith (which may amount to more or less than the absentee's 
salary), and treat the difference as a firm profit or loss, or as a per- 
sonal profit or loss, either in old salary ratios or in prqfit and loss 
ratios. 


Turbie, Grasse, and Vence are partners sharing 
profits and losses equally, receiving salaries of £600, £400, £500 
respectively. Vence agrees to waive his salary already credits to 
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him. The following are the methods of treatment according to 

agreement. 

(1) Where the whole of the work is undertaken by Turbie and Grasse. 
(a) As a FIRM profit— 

i s. d. 

Debit Vence £500. Credit Turbie J . 166 13 4 

Grasse | . 166 13 4 

Veuce I . i66 13 4 

{b) As a PERSONAL profit — 

(i) In Sal^ proportions — 

Debit Vence £500. Credit Turbie . 300 o o 

Grasse ^ . 200 o o 

(ii) In Profit and Loss proportions — 

Debit Vence ;^500. Credit Turbie i . 250 o o 

Grasse | . 250 o o 

hii) On a charge basis (say) 

Debit Extra Salary Credit Turbie (say) 

Account £^00 Grasse (say) 

Debit Vence £500 Credit Extra Salary 

Profit and Loss Account 

Account ;^3oo ^ 

(2) Where an expenditure of £100 has been incurred for extra 
salary paid to a temporary assistant the amount of £100 would be 
set off against the £500, leaving £400 to be dealt with by the above 
methods, e.g. (i) (a) — 

Debit Vence £500. Credit Extra Salary £ s. d. 

Account . 100 o o 

Turbie J . 133 6 8 

Grasse J . 133 6 8 

Vence J . 133 6 8 

Adjustment of Profits and Interest on Capital Consequent 
UPON THE Omission of an Asset from the Books 

It sometimes happens that when a partnership is formed, one of 
the partners introduces an asset in the shape of a trade-mark or a 
patent of uncertain value. The usual basis of valuation of such an 
asset is a certain number of years' purchase of the average yearly 
sales over an agreed period. When at the end of this peri^ the 
value of the asset is ascertained (no value appearing in the books in 
the meantime), the amount will be credited to the Capital Account 
of the partner who brought in the asset. If, over this period, interest 
on capital has been allowed, a corrective entry will be required to 
provide for interest on capital calculated on the value of the 
omitted asset. 

Illustration. X and Y are partners as and from ist January, 1951. 
The value of all the assets, with the exception of a patent intro- 
duced by Y, is agreed. The patent is to be valued on the expiry of 

^ Alternatively in proportions shown in (b) (i) and (6) (ii). 


560 o o 
240 o o 

800 o o 
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three yean from zst Januaiy. 1951, at zo per cent on the sales 


during this period. These were — £ 

Year to 3zct December, 1951 . 6,000 

1952 • • 3.500 

1953 • • 500 

£10,000 


The partners are to receive 5 per cent interest on their 
merited capitals, and are to share the balance equally. (Drawings 
are ignored for the sake of lucidity.) 


Statbmbnt of Capitals (as appearing in the books) 


Date 

Division 


X 

Y 

1951 

Jan. 1 

Capitals ...... 


£ 

3,000 

£ 

3,000 

Dec. 3Z 

Interest on Capitals .... 


150 

zoo 

1952 

Profits 


400 

400 

Jan. 1 

Balances ...... 


3»550 

2,500 

Dec. 31 

Interest on Capitals .... 


177 

125 

1953 

Profits ...... 


360 

360 

Jan. z 

Balances ...... 


4.087 

*,985 

Dec. 31 

Interest on Capitals .... 


205 

*49 

1954 

Profits ...... 


720 

720 

Jan. 1 

Balances 


£5.01* 

^3.854 


(Interest taken to nearest £.) 


Journal 

1953 ~~£ ~ 

Dec. 31 Patent ..... Dr. 1,000 

To Y Capital .... 1,000 

Being patent introduced by Y on ist 
J anuary, 1951. valued per agreement. 


X Capital ..... Dr. 79 

To Y Capital .... 79 

Being adjustment of interest on capitalj 
relative to patent per Memorandum 
Adjustment Statement. 

(Interest to nearest £ to agree with Statement.) 

jyTetos. (z) As the initial capitals are in reality^ equal, i.e. £3,000 each, and 
the appropriations are equal, no drawings being taken into account, the 
adjust^ capitals as at zst January, 1954, should be exactly similar, viz. — 


Capitals at 3 zst December, 1953 . 

Add Patent .... 

„ Interest on Capital ^ . 

Interest on Capital 

Capitals at zst January, 



* Xf the original interest on capital had been computed to the nearest 
Adding the adjustment required would be £78 i6b. 




Prepare an adjusting Statement tw plaiiiing the necessary Journal entries to give effect to the above. 
Memorandum Adjustment Statement (Interest to neatest is.) 



387 


X*8 net debit is thus £26 5s. 
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(2) The profit earning capacity of the patent is clearly declining— as reflected 
in declining sales — hence the valuation is exaggerated. The question of 
depreciation also arises. As the true profit-sharing ratio has been disturbed, 
the allocation of income tax liability will be aflected. Notes should be made 
on these points in examination work. 

^*Cash'’ Profits. It is usual in many professional business 
partner^ps to take profits on the basis of receipts less pay- 
'^ENTS, that is to say, slU outstandings, whether in favour or against 
the firm, are ignored. On the other hand, profits may be taken on 
a “receipts" basis, but outstandings against the firm taken into 
account. Both methods are unsatisfactory as full account should 
be taken of the following — 

(1) Debtors, including prepayments. 

(2) Uncompleted work. 

(3) Creditors, including — 

U) Payments by clients in advance. 

(6) Accrued and accruing expenses. 

(4) Depreciation. 

(5) Stocks. (Although stocks are likely to be fairly constant in a 
non-trading business, nevertheless the value of stock should be 
brought into the accounts.) 

(6) Bad debts, (As receipts only are recorded, the accounts do not 
di^ose the amount of bad debts.) 

Where the partners decide to bring the accounts on to an “earned" 
basis, the items introduced into the books, whether assets or lia- 
bilities, must be credited or debited to the partners either (a) 
directly to the partners who introduced them (less depreciation 
borne in profit and loss ratios), or otherwise (b) in the profit or loss 
ratios. No difficulty arises where no change has occurred in the 
CONSTITUTION of the partnership; but the true position as at each 
change (if any) must be established (unless this has already been 
done) upon such change, whether by way of admission or retire- 
ment of a partner, or upon the alteration of ratios of profit and loss 
sharing. 

It^ is of importance to distinguish carefully between the assets 
specifically brought in by partners, and those created during the 
tenure of the partnership, as the former will be credited to the 
partners according to their respective contributions, and the latter 
m profit and loss ratio. 

The rules may be thus formulated — 

(x) Ascertain the undisclosed assets and liabilities at the com- 
mendi^ date, and credit in case of assets, and debit in case of 
liabilities, the partners, either in profit and loss ratios or rateably 
to contributions, for such amounts ; depreciation being charged in 
{MTofit and loss ratios. 
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(2) Ascertain the increase or decrease in assets and liabiUties 
treating them as ordinary partn^hip profits or losses; cmnputing 
each year separately (if necessary, e.g. on changes in constitution 
of the firm), or treating the whoU of the intervening years 
together. 

(3) Prepare the above information in schedule form, analysed 
into columns for each partner. 

(4) Debit assets ascertained by the total of (i) and (2), credit 
liabilities similarly obtained. 

(5) Credit or debit the partners as shown in the schedule accord- 
ing to the result obtained by (4), i.e. if increase of assets exceeds 
increase of liabilities a credit will ensue to the partners ; the con- 
verse will apply on a decrease of assets. 

Illustration. A and B are in partnership, drawing up accounts on 
a cash basis. Up to 31st December, 1950, they shared profits in the 
ratio 3 : 2, and at that date the debtors were £100, creditors £75 ; 
from that date till 31st December, 1953, profits were shared 
equally. 

No Interest on Capital was allowed. The debtors and creditors were : 


Year ended 

Debtors 

Creditors 

"Net ''Assets 
Undisclosed 


i 

i 

£ 

3i8t December, 1951 

250 

90 

160 

M 1952 

120 

40 

80 

M 1953 

300 

1 19 

181 


It was agreed on 31st December, 1953, that the last three years* 
accounts should be computed on an ‘'earned** basis, with proper 
Double Entry Accounts for debtors, etc. Ignore all other considera- 
tions. 

The schedule will be constructed thus — 



Dr. 

(Debtors) 

Cr. 

(Creditors) 

A 

Dr. 

L 

Cr, 

Dr. 

3 

Cr. 

"Net" Undisclosed Assets at 
31st December, 1950 . 
Increase to 3i8t December, 

1953— 

Debtors . - ;£ioo 

Creditors . Z119 - ^75 

i 

100 

200 

£ 

75 

44 

£ 

«45 

£ 

f 60 

^lOO 

£ 

i 22 

£ 

«40 

|ioo 

Balance . * . 

, 

300 

119 

181 

67 

93 

160 

52 

88 

140 



j£ 30 o 

£300 

m 

B 


£140 





[j— d 


J— d 

I 
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Opening “Net" Undisclosed Assets 
Increase in "Net" Assets from 3i8t Dec., 
1950, to 3 i 8 t Dec., 1953 [;fi8i less 


Total 

£ 

25 

15a 

I £9i I m 


£ 

f *5 


* 78 


The adjusting Journal entry will be — 

Journal 

*953 

Dec. 31 Debtors (detailed)^ . Dr. 

To Creditors (detailed) 

A Current Account 
B Current Account . 

Being introduction of assets and lia- 
bilities at this date. 



If the net assets at 31st December, 1950, of £25 represented 
original assets, the Journal entry (ignoring narrative) at 31st 
December, 1953, would be — 

Journal 

Debtors Dr. 

To Creditors ..... 

„ A Current Account . 

„ B Current Account . 

„ Capital Adjustment Account 

The amount of £25 would be transferred to the credit of the 
partners' Capital Accounts according to their original contribution, 
e.g. entirely to B if at the commencement of the partnership all the 
assets less liabilities were contributed by B. 

Adjustment of '^Cash Profits”— <<Cash” Basis to ^^Eamed” Basis. 
Where a firm has been canying on business on a "cash” basis, 
an occasion may arise which necessitates the precise ascertainment 
of profits, such as requirements of income tax authorities or the 
dis^lution of partner^p. It is both inexpedient and undesirable 
to interfere with the partners' capital or other accounts already 
in the books, so that a Statement or Memorandum Account is pre- 
pared showing the excess or diminished profits ascertained on a 
cash basis, the differences being allocated to each partner. Where 
no questions arise which demand the ascertainment of true profit 
or loss for each year the matt^ is extremely simple, as all that 

* If ^ practice had been to write back the debtors (c/. Receipts and 
Eapeaditore method), the adjustment would be to the debit of a Debtois' 
mmm Account. 


£ 

300 


*953 
Dec. 31 
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requires to be done is to have two columns, one for increa^ of 
profit and the other for decrease, for each the difference being 
the increased or decreased profit or loss which is then allocated in 
total between the partners* It is clear that any difference in profit 
or loss must be r^ected by an increase or decrease in asset or lia- 
bility, and this forms the reciprocal entry to that debited or credited 
to the partners* accounts. 

Illustration. A and B have shared profits and losses equally, but 
only on a " cash '* basis. It is now desired to adjust the profits and 
losses over the past years, and no occasion arises for obtaining each 
separate year's results. No interest on capital is chargeable. It has 
always the practice to pay all the expenses and creditors at 
the end of each year, but stock, debtors, and depreciation on 
mAchinery have never been brought into the accounts. 

The following are the figures for the above assets on — 

“Cash” 

Debtors Stock Machinery Profits and 

Loss 


ist January, 1951 
31st December, 1951 

» 1952 

.. 1953 

Depreciation of machinery may be taken at 10 per cent (diminish- 
ing balance) each year from ist January, 1951, to be calculated on 
the balances at 31st December of each current year. 

Prepare Memorandum Adjustment Statement. 

MEMORANDUM Adjustment Statement 

Increase of Decrease of 
' Net “ Assets ' ' Net “ Assets 

3i8t December, 1951 — £ 

Debtors .... - 100 

Stock .... -f 250 

Machinery^ ... 4- 10 

31st December, 1952 — 

Debtors .... + 400 

Stock .... + 150 

Machinery 1 ... - 81 

31st December, 1953 — 

Debtors .... - loo 

Stock .... - 400 

Machinery ^ . . . - 73 

Balance— Increase of “Net” Assets 

^629 j £629 


160 


469 


573 

56 


ill 

1,000 500 800 

900 750 900 4* 600 

1,300 900 900 - too 

1,200 500 900 4- 800 


' See p. 593- 
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In addition the assets, which e% hypothesi are not in the booh 
at the conunencement of the adjustment period, are— 

i 

Debtors i.ooo 

Stock 500 

Machinery .... 800 


^2.300 


The figures must now be incorporated in the books, and the 
introduction of assets into the books will show an increase of capital, 
thus— 

Assets at 3X8t December, 1953*— 

i 

Debtors . 1.200 

Stock .... 500 

Machinery ‘ . . , 656 

I 

£2,^5^ made up of : Additional Profit for 

three years . 56 

Undisclosed Assets at 
commencement . 2.300 


Journal 


/*.3S6 


1953 



i 

i 

Dec. 31 

Debtors Dr. 


1.200 



Stock Dr, 


500 



Machinery* , Dr. 


656 



To A Capital 



1,150 


„ B 



1,150 


„ A Current Account . 



28 


B 



28 


Being assets and adjustments of profits in- 





troduced for the three years to date as per 





Memorandum Adjustment Statement. 







^*.356 



The amount of ^£2,300 represents assets undisclosed at the coni' 
mencement of 1951, and if it represents accumulated earnings tc 
that date it will be divided in the partnership ratio ; if, on the othei 
hand, it represents initial capital, it must be credited to A and £ 
according to their respective contributions. 


^Machinery Account is as follows — 

i 

xst Jin.. 1951. Balance . .... 800 

Sxit Dec.. 1951. Additions . 


Depredation 

S»t Dec., 1952. Balance 

Depredattoi 

^ Oec * > 933 - Balance . 

14 tho practlOh Devreoiatioo 

£l|»«iditure method). 

Reserve Account. 


900 

90 

810 

8x 

7*9 

Ji 

m 
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The net profit 1 (n the three years on a cash basis is £600 + 0 oo 
- lioo = £1,300, already credited in the accounts, to which wul be 
added £56, totalling £1,356, i.e. A, £678; B, £678. There is no 
necessity to add to or deduct from the “ca^" profits or losses, but 
if desired (or required) the adjustment in detail will be as follows — 

Memorandum Adjustment Statement 
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(i) Th^fitst year’s increase of £x 6 o. The “cash” profits have been 
divided as follows— 


First £300 . 

Noxt^ioo . 

Balance (part of next ;^2oo) 


Total 

£ 

£ 


300 

300 

— 

200 

^ 120 

« 80 

100 

f 75 

i *5 

£600 

^495 

£ios 


The increase of £160 

is dealt with 

Total 

1 thus — 

A 1 

B 

Balance of ;^2oo . 
Remainder . 

i 

100 

60 

i 75 

60 




£^5 


(2) The second year's increase of £469. On a “ cash ” basis a loss 
has been shown and charged to A. The increase of £469 will be dealt 
with thus — £ 

Increase of capital ...... 469 

Less cancellation of loss previously debited to A . 100 

Balance divisible. £3^9 


The increase of £469 is dealt with thus — 



Total 

A 

B 

First jg3oo . , . . 

Balance .... 

£ 

300 

69 

£ 

300 

^ 41 

£ 

? 28 

Cancellation of Ix>ss 

369 

100 

341 

100 

28 


^469 

£441 

£28 


(3) The third year’s decrease of £573. The “cash” profits of £800 
have been allocated thus — 

Total A B 


ist Stage 

£ 

300 

£ 

300 

£ 

2nd stage 

200 

120 

80 

3rd stage 

200 

150 

50 

4tb stage . 1 

100 

100 


;^800 5^670 ;^I30 
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The deaease in profits must be allocated in order that the divi-* 
sion between the partners of true profits shall conform to the 
partnership agreement, hence the allocation of the decreases must 
be resolved by the reverse process, for after each stage of profits in- 
crease is exhausted the next stage is taken so that the decreases 
will first afiect the final stage. 

The decreases then will dealt thus — 


4th stage 
3rd stage 
2nd stage 
1st stage 


Total 

A 

B 

i 

£ 

£ 

100 

100 


2C3 

150 

50 

200 

120 

80 

73 

73 


;^573 

^443 

£ty> 


It is clear from inspection that the figures within the quadri- 
laterals eliminate each other, thus leaving A with his original 
profits of £300 less decrease of £73, i.e. finally with £227 ; or, taken 
from the total figures, the true profits are £800 less £573, giving 
£227, all of which must belong to A, he having the exclusive right 
to the first £300 of profits. 

Alternatively this may be shown thus — 



Total 

A 

B 


£ 

£ 

£ 

**Cash" profits 

800 

670 

130 

Less decrease 

573 

443 

130 

Revised profits 

£■^^1 

£»27 

NU 






The figures for adjustment are now — 


Memorandum Adjustment Statement 


Year 

Total 

A 

B 

195 ^ . . . . 

195* . . . . 

1953 . . . . 

Leaving revised profits . 

£ £ 
4* 160 

+ 469 

- 573 

' £ £ 
+ *35 
+ 44 * 

- 443 

B|H 

+ I^ 6*9 - ^573 

+ £576 - £^3 


+ £S 6 

+ £^33 



The original undisclosed assets will be dealt with as before, as 
they must belong to the partners as at ist January^ x^si, and 
assuming that they represent undisclosed profits the divisira of the 
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increase of assets at this date will be made on the old basis, £1,150 
each for A and B. It will be seen that the only difference betw^n 
the consequential entries in this illustration as compared with 
those in the preceding illustration lies in the allocation of the £5^ 
item. 

Journal 


1953 

Dec. 31 




£ 

Debtors ... Dr. 


1.200 

stock Dr. 


500 

Machinery . . ' . . -Di'. 

To A Capital 

.. B 

„ Capital Adjustment Account 

Being assets at ist January. 1951. entered 
into the books. 


656 

Capital Adjustment Account . Dr. 

B Current Account . . , Dr. 

To A Current Account 

Being adjustment of profits as shown by. 
Memorandum Adjustment Statement as 


56 


77 

per agreement. 




1.150 
1. 150 
56 


133 


The Capital Accounts, ignoring other assets or liabilities, and 
assuming that Capital and Current Accounts are to be merged, will 
be as follows — 


Capital Accounts 

A—;fii5o-|-;ii33- 
B—;£i 150-^77 • 


1.283 

1.073 


Total Increase (as above) 


;i2.356 


Alternative Proposals as to Profit Sharing. 

Illustration. B is offered a partnership with A, and is given the 
following alternatives — 

(l) A salary of £450 per annum plus a fifth share in profits after 
clwgmg up his salary, or 

(a) A quarter share of profits, without salary, but canying a 
gwantee by A of a minimum of £400 a year. 

Show which alternative is preferable. 

There are several preliminary factors which must be cod'- 
sidled before B is in a position to decide — 

(i) The nature of the business, e.g. whether highly fluctuating 
prrats. 

(a) The reasonable probability of the maintenance of profits in 
the Ught of all circumstances, e.g. the business may be almost 
entirely personal," and, consequently, the death or incapacity of 
A might cause a collapse or decline of the business. 
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(3) The profit curve in conjunction with capital employed. 

U) The valuation of assets including goodi;^. 

(5) Precise meaning of profits. 

(6) The price required for goodwill. 

(7) The treatment of goodwill in the books which will materially 
affect deposable profits, where interest on capital is to be charged. 

Assummg, however, that due allowance has been made for the 
foregoing points, it will be seen that where the profits are on a big 
scale there will be no need to invoke the aid of the guaranteed 
minimum, but if upon a small scale the guaranteed minimum may 
be a valuable right, although an intendmg partner will naturally 
exercise considerable caution if the permanent profit level is so 
njieagre that it is likdy to call for the continued assistance of the 
guaranteed minimum. Taking an extreme case, if the profit is, say, 
nil, the intending partner mQ. normally employ business sense, 
and avoid being a partner in a concern unable to earn profits. 

Subject to the above, the advantages of one alternative over the 
other may be ascertained as follows — 

{a) Where the profit level is low, so that the comparison is 
between salary plus profits as contrasted with the guaranteed 
MINIMUM, i.e. 


Let P 


profits, then 

450 + 


P-450 


400 


2f25o 4 - P - 450 i 2,000 
/. P s ;f200 


If profits are exactly £200, this amount will be divided as follows — 
Dr, Profit and Loss Appropriation Account Cr. 


To Salary 

£ 

450 

By Balance 

b/d no 

£tool 

•50 


£450 


£490 


B obtains a salary of £450 less share of loss of £50 > £400. 

This exactly equds the Guaranteed Minimum. 

Hence if the profits, before salary, are under £200, the guaranteed 
minimum is preferable. 

{b) Where the profit level is high, so that the comparison is 
between salary plus profits as contrasted with the quarter share of 
profits without salary — 

Let P pTofitg, then 

r " 450 + — P - £7*^00 
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If profits are exactly ^£7 ,200, this amount will be divided as follows 1 
FwU aUernative. 


JOr. Profit and 

Loss Appropriation Account 

Cr. 

To Salary (B) . 

N A— 1 oj . 

i 

450 

5.400 

1.350 

By Balance 

b/d y,aoo 



l 7 ^ 

B thus obtams £1,800. 
Second aUmutm. 




Dr. Profit and Loss Appropriation Account 

Cr. 


II 

1 Dy Balance 

£ 

b/d 7,800 


X7,aoo 

X7.aoo 


If the profits are exactly £7,200, both methods produce the same 
amount of gain to B. Hence, if the profits are less than £200 or 
greater than £7,200, the second choice, i.e. one-quarter of profits 
with guaranteed minimum of £400, is preferable, because if the 
profits are low, B enjoys the protection of the guaranteed minimum ; 
u high, he resorts to the quarter share of profits ; if the profits 
fall between £200 and £7,200, the first alternative is better, i.e. 
salary plus profits/' 

Guarantee of Profits to a Partner. Upon the admission of a new 
partner into a firm, the old partners may give a guarantee that he 
shall receive a certain minimum should the normal share to which 
he is entitled fall short of a stipulated amount. Such an inducement 
may be necessa^, particularly where the new partner, in order to 
miter the firm, is sacrificing some other source of income, e.g. by 
resigning his post as a secretary to a limited company. Generally 
speaking, the old firm, i.e. the old partners, undertake this obliga- 
tion, although in certain circumstances one only of such partners 
himself assume responsibility. 

The problems on this point may accordingly be divided into two 
sections; (x) where the guaranteed minimum is borne by aU the 
remaining partners; (2) where the guaranteed minimum is borne 
by me p^ner only. 

The ^Shortage" made up to the new partner is treated as a loss 
between the guaranteeing partners, and may be adjusted in th^ 
Profit and Lo^ Appropriation Account, or by means of a Journal 
enti^ to the respective Capital or Current Accounts in profit ratios. 
An important matter to be settled--apart from ibe dmoHm of &e 
guarantee- 4 s as to whether the princiide of short workings applies, 
SO that in a profitable year, subsequent to that in which the benefit 
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of the guarantee was apjdicaUe, the guaranteed partner i^t re- 
c^t the gaacanteeing partners for the amount made up by them. 
In other words, the question at issue is whether the amount made up 
to the guaranteed partner should be carried forward against him, 
provid^ that he always receives his minimum, or whether each 
year is to be self^ontained, and once the guarantee has been applied 
the amount paid thereunder is to be ignored in future years. 

The principle applicable is similar to that of short-workings. 

It is therefore extremely important that the partnership agree- 
ment shall deal clearly and imambi^ously with this point, as well 
as that relating to the period during which the guarantee is to 
continue in force. 

Illustration. Q and S share profits and losses in the ratio of 
3 : 2, and as from ist January, 19. . they admt O, who is to have 
a tenth share of the profits, with a guaranteed minimum of £1,500, 
Q and S continuing to share profits, as between themselves, as before. 
The profits of the firm in respect of the year are £10,000. Prepare 
Profit and Loss Appropriation Account. 


Dr, 


ToQ 


Tranalerj 
to O 
8x1500 . 

to O 

I X £500 . 

Transfer 
from Q 
Aid Transfer 
from S 


Profit and Loss Appropriation Account 

By Balance 


£ 

5»400 

£ 

300 

5,100 

3i6oo 

200 

3.400 

1,000 

300 


aoo 

1,500 


£ 

10,000 


Cr. 

b/d lo^oo 


10,000 


Alternatively — 

Dr, Profit and Loss Appropriation Account Cr, 


To Q . 

::l : ; : : 


£ 

5,400 

3,600 

1,000 


By Balanco 

b/d 

£ 

10,000 


£ 

10,000 



£ 

10,000 

To O—TTansfer for Guar- 
antOOd 

1 

500 


M s . f X £500 . 

X 

X 

§1 



£500 




£500 









Where there are partnership salaries and interest on capital to 
be charged which must be allowed irrespective of whether there is 
a profit or loss, the entries, should there be either a loss or insufih- 
cient profit to provide fully for partnership salaries and interest on 
capitaX are more involved, although the principle remains the same. 

^ Or entered through the Journal. 


10— (B. 8 e&$) 
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Junior Pwrtnetg* Shares of Pn^t and Salaries. Junior partners' 
shares of profit and salaries are frequently borne per^nally by one 
of the senior partnersi particularly where the senior partner in 
question is a r^tive of the junior. 

There are various alternative methods of dealing with this type 
of problem, which are best explained by means of illustrations. 

lustration. Q and S are in partnership, sharing profits 2 : 1. 
Q desires to admit his son M as and from ist January, 19 . . . 
It is agreed that M shall have a twelfth share of the firm's profits, 
such shSare to be borne by his father. 

The profits for the year ended 31st December, 19. are £7,200. 
Show iVofit and Loss Appropriation Account. 


Profit and Loss Appropriation Account 
Dr. for the Year ended 31ST December, 19 . . Cr, 



Illustration. Q and S, partners sharing profits equally, agree as 
from 1st January, 19. . , to admit M as a partner. He is to have a 
tenth share of the profits, after being credited with a salary of £800. 
Q, in consequence of his partial retirement, agrees to bear one- 
quarter of the profits, and all the salary, of M. The profits (after 
charging salary) for the year to 31st December, 19. . , were £8,000. 

Show division of profits by means of a Profit and Loss Appropria- 
tion Account. 



Cr. 

S,ooo 

£ 8,000 

7,300 

lf8,«oo 


Alternatively 
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In dealing with the guaranteed minimum the length of the 
accounting period is important. Many instances arise in whidi the 
guaranteed pa^er will be entitled to a propoction only of the annual 
guarantee, as in the first and last years o! a partnership. If, for 
example, A is the guaranteed partner and he enters into the firm 
on ist September, and the accoimting period runs to 31st December, 
he will, unless otherwise agreed, be entitled to the guarantee to 
the extent of four months, that is, if the accounting period is for 
one year, to four-twelfths of the annual guarantee. 

Various Junior Partner's Agreements. Agreements similar to the 
above may take varying forms according to the particular circum- 
stances, but the underl5dng principle in all cases is the same, viz., 
to find (i) what portion of the profits accruing to the junior partner 
is to be considered as a charge to the firm, and to see that this is 
properly debited before the normal shares of the other partners 
are ascertained ; and (2) what portion of the profits accruing to the 
junior partner is to be considered as a personal adjustment ^tween 
him and another partner, that is, constituting a charge to be borne 
personally by the latter. 

An arrangement frequently adopted is to give to the junior part- 
ner a CHOICE between ‘‘Salary plus Profits" or "flat rate of ftofit 
without Salary," whichever be greater, the excess of the latter 
over the former to be considered as a personal debit to one or other 
of the partners. The whole problem is that of finding (i) the 
"normal" profit and (2) the “alternative" profit, after which the 
amount of the difference between (2) and (i) will be adjusted against 
one of the partners personally. Should the " alternative " profit 
NOT be greater than the " normal " profit there is no amount to adjust. 

Illustration. Henty senior, Wrey, and Henty junior are partners 
sharing profits as to Henty senior three-quarters, and as to Wrey 
one-quarter. Henty junior is entitled to receive a salary of £400 
per annum plus 10 per cent of the profits after charging up both 
salary and such 10 per cent share of the profits, or one-fifth share 
of the profits, whichever is the greater; should the latter exceed 
the former, the excess is to be borne by Henty senior alone. 

The profits for the year ended 31st December, 19 . . , after charging 
the sal^ were £4,400. Ignore interest on capital. The salary has 
been paid. Show accounts. 

It will first be necessary to discover which is the preferable alter- 
native so far as Henty junior is concerned. 

As the profits divisible are after charging salary," the latter 
must be added for the purpose of ascertaining the flat share due 


to Henty junior, thus — £ 

Profits ....... 4,400 

Plus Salary 400 . 

Profits before Salary .... ;£4,8oo 


Henty Jnr.'s share — J X £4,800 * £960 
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Under ordinary arrangement he would be entitled to <me- 
tenth o< the profits after charging (i) salary and (a) such one-tenth 
share of proms, thus— i 

Salary 4®® 

Plus aliare of Profits : ^ X • • 40® 

ISoo 


It follows, therefore, that the "excess” profit share for Henty 
junior is £160 (£960 less £800). This excess, under the partnership 
agreement, is to be borne personally by Henty senior. 

The division is as follows — 

Dr. pROPiT AND Loss Appropriation Account Cr, 


To Honty Jnr.— 


By Balance 

X £4.800 

.. , 1 

1 X U,ooo f3,ooo 

L«m Bxoom Profit 

96 o| 

„ Salary added back 

due to Henty, Jnr. i6o| 
Wwy- 

i 

2,840 


i X £4,000 

x.ooo| 

£4,8oo| 



£ 

4i400 

400 


£4.800 


Dr. Hbnty Jnr. Current Account Cr. 


£ 

To Salary added back 40Q 

Balance . c/d 560 

£960 


By Profit and Lota Appro- 

priatioD Account 960 

£960 

By Balance b/d 560 


Henty, Junr., will thus obtain from the firm £560 plus the salary 1^400 
already paid to him. 


The Profit and Loss Appropriation Account may alternatively 
be drawn up thus — 

Profit and Loss Appropriation Account Cr. 


To Honty Jnr. — 


^ A X £4,400 

Buanoe 

400 

c/d 4,000 


£4,400 

To Honty Jnr.— 


Further Share of Proflto 

x6o 

f, Henty Senr. — 

Lett Share above 


doe to Henty Jnr. x6o 


„ W«y— 

2,840 

i X £4,000 

x,ooo 


£4.ooo| 


By Balance b/d 4.400 

£4.400 

By Balance b/d 4,000 


£4,000 


With the necessary changes, the same principle is applied if a loss 
ensues. 
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Another attemative is the "hotchpot” method thus— 

(z) Profit divisible as ii no special airangment existed. 
(2) Add amount to be charged persona^ to paTtner(8). 
Divide the total of z and 2 in profit ratios. 

Deduct (2) from the share of partner(s) to be charged. 
Illustration. Working of previous illustration 


Total Henty, senr. Wrey 


(I) Profit 

. . 3 .£o 

i i 

(a) “Charge** . 

. . x6o 


[3) Division 

[4) Deduction . 

4.000 

3,000 i 1,000 

160 

z6o 


£3.840 

^£2,840 ;£l,000 


Illustration. X and Y share profits in the following way-- 
(a) Salaries £500 and ^250 respectively. (6) Balance equally. 

X» wishing to take a less active part in the affairs of the firm, 
agrees with Y that the latter shall in future receive £500 and X 
£250, the ratio of interest in the firm remaining as before, subject 
to Z being introduced as a partner at a salary of £750 and one- 
seventh share in the profits and losses of the firm (aiter charging 
interest on capital and all salaries), all of which was to be charged 
to X with the exception of £500, the amount of salary Z had for* 
merly received as manager. X and Y each had £5,000 capital in the 
firm, upon which they were entitled to 5 per cent interest, and Z 
was admtted a partner without capital on ist January, 19. .. The 
profit for the year ended 31st December, 19. ., before charging 
interest on capital or partners' salaries, was £1,370. 

Prepare Profit and Loss Appropriation Account of the firm. 


Profit and Loss Appropriation Account 
Dr. FOR the Year ended 3 ist December, 19. . 



By Balance 
„ Lots ior the pur- 
poae of comput- 
lag Y*b Shan . 


By Lou for the pur* 

I of i " - 


ByY:|xrs«o 

Z: i X i 630 
X:lxA8o . 
• Add Ti eutra 
Shan of Fco- 
fita . 


■ £250 less £90 (see page 604). 


O. 

a 

iiSTo 

380 

£1.750 

630 

£630 

i»o 

90 

330 

£630 


' Per question. 
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The above adjnstmaits may be entered through the Journal and 
posted therefrom to the current accounts of the partners. 

Alternatively, this may be worked as follows — 

Profit and Loss Appropriation Account 
Dr, FOR THE Year ended 31ST December. 19. . Cr. 


To Balance (a$ aboot) . b/d 
.. Z’s extra Share of: 
Profits borne by 
X(aa below) 


s8o| 


By Y; I X £380 


Share of Pro- 
fiU 


i 

190 


£540] 


£540 


Computation of Z*s extra share — ^ 

Salary ..... 

Loss after charging — 

Interest on Capital and Normal 
Salaries .... 380 

Z’s Extra salary . . 250 


£ 

250 


Total I-oss 
Less 4 thereof 


• £^30 


Extra share due to Z 


90 

£160 


Recoupment of Minimum in Subsequent Years. It has been seen 
that if the profits are insufficient to give the guaranteed partner his 
normal share of profits, the shortage is made up by the guaranteeing 
partners. If it is agreed that the amount necessary to give the 
guaranteed partner his minimum shall be recoupable in succeeding 
years, such carry forward may be shown as a Suspense Account 
rather than as a debit against the guaranteeing partners' Capital 
Accounts ; and in the subsequent years surplus profits will be credited 
back thereto. When the recoupment takes place, the guaranteed 
partner's account will be debited and the Suspense Account credited. 
Summarized, the entries are — 

(A) (i) For the "shortage" year — 

Debit Capital or Current Accounts of guaranteeing part- 
ners in profit and loss ratios. 

Credit Capital or Current Account of guaranteed partner. 

(2) In the year of recoupment the entries will be the reverse 

or 


(B) (i) Debit Suspense Account. 

Credit Capital or Current Account of guaranteed partner. 
(2) Reverse of (i), ? 

If the opportunity to recoup has gone by, owing to effluxion of 
time or from any other cause, the balance in (B) on Suspense 
Account must be debited to the Capital or Curr^t Accounts of 
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the guaranteemg partners in their profit and loss ratios; and if such 
ratios have chafed during the period in which the guarantee is 
operative, the amount of shortage must debited in the propcnr- 
tions applicable to the years in which the constituent shortages 
making up the balance arose. 

It will be seen that the latter method may be extremely trouble* 
some should profit-sharing ratios change during such a period, and 
consequently in such cases method (A) is preferable. 

Where a loss is incurred, the guaranteemg partners, in addition 
to bearing their normal share of loss, incur a further liability by 
paying the guaranteed minimum, so that the two figures, i.e. loss 
and guaranteed minimum, must be added together in dealing with 
the problem involved. 

Illustration. A and B share profits in the ratio of 3 : i. C is 
admitted on the basis of one-fifth of the profits, the balance between 
the old partners remaining in the old ratio. Under the partnership 
agreement C is to have a guaranteed minimum for four years to the 

extent of £500, A and B to have the right of recoupment out of C's 

share of profits for five years only, that is, any balance to be avail- 
able for recoupment until, but no longer than, the end of the year 
subsequent to the expiry of the '‘guarantee’* period. 

The results were — ^ ^ 

Year i Profit . 1,800 Year 4 — ^Losi 400 

Year 2 Profit . , 2,100 Year 5 — Profit 4,000 

Year 3 Profit . . 3,000 

The effect of the above may be best shown in statement form, 
the double entry being elementary once the figures are ascertained. 


! 

Profit 


A 

B 

c 

Recoup- 

able 

Year x 

£ 

x,8oo 

Ratioa - 

Guarantee 

H 

- 33 

m 

£ 

Z40 

Total . 

jfr,8oo 


£975 

£ 3*5 

£300 


Year a 

2,100 

Guarantee 

1,260 
- 60 

4*0 
- 20 

420 
+ 80 

80 

Total . 

£2,100 


msm 

£400 

£500 


Years • 

3,000 

Guarantee 

Recoupment 

1,800 

+ 75 

600 
+ *3 

600 
- xoo 

xoo 

Total . 

£3.000 


£1,875 

£ 6*5 

£500 


Year 4 

- 400 

Guarantee 

- 240 

- 435 


- 80 
+ 380 

3 ^ 

Total . 

-£400 



- £223 


£800 £xoo 




HU 

HI 

■ 

Balaaof — 
£700 

(See year 5) 


In Year 5 the guarantee ceases smd the sum of £700 is recoup- 
able from C, but only out of his profits ; that is, if his share of profits 
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is less than £700, only such share of profits is availaUe for appro- 
priation against the carry forward, the balance being a loss against 
A and B in the ratio of 3 : i. 



Profit 


A 

B 

c 

V*W 5 . 

£ 

lUtlai 

Cnsrantee 
Recoupment . 

1 

3,400 

+ 535 

X 

£ 

800 

+ 175 

X 

-TOO 

Total . 

£4,000 


£3,935 

£973 

£zoo 








In the above illustration the guarantee has been dealt with each 
year against the partners' Capital Accounts, and the end column 
mserted as a note to show the amount capable of being recouped. 

As there is a sufficiency of profits in favour of C to enable A and 
B to recoup their guarantee payments, the total of the piofits to 
each partner will be precisely the same as if no guarantee had 
existed. \ 


If the Suspense method had been used, the partners' and Suspense 
Accounts would be (eliminating details) — \ 



Suepense Account 

A 

B 

\ 

C ' 


Dr . 

Cf. 

Dr . 

Cf. 

Dr . 

Cf. 

Dr . 

Cf. 

Year i . 

lU 

£ 

£ 

£ 

x,o8o 

£ 

360 

£ 

£ 

360 









140* 

„ 3 

eo» 



z, 36 o 


430 


430 , 









Bo' 

„ 3 • 


IOO» 


z,8oo 


600 

100* 

600 

„ 4 • 



340 


. 80 


80 

580' 

5 • 


700* 


3,400 


800 

700^ 

800 


£fioo 

£800 

340 

6,540 

80 

3 ,x 8 o 

880 

a>98o 


(as on pi 

age 605) 

6,300 


2,100 


3 ,XOO 





£6,540 

£6,540 

£2,180 

£2,180 

£3,980 

£3,980 


If the profits for Year 5 had been, say, £2,000, C's share thereof 
would be £400 only; hence of £700 unrecouped, £400 only would 
be available, and A and B woidd be involved in a final loss on 
guarantee to the extent of £300, divided as to £225 and £75 to A 
and B respectively, being their ratio (as between themselves) of 
losses. 

If interest on merged Capital and Current Accoimts is to be 
credit^ to partners, or where profit and loss ratios are constantly 
changing, the first method is preferable. 

It 18 mpossible entirely to cover the infinite range of problems 
that arise on (z) guaranteed shares of profits, (2) guaranteed 
profits from the particular portion of the business brought in by 
one^ peuiner, and (3) shares of profits and losses andvSala^cS paid 
to juxiior partners which are borne entirely by one of the senior 
partners. 

^ These items show the creation and elixmnation of the Suspense Account. 
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Further illustrations are given bdow and on page 6x0, not so 
much with a view to exhaust the whole scope of d&eient variations 
that are encountered, but rather to provide A^rm basis of principle 
which will serve to establish a te<^nique for the solution of all 
problems of this nature. 

Illustration. A, and C, each caiT3ang on business as accoun- 
tants, decided to amalgamate; the sharing of profits and losses to 
be 4, 3* I* provid 

(a) That C is to have a guaranteed minimum of £400. 

(b) That the gross fees earned by B on the average of the last 
three years are to be guaranteed to the firm by B. 

The profits of the &:st year of the new partnership were £2,400 
before any adjustments had been made. 

The gross fees earned by B in the three years prior to the amalga- 
mation were — 

Year i, j^i,200. Yeax 2, ;^i,3oo. Year 3, £1,100. 

The gross fees attributable to B’s connection in the first year of 
the partnership were £800. 

Show Profit and Loss Appropriation and Current Accounts. 


Dr. Profit and Loss Appropriation Account Cr. 

To Capital Accounts- By Balance b/d a,^o 

A: I . x,4ooj „ Fees guaranteed by B 4^ 

B: I . Z.050 LCx,aoo - £800] 

C: { . 35o| 

Dr. Current Accounts Cr. 


Dr. Current Accounts Cr. 




A 

B 

C 



A 

B 

C 

To C for Gumratt- 
UtA Miminmm 
[to nomrost £] 

„ Profit and Lm 
Appropriation 
Account: Fees 
Guaranteed . 
„ Balances . 

c/d 

£ 

♦ 29 

Xp 37 i 

£ 

ft 21 

400 

629 

£ 

400 

By Profit and Lot* 
Appropriation 
Account 

„ A and B for 
GunrfonUod 

par eorOra 


£ 

J,400 

£ 

2,050 

£ 

350 

20 



£^.400 

£x, 03 o 

£400 



£1,400 

£2,050 

£400 






By Balances. 

b/d 

2,371 

629 

400 


Typical Examination Problems 
Appended are a few typical examination problems which are 
based upon the principles already formulated. 

Illustration. A and B formed a partnership on xst January, 19. 
as professional coaches, sharing profits in proportion to the time 
spent as follows — 

(z) On constructive work in preparation of courses at 7s. 6d. an hour. 

(2) On tuitipn work at ap hour. 

And (3) BaUmoe equally. 



6 o8 


ACCOTJHTAHCY 


You are supplied with the following infonnation — ^ 

The Fee# earned during the year were . . 1*620 

Expenses . . . * 300 

Cost of Courses, including Partners* time 250 

Fees Paid in Advance ...... 120 

Estimated Value of Courses 50 

Capitals: A 200 

B 100 

Current Accounts, after being credited with Con- 
structive Fee and debited with Drawings: A . 510 

B 380 

Cash in Bank 300 

Fixtures 100 

Debtors 200 

The time spent was — 

On Constructive work. A — 240 hours, B — 160 hours. 

On Tuition work. A — 600 hours. B — 1,200 hours. j 

Interest on Drawings at 5% per annum to be charged to the partners 
(assume at a mean date of 30th June, 19* •)• \ 

Prepare Trial Balance, Profit and Loss Account, and\ Balance 
Sheet as at 31st December, 19 . . . ' 

Trial Balance, 31ST December, 19. 


Fees . 


1,620 

Expenses 

300 


Cost of Courses 

250 


Fees Paid in Advance 


120 

Capitals: A . 


200 

B . 


xoo 

Current Accounts : A 

510 


B 

380 


Cash in Bank 

300 


Fixtures 

100 


Debtors 

200 



^2,040 

£2.0^0 


Note, (a) The item "Fees paid in advance*' is a credit balance and must be 
Included in the Trial Balance, the Fees Account being earned fees, so that 
the adjustment in the books has been made — ^if the abridged double entry is 
employed — ^by debiting Fees Account and bringing down below the line: if 
the full Ledger and subsidiary books are used, the amounts received will have 
bean posted direct to the credit of clients' accounts in the ordinary way, and 
will thus appear as creditors. 

fb) The Value of Courses at the end must be excluded from the Trial 
Balance, being equivalent to " Stock on band." The phrase " Cost oiiyCottrses " 
is ambiguous, and might be the adjusted cost after the end valurhas been 
credited thereto, but as the Trial Balance agrees without the inclusion of the 
item, the inference must be drawn that Value of Courses figure is not a 
balance. 
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Profit akd Lobs Accookt 

Dr. for ths Ysar bndsd 318T Dxcsmbbr, 19. . 


Tq Cooitrnctifm of 
ComtMft . 

:: lasr : 

„ Net Divisible 
Profit— 

A: } Share 
B: (Share 



By Fees . 

M Intereat on Draw- 
infis— 

A (see Note t) 
B(eeeNotex) 


Dr. 


Current Accounts 


Cr. 


x,6eo 


£1,646 


Cr. 

A II B 


To Balancee (eee below) . 
„ Interest on Drawings 
„ Balance • 


|£ 535 | \i7n 

To Balance . b/d 


By Tuition Salary 
„ Profit and Lost 


600 

Account 


xas 

„ Balance 

c/d 


By Balance 

b/d 

S 33 


Balance Sheet as at 31ST December, 19. . 


Clients for Fees in Advance . 

£ 

120 

Cash in Bank 

£ 

300 

Capital — 


Debtors .... 

200 

A ... £200 


Courses at Valuation . 

50 

B ... 100 


Fixtures . . . . 

100 

— 

300 

Current Account — A . 

102 

Current Account — B 

332 

£75^ 


£75* 


Note X. As the time charges for the preparation of the courses have 
already been credited to the Current Accounts, the Drawings must be the sum 
of the debit balances appearing in the Trial Balance and the amounts of the 
charges for preparation of the courses. The latter are A, 240 hours at 78. 6d. 
an hour » ;£90, and B, 160 hours at 78. 6d. an hour = £to. The Drawings, 
therefore, must be A, {fioo (£^10 plus £90), and B, ;£440 (£z^o plus £60). 
Interest for half-year on £600 at 5 per cent per annum is £1^* that on ;f440 
is £11, as shown in the Profit and Loss Account. The Current Accounts would 
appear thus [before extraction of Trial Balance) — 


Dr. Current Accounts Cr. 
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2. Altiioitgh lees paid in advaiioa by atodanta are isadally not retum- 
able, in the abaence of data to that efiect or as to what asnount indnded in 
the £120 repreaenta payments by students who have abandoned the courae, 
the proportion to be tMted as profit cannot be estimated. 

Nats 3. If provision is made for ** Guarantee till Successful** or other forms 
of guarantee, a proportion of fees would be carried forward to Guarantee 
Account by the usual entry, e.g. if ;£200 is considered reasonable the Fees 
Account would be closed thus — 


Dr. Fees 



To FtoAt and Lom Acooimt 
„ QmxuxUtt Suspeoae 

1 

£ 

1,400 

aoo 

1 

By Balance 

b/d 

x,iao 



■ 

m 

■ 



fifgao 

Dr. Guarantee Suspense 


Cr. 






By Feea Account 



£ 

too 

Atiematively — 

Dr. 


Fees 


U 


To Pxoflt and Lots Account 
„ Cruarantce Provision 

o/d 

£ 

i, 4 ao 

aoo 


By Balance . 

\ 

\ 

b/a 

x,iao 




£x,6ao 




£x,6ao 






By Balance 

b/d 

toe 


As will be obvious to students, both methods have the same effect, 
and £200 will be shown in the Balance Sheet as a liability. 

NoU 4. For the purpose of income tax the charge made by the partners 
is analogous to partners' salaries, and would be added to the profits 
accordingly. 

lUustration. A and B are equal partners. On 31st March, 1952, 
the following balances stood to the credit of the partners — 

A — Capital Account ;£3o,ooo B— Capital Account £12,600 

A— Current Account £2,080 B — Current Account £9bo 

The partners agree that A junior (A*s son) shall be admitted into 
the firm as and from ist Apxff, 1952, it being provided that — 

fa) Pa^ership salaries to be CREDITED :B £750 and A junior £600. 

((; A junior to have a tenth share of the profits, such share being 
borne by A. 

(c) Interest on Capital and Current Accounts at 5 per cent per 
annum. 

M Interest to be charged on drawings of A and B. 

On 1st April, 1952, B transferred h& rights in a patent to the 
firm, and it was agreed that £3,000 should be credited to his^apital 
Account therefor. 

On 1st Octobm*, 1952, A paid £5,000 into the firm by way of 
additional capital. 
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The partners' drawing were: A £2,600 interest £65). B £x,8oo 
(interest £^), A junior £500. 

In addition to the accounts necessary to efiect to the above, 
the following balances were extracted from the bocdrs of the firm as 
on 31st March, 1953. 


£ 

Factory 20,566 

Sundry Crediton 4*081 

General Expenses I 4*737 

Stock, 3i8t March, 1953 ..... 10,224 

Provision for Bad Debts, 3i8t March, 1952 . . 400 

Sundry Debtors ...... 12,860 

Furniture, Plant, and Machinery, . 21,506 

Cash in Bank 4*048 

Shares in ** X,** Ltd. (2.000 of £1 each fully paid) . 2,000 

Gross Profit 35*320 


After making the adjustments as required below, prepare Profit 
and Loss Account for the year ended, and Balance Sheet as at, 
31st March, 1953. 

{a) The furdture, plant, and machinery were revalued at £17,388 ; 
shares at £1,500. 

(6) Expenses outstanding at 31st March, 1953, £226; prepay- 
ments £658. 

(c) Provision for Bad Debts to be increased to £700. 

The second portion of the account on page 612 is the appropriation 
section of the Profit and Loss Account, as every item contained 
therein is an " internal matter and, as such, affects not the dimen- 
sion of the profits, but their allocation as between the partners. 
Unless otherwise stated, profits should always be split before any 
** internal adjustments, e.g. Interest on Capital, are made, the 
latter being as clearly appropriation items as those comprising the 
formal division of profits. 
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ACCOUKTANCy 


Profit and Loss Account for ths 
Z> r. Ybar ended 3XST March, 1933 Ct . 


To General fixpeoBM 
I. Depreciatico 
„ Bad Del>U 
„ toea on Inveat- 
menta . 
Balance . 

c/d 

£ 

£ 

I4»305 

4,I2« 

300 

300 

16.597 


By Groat Profit 

b/d 

i 

SS»^ao 



£ 

35,830 




£ 

35.6eo 

To Salarlea— 

A Jnr. . 

B . 


600 

73P 

1,350 


By Balance . 

„ Intereat on 
Drawings — 

jj ^ 

b/d 


16,597 

„ Interest on 
Capitals — 

B » 




B . 


40 

103 


1,635 

780 

*,405 

147 

X3,8oo 





„ Interest on Cur* 
tent Accounts — 
A 

B 


Z04 

43 




1 


„ Balance: Profit 
divided— 

A 

|x £z2, 800 £6,400 
Ltt$ A Jnr. z.aSo 

B 

1 X £z2,8oo. 

A Jnr. 

X £ia.8oo 


5.ZS0 

6,400 

1,380 




\ 












£ 

z6,703 




£ 

16,703 

. 










[The Balance Sheet is shown on page 613.] 


Receipts and Expenditure Accounts. Reference has already been 
made to this method of drawing up accounts, so that no difficulty 
should be encountered in the case of professional partnerships. 

Illustration. A and B share profits in the ratio of 3 : 2, on the 
basis of fees received. The first year's Trial Balance dated 30th 
September, 19. . is as follows — 


Trial Balance 

Dr, 

Cr, 

Capitals (after adjustment of Drawings) — 


L 

£ 

A 



400 

B 



340 

General Expenses ..... 


300 


Furniture and Equipment 


230 


Bank 


920 


Debtors . . . . . ! 


230 


Fees Account (per Bills Delivered Book) . 



960 



ii.yoo 

£1,700 


^ Interest on Capitals— 

A : ^£30,000 at 5% per annum for one year 
^3000 at 3% per annum for six months 

B: j£x3,6oo at 3% per annum for one year 


1.500 

1*5 

X.625 

780 





Balance Sheet as at 31ST March, 1953 
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% 36 i \ |£6,993|£i»3go[ I 14.6371! 
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Show Profit and Loss Accoont and Balance Sheet 


Profit and I^ss Account for the 
i>r. Year ended 30TH Sbptbicber, 19.. Cr. 



^ This account may be shown thus — 

Dr, Fees Cr. 


To Debtors Reserve . 

„ Profit and Loss Account 

1 


■ 

By Sundries . .1 

9 ^ 


■ 


■ 




To save time in examination work, the details may be inserted in t^e Profit 
and Loss Account itself as an inset column, e.g. — \ 

Fees ^£960, less Debtors Reserve ^£230, equals £7^0, \ 


Balance Sheet as at 30TH September, 19 . . 



£ 

£ 


£ 

£ 

Capital Accounts — 



Bank 


pao 

A: Balance .... 

400 


Debtors 

ago 


Phu Ftoftt .... 

asB 


Lus Debtors Reserve 

330 

nil 



658 




B: Balance . . . . 

340 


Fumituze and Equipment 


330 

Phtt Profit . 

17a 







3 X 3 






£x, 17 o 



£x.i 7 o 


Preparation of Partnership Accounts by Single Entry. If accounts 
are prepared on the single entry system, the methods already 
explained apply, except that separate capital and current accounts 
will be kept. 

^ Illustration. A and B are partners keeping their books on the 
single entry system. 

The assets, less liabilities at ist January, 19 . , , were £8,000. 

The assets, less liabilities at 30th June, 19. ., were £6,800. 

Drawings, A £1.000, B £820. 

B has used £100 firm goods for private purposes. 

The charge for interest on capital is A £125, B £75, being at the 
rate of 5 per cent per annum. 

They share profits equally. No interest is charged on dtavirings. 

Provide £300 depreciation. Show Statement of Profits and State- 
ment of A&drs at 30th June, £9. .. 
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Statsmbnt of Profits for trb Hatf-yrar 
Dr. EN13 RD 30TH June, xg. • Cr. 



CaplUl Acoountt — 
B 


5.000 

3.000 


£ 

8,000 


£8.000 


Sundry AmoIs (leii Lit* 
UUtiM) ' 

Liot Dqpnoiation 

Current Acooonte — 

A: Dnwinm 
Lett Front . £xzo 
.. Intareetoi 

Capital . zasi 


B: Drawings 
Ims Front • £zzo 
Interest on 
Capital. 73j 


£ 

£ 


6.800 

300 

Z.000 


SS 5 

763 

pso 

*85 

733 




6,300 


1,300 

£8.000 


Note. Detailed assets and liabilities eliminated. Interest for half-year is 
2 \ per cent. The capitals are : A ^ X ;^I25 =^5,ooo ; B ^ X * ;£3,ooo. 


Illustration. Denholme and Wilsden were partners faring profits 
3 : I, there being no interest on Capital, partnership salaries, etc. 
On 1st January, 19.., Cullingwo^ was admitted a partner. 
Goodwill was valued at £4,800, not to be brought into the bocdcs. 
The new basis of profit sharing was Denholme one-quarter, Wilsden 
one-half, Cullingworth one-quarter. No interest on Capital nor 
salaries are to be charged, except that Wilsden is to receive £200 
per annum as from ist April, 19. .. 

Wilsden and Cullingworth paid Denholme their share of goodwill, 
the money being left in the business as additional capital of 
holme at 4 per cent per annum as from zst January, 19.4. Culling- 
worth paid m cash capital of £3,000. 

The last Balance Sheet of the old firm as at 30th June prior to the 
change was — 
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ACCOUNTANCY 


Balamcb Shkbt at 301B Joke, 19. 



i 

1 

Creditors 


4,*7» 

Accruals 


187 

Capitals— 

Denholme . 

8,359 


Wilsden 

4.713 

13.072 










Fixtures, etc. . 
Motor Vehicles 
Debtors. 

Stock 

Bank 


£ 

2»|6o 

6,230 

4^167 

3.123 


ii7..43o 


The following information is disclosed by the books — 

To 31st Dec. To 30th June 


Cash received from Debtors 

7.432 

8,622 

Cash paid : Expenses 

1,848 

2,290 

Cr^itors 

3.269 

7i567 

Drawings : Denholme 

520 

330 

Wasden 

400 

uoo 

Cullingworth . 

— 

i6o 

Sales 

8.310 

10,800 

Purchases 

4.230 

8.180 

Bad Debts 

270 

nil\ 


Expenses outstanding at 31st December and 30th June were 
;£i 73 and £123 respectively. Stock at 30th June, 19. was £3,200. 
No Stock was taken at 31st December, but it was agreed that it 
should be estimated at a figure consistent with the total rate of 
gross profit earned for the whole year. Depreciation is to be pro- 
vided on the Motor Vehicles at 20 per cent per annum. 

Prepare Trading and Profit and Loss Account for the year ended 
30th June, 19. . and Balance Sheet at that date. Ignore tax. 


Trading and Profit and Loss Account for the Year ended 


30TH June, 19. . 



To 

Sxat Dec. 

To 

30th June 

Total 


To 

3XStDec. 

To 

30th June 

Total 

To Stock 
„ PurchascM. 

M. Grow Profit c/d, 

1 

4,830 

8 . 493 ‘ 

£. 

6,x8o 

3,340 

£ 

4,167 

13,410 

5,733 

By Sales 
„ Stodc . 

1 

8,3x0 

8,580 

£ 

10,800 

3,800 

£ 

x9,xxo 

3,800 


J>^~ 

£14,000 

£33,310 


£10,890 

£14,000 

£»,, 3 io_ 

ToBxMQiet'. 

„ Baa Debts 
„ DapredatioD 
„ Balance o/d 

*,834 

a7o 

175 

ai4 

3,340 

835 

4,074 

270 

330 

x ,039 

By Gross Profit 
b/d 

8,493 

3,340 

5.733 


_£?i4?S_ 

£3,840 



j£,.49S 

£ 5,^0 

£ 5,713 

IbSataiy • 

„ lataraat on Cap- 

Profit-* 
Daobolne 
Wfladaa 
CulUafworth . 

x6x 

S 3 

50 

48 * 

1 

x8a 

353 

xSa 

50 

48 

? 

By Balance b/d . 

3 X 4 

885 

“S 

1.039 


_ lC «4 

£»*5 

£14139 



. lP »5 










For Notes ^ • and • see page 617. 
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Balance Sheet as at sotb June, 19. 




S»»oo 
9 ,Ot6* 
7, *93* 


Cieditoif— 

Goods . 

Expenses . 

Capitals— 

Balance, zst Julp, 

CtfSintrodu^ 
Goodwill . 
Inteiest on Capital 
Salary . 

Profit . 

Drawings 


D 

£ 


w 

£ 


3.743^ 

_ 

£ 


8,339 4,713 

a,400» 

48 


3,000 


343 


30 

416 


z8a 


11.130 5,179 3 .i 8 a 
850 i,xoo 360 


£10,300 £4.079 £a,8aa| 


£ 

3,868 


17,201 


Fixtures, ete, 

Motor VeU^ 

Less Depredation 

Stock , 

Debtors 
Bank . 


»t ,730 

. 330 


iSS£SL 


Notes : 

tr\ ^*310 ^ __ . stock at 31st December automatic- 

' ^ 19.110 ^ ^ •* aUy £2,580. 

(2) Expenses 


To Cash . 

„ Balance c/d 

17848 

173 

By Balance b/d 
„ Profit and Loss Account 

1.834 


£2,021 


£2,021 

To Cash . 

„ Balance c/d 

2,290 

123 

By Balance b/d 
„ Profit and I.,oss Account 

173 

2,240 


;^ 2 . 4 I 3 


£2.413 



By Balance b/d 

123 

(3) 4 per cent p.a. for 6 mos. on £2,400 (see Note 5 below). 


(4) 

Creditors 


To Cash (i) . 

„ Cash (2) 

„ Balance c/d . 

£ 

3.269 

7.567 

5.745 

By Balance b/d 
„ Purchases (i) 

„ Purchases (2) 

£ 

4.171 

4.230 

8,180 


£16,581 


£16,581 



By Balance b/d 

5J45 


(5) Goodwill 

DWG 
Old Shares f i — 

New Shares I I i 

Sells i Buys i Buys ^ of £411800 
Cr. £2,400 Dr. £1,200 Dr, £1,200 
[For explanatioa of method used in adjustment of goodwill, see pages 637 (a6) and 6a9*) 
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Not0S 

(6) Bakk 


To Balance b/d 
„ Bebtora (1) . 

„ Debtors (2) . 

„ Goodwm . 

„ CuUingworth 

£ 

3 . 1*3 

7.43* 

8,622 

2,400 

3,000 

By Expenses (i) 

„ Expenses (2) 

„ Creditors (i) 

„ Creditors (2) 

„ Drawings (i) 

„ Drawings (2) 

„ Balance c/d 

1,848 

*.*90 

3.*69 

7.567 

920 

1.390 

7.293 


£^4.577 


£* 4.577 

To Balance b/d 

7.293 



( 7 ) 

Debtors 


To Balance b/d 

Sales (i) . 

Sales (2) . 

£ 

6,230 

8,310 

10,800 

By Cash (i) . 

„ Ca8h(2) . 

„ Bad Debts . 

„ Balance c/d 

\ 7.43* 

\ 8,622 

\ 270 

\ 9.0X6 


£* 5.340 


£^5.340 

To Balance b/d 

9,016 




Division of Profits. The methods of division of profits are un- 
limited, but the principles involved are usually simple, depending 
upon the method of computing the particular figure. As an illustra- 
tion, the following may be considered as typical. 

lUustration. A and B are partners sharing profits 3 : 2. Their 
capitals are £3,060 and £1,000. On ist November, 19. ., C enters 
the partnerslup, the terms being that he shall pay £500 for his share 
of the goodwill (which sum will be paid out to the other partners in 
their profit-shanng ratio) and introduce £500 capital, and that the 
profit and loss-sharing ratio be so adjusted that between A and B 
the former ratio is maintained, while between B and C there shall 
be the same ratio as between A and B. 

The capitals are to be adjusted in cash (without disturbing the new 
total capital) so as to correspond with the new ratio, and interest 
on capital is to be taken at the rate of 5 per cent per annum through- 
out the period. The profits for the year before adjusting interest 
are ]^x»900, the proportion due to the period before and after the 
a dm iss io n of C being found on the basis that profits are in uniform 
ratio to ^es, the average monthly sales for the first eight months 
twice as high as for the latter four months (i.e. ist September 
tira^st December). ^ 

mow^the. partners* accounts and the Profit and Loss Appropria- 
tioii Accouni>ior the year ended 31st Dec^ber, 19. . . Entries are 
to be made to^nearest £. Ignore Drawings. 
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Dr, ciAmAA Accoimxs Cr. 




■ 

n 

B 

c 

n 

im 

■ 

A 

B 

C 

* 9 -- 
Nov. t 
Dec. $i 

ToCmAi . 
p. Ba^ 
aocea . 

o/d 

£ 

900 

a,x6o 


£ 

960 

M.. 

Jan. X 

Nov. X 

By Bal- 
ance! 

IP Caih . 

pp IP • 


£ 

9pO«o 

£ 

X ,000 

440 

~r 

32 




£3*060 

Iz.440 

£ 9 «> 




>£3p06o 

IZp 440 

£980 







,X 9 .. 
Jan. X 

ByBal- 

b/d 

i,x6o 

Xp 440 

9 <o 

Dr. 


Current Accounts 



Cr. 




A 

B 

c 




A 

B 

c 

19.. 

Dec. 31 

To Balancea 

c/d 

£ 

x,X4a 

00 

I 

40 

Deo. 3X 

Bylnterett 
on Capital 


£ 

146 

£ 

54 

£ 

8 








,, PloSta— 
(xo month!) 
( amontb!) 


9*4 

78 

6 x6 

48 

5 * 




BSSI 

m 





Ix»X 48 

£718 

£40 




■ 

■ 

1 

19.. 
Jan. I 

By Bal- 
ance! 

b/d 

XpX 4 S 

7x8 

40 


Dr, 

*9.. 


Profit akd Loss Appropriation Account 


*9 


To Intexe!t on Capital! 

A (xo montu) . zaS 

( * 

pp ) . x8 

B (xo 

pp ) • 4 * 

( * 

p. ) . *a 

C( a 

.. ) . 

Profit! (xo month!) I 


:nt 

„ Profit! (a month!) 


. . 7 a 

B: A 

. 48 

A 

. 5 * 


£ 

£ 

X46 


*1 

ao 8 

t 

Xp 340 

• 

15* 


£x.900 


Dec. sx By Balance 


Cr. 

b/d|| x.^ 




1 ;£z«7io leas Intezest on Capital /170 ^z,540- (See page 6ao.) 

* jfzpo leas Interest on Capital ^58 £^ 5 ^- (See page 6so.) 



























ACCOUNTANCY 


6 zo 


The interest is calculated as follows (to the nearest £) — 

5 % annum on — 

A — £3,060 ioT 10 months 
B— 2 i,ooo 


A — £2,160 for 2 months 
B— ^1.440 
C— £ 960 


I 

128 

42 

18 

12 

8 


X70 

38 

£208 


The profits are split up : 

(а) As regards partners — 

For the first ten months : A. B, 

For the latter period this ratio must be maintained, 
one put into force between B and C. Thus — 

A : B : C 9 : 6 : 4 

For the last two months : A. ; B, ; C, ^ \ 

(б) As regards time — 

In the first eight months, the average monthly sales are twice as 
heavy as in the last four. Therefore, as the gross profits vary 
directly with sales, the profits wiU be apportioned thus — 

8x2 16 4x1 = 4 Total, 20 

In the first period of ten months of the profits 

have been earned, i.e. £1,900 X ^ = £1,710, and in the latter period 
of two months i.e. £1,900 X = £190. 

These amounts are split amongst the partners in the ratios shown 
above, less interest on capital for the appropriate period. 


andl^a similar 


SECTION B. ADMISSION OF A PARTNER 

The most important adjustments necessitated by the admission 
of a partner are those involved by the revaluation of the assets and 
liabilities at true values in place of book values. 

Revaluation of Assets and Liabilities on 
AN Admission 

(I) Values to be Altar^ in Books. It has been seen that upon the 
admission of a partner it is necessary to make a revaluation of all 
the assets and liabilities so that the true position of the partners at 
the date of such admission may be ascertained. 

Method I. The entries are as follows — 

(j) The assets at book values are debited to a Revaluation 
Account^ corresponding credits being made in the Assets Accounts. 
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(2) The assets Bt BBVI8BD values are debited to the Assets 
Accounts and credited to the Revaluation Account. 

(3) The liabilities at book values are i^ited to the T 
Accounts and credited to the Revaluation Account. 

(4) The liabilities at BBVISED values are debited to the 
Re\^uation Account and credited to the Liabilities Accounts. 

(5) Depreciation in such assets as debtors, investments, and stock 
is treated by creating an appropriate provision, that is, the book 
values remain constant and are not passed through the Revaluation 
Account, or, if desired, may be shown on both sides at the same 
value. The amount oif provision required, either new or to the 
extent of an increase, if any, is debited to Revaluation Account and 
credited to Provision Account, e.g. Investment Provision. If the 
provision is to be reduced or eliminated, the entries will be the 
reverse. 

(6) The balance of Revaluation Account is treated precisely like 
a Profit and Loss Account balance, viz. — 

(а) If there is an excess of debits over credits, the Revaluation 
Account is credited to balance off and the partners' Capital (or 
Capital Adjustment) Accounts are debited. 

(б) If there is an excess of credits over debits the Revaluation 
Account is debited to balance off, and the partners' Capital (or 
Capital Adjustment) Accounts are credited. 

Illustration. A and B are partners sharing profits equally. They 
decide to admit C as a partner. It is necessary to adjust the values 
of assets and liabilities in the books before C’s admission. 


Balance Sheet, as at 31ST December, 19.. 



£ 

£ 


£ 

£ 

Creditors 


1,000 

Cash in Bank . 


600 

Capitals — 



Debtors . 


1.500 

A . . . . 

1,700 


Stock 


1,400 

B . . . . 

1,200 


Fixtures . 


400 



2,900 





■ 

5 



£ 3.900 


At this date (when C is to be admitted) it is found that the 
estimated value of the debtors is £1,200 and fixtures £250, whilst 
an investment not recorded in the books previously teikeu over in 
part payment of a debt is worth £400. 

You are required to prepare (i) Joumsd entries; {2) Revaluation 
Account; and (3) Bakmce Sheet after givmg effect to the above. 
For the purpose of this illustration, goodwill may be ignored. 
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Dec* 31 


Revalaation Account . Dr* 

To Fixturee 
„ Bad Debts Provision 
Being transfers to Revaluation Account at{ 
date of C's admission. 


Investments Dr. 

Fixtures Dr. 

To Revaluation Account 
Being items revalued at date of C*s admis-| 


£ 

700 

400 

300 


400 

250 

650 


A Capital Dr* 

B Dr. 

To Revaluation Account 
Being loss on revaluation transferred to| 
Capital Account 


*3 

25 

50 


Dr. 


RsviiLUATiON Account 


Cr. 


ip,. 

DtG,st TePUtum 

„ Bad Debts Provisioa 


» 11 £ 

4fm Dec. jx By Fixtures 950 

soo „ Investnieots 400 

„ A Capital . £s5 

» B .. as 


\£7oo\ \0oQ 


Balance Sheet (aftsf giving effect to the above) 



£ 

£ 


£ 

'£ 

Creditors . 


1,000 

Cash in Bank . 


600 

A Capital * 

1,700 


Debtors . 

1,500 


Legs Loss on Revalue- 



Less Bad Debts 



tion 

25 


Provision , 

300 




1.675 



1,200 

B Capital . 

1,200 


Stock 


1,400 

Less Loss on Revalua- 



Investments 


400 

tion 

25 


Fixtures . 


250 



LI75 






£3.850 


■ 

£3.850 


Alternatively the entries may be made as below — 


MMad 2 . 

Debit Revaluation Account with — 

(a) Increased Liabilities (credit Liabilities). t 

{b} Decreased Assets (credit Assets).^ 

i In case of Investments. Debtors, and Stock the old book value will 
be mutiitiirbed and the credit will be to a I^vision, e.g. Investments^Provision* 
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Credit Revaluatioii Account with~ 



The balance will be treated as profit or loss exactly as (6) in the 
previous set of entries. The entries for the foregoing revaluations 
will be- — 


JOURllAL 


£ 


150 

300 


£450 


The resultant Balance Sheet will be identical with that shown 
above. 

(2) Values to Remain Unaltered in Books. Where the new firm 
desire to keep the old values of assets and liabilities unchanged 
in the bookSi the following procedure is adopted — 

(а) The old firm credits the increase in value of assets (and/or 
decrease in amoimt of liabilities) to a Memorandum Adjustment or 
Revaluation Account and, instead of being posted to the Ledger 
Accounts, the items are Imught down on the opposite side* in the 
manner of balancing an account. The credit in the top portion is 
closed by a transfer to the credit of the old partners* Capital or 
Current Accounts in the old profit ratio ; whilst the debit b^w the 
line is treated as a LOSS to the new firm and closed by a transfer to 
the debit of Capital or Current Accounts of the new partners, just 
as if the increase in worth to the old firm has been actually lost at 
the very inception of the new firm. 

(б) The converse procedure is followed in the case of a decrease 
in value of assets (and/or increase in amount of liaMlities). 

From the above figures the appropriate Journal entries are made 
and posted to the L^ger. 

lUustaration. If the altered values in the example on ^page 621 
were not to be permanently recorded in the boom (and aasuming 
new profit-diaring ratio to be : A B and C |) tne adjustment 
would be— 


19 -. 
Dec. 31 


DrJ 

Dr, 

Dr, 


Investments 
A Capital . 

B 

To Fixtures . 

,, Bad Debts Provision. 

Being adjustments of values of assets and| 
liabilities at date of C's admission. 
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Df. Memorandum Revaluation Account Cr. 


Deo. 3x 

To Deonaae in Value 
Aaaeti: 

Fiztim 

Debton 

of 

300 

0/d 

£ 

450 

ri?- 

Dec. 5 x 

By Increase in Value of 
Assets: Investments . 
„ Capital Accounts: 

A: * . . 

B: i . . *3 

c/d 

£ 

400 

3® 

19.. 

Jaci. I 

To Reversal of Entry . 
„ Cartel Accounts: 


b/d 

i 

19. • 

Jan. I 

By Reversal of Entries 

b/d 

£450 

430 


£20 

80 

xo 


50 


' 







£450 




£450 


Df. 



Capital Accounts 



Cr. 



A 

B 

C 



m 

B 

C 

To Loss on Revalu- 
ation . 

„ Balances 

c/d 

£ 

83 

*.693 

£ 

85 

1.893 

£ 

xo 

By Balances 
„ Loss on Reva- 
luation written 
back 

b/d 

£ 

1.700 

80 

t 1,800 

\ 

80 




£1,780 

£ 1.880 

£10 




£ 1,880 


1 





By Balances 

b/d 

1.693 

1.195 

XO 


Gocgdwill. It is not essential to the present purpose to enter into 
elaborate detail as to the precise significance of goodwill, nor into the 
numerous points connected with it, which are largely matters of 
academic discussion and argument ; but none the less a clear con- 
ception of the basic idea is imperative. 

Goodwill is an intangible, but not necessarily a fictitious, asset 
repre^ting the value — ^however difficult its appraisement may be 
— ^to its owner of benefits arising from the business in question, 
such as the sole right to enjoy the profits of the business, and, where 
goodwill has been acquired, the sole right of succession to the advan- 
tages of the business which have been built up in the past. Goodwill 
apses mainly (a) by personal reputation of the owner, (b) by reputa- 
tion of the goods deiit in, (c) by site monopoly or advantage, {d) by 
access to sources of supply, e.g. large quotas, and {e) for patent and 
trade-mark protection. 

TTie purchaser of goodwill acquires the trade marks, patents, 
copyrights, etc., of the business as well as the benefits of contracts 
and all the benefits accruing from the location, reputation, connec- 
tion, organization and other exceptional features of the business. 
The purchaser will seek to express the sum payable in of the 
compounded or capitalized value of an annuity of future differential 
or super’* profits, that is those profits in excess of the marginal 
return noim^y arising. 
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No fornmla can be laid down for the accurate measineiiient of 
the value of goodwill, and in practice a jpwchaser will be prepared 
to pay a stun re{»resenting a number purchase of reeqat 

annual average {^ofits, e.g. three years’ purchase, according to the 
estimated worth to the buy^ of the future earning cap^ty of 
the business, the risk of the discontinuance or diminution in such 
future profits being duly considered. Obviously, if the nature of 
the business is sudb that the profits are likely to decline, or that 
there is an abnormal risk of a disccmtinuance of reasonable earn- 
ings, the buyer will naturally reduce his bu}dng price accordingly. 
Such circumstances as the business being largdy successful owing 
to (i) the personality of the past proprietor, (2) the particular 
situation of the premises held on a short lease, (3) monopoly con- 
ditions which are not likely to continue, or (4) a temporary fashion 
or craze will also influence the goodwill estimate. 

In the same way as a prospective purchaser is prepared to make 
a payment for goodwill in acquiring a business, so is a prospective 
partner prepar^ to lay out a sum for a share in a business. The 
principle is the same in both cases ; in the first pasment is for the 
whole, in the second for a share of the business. In both instances 
the owner, or owners, will require compensation for loss of benefits. 

Following this rule, a retiring partner will naturally expect to 
receive compensation for the surrender of his rights in the partner- 
ship, whether a new partner be admitted or not. 

The books of account may or may not record a figure for good- 
will ; in fact, unless arising by purchase, goodwill does not usually ap- 
pear in the books, it being regarded as contrary to good accounting 
practice to write up a created goodwill. 

Even if the record be made it may not represent the true value 
because of the inherent difficulties of valuation, particularly as 
from time to time the asset is susceptible to extreme fluctuations. 
Hence it is always necessary to find the true (or nearest possible 
approximation) value of goodwill, and for that matter of any OTHER 
ASSET and liability upon any change in the constitution of the 
firm — whether in respect of personnel or of profit proportions. 
Nor is the valuation less essential merely because at the time of 
change no record appears in the books of account. 

The circumstances usually calling for the ascertainment of the 
true value of goodwill are — 

fi) The admission of a new partner. 

(2) The death or retirement of a partner. 

(3) A combination of (i) and (2), i.e. where a new partner is 
substituted for an old partner. 

(4) A dissolution of p^nership, which includes the sale of the 
business to any other individual, firm> or company. 

(5) A change in the ratio of sharing profits and losses by what- 
ever name su^ shares are designated. 

(6) A change in the mode of aacartaining profits and losses. 
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Calculilaon ctf Value. For the purpose of a sale, goodwill is gener- 
ally valued <nt the basis of a numoer of years’ purchase of the annual 
net profits calculated by reference to recent years and having r^ard 
to w probable maintenance of such profits in the future. No nxed 
number of years is used, but it will generally be from three to five, 
depending upon all the circumstances. When this method is used, 
the purdmwe-price will be either— 

(a) the figi^ arising from the multiplication of the average 
prc^t by the number of years chosen, without modification, or 
(&) that figure less deductions for— 

(il reasonable remuneration of management ; 

(ii) interest on capital, divided between (a) "pure" interest 
and (b) "risk" interest, or 

(e) that figure used as the basis of a return from an investment, 
less the net assets .other than goodwill. | 

dostration. Goodwill is to be valued at two years' pucdiase of 
the average profits of the last five years, viz. — ' 

£1,200; £i,Boo; £$,000; £Boo; £2,400; Total ;^9,2oo. 

(t) Average profits »= £1.^40 

(2) Two years' purchase *= 1,840 x 2 =■ £$fiBo 


Illustration. The net assets of a business belonging to S are £6,000, 
exclusive of goodwill, and the profits are £1,500 per annum before 
charging any proprietorship salary, or interest on capital. 

Assuming that these profits may reasonably be expected to con* 
tinue and that the owner expects a minimum return of 4 per cent 
for "pure" interest — equivalent to that obtaipable on a British 
Government Stock — and per cent for risk, together with a re- 
muneration for service of £500, the super-profits be— 


Profits of business ....... ;^if5oo 

Less (x) "Pure" Interest on ;^6,ooo at 4% p.a. . ;^240 

(2) "Risk" Return on ;^6.ooo at p.a. . 510 

(3) Remuneration 500 

— 1.250 


Super profits ^250 


As the proprietor expects a minimum return of 12| per cent per 
annum on his capital invested in the business, the mflYimn ni 
valuation of goodwill is the sum invested at this rate that will 
produce a yearly return of £250, i.e. x £250 = £2,000, although 
the valuation is often made by taking a certain number of years* 
ptmhase of the super profits. ^ 

Looking upcm the busings as the equivalent of an invesihent, 
the value of the business (having regard to risk involved and the 
return expected of businesses of a similar nature) tairjn^ a mini- 
tnum return of 12} per cent will be the sum invested at 12} per 
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ceat per aninmi. that ^ imdace a jwariy letwai ^ |i4K ^ 

profits of £z.5oo less imiioeaatiaa nanacKiDent Sadi 

a sum equals ^ X £x,ooo <■ j|^,ooo. Al%ie net assets of tlui 
bushiess, exdodiog goodwill, axe £6,Ooo, the value of goodwai is 
£z,ooo. 

Thus, a purchaser of the above business would, givoi normal 
drcumstances, be prepared to invest ;^,ooo therein, in ordw to 
derive an annual income of £z,500, the purchase price being com- 
prised of two parts, viz. for net tangible assets, £6,000; and for 
goodwill, £ 2 , 000 . 

In respect of professional businesses where the eaminj^ capacity 
is largely based upon the individuality and personality of the 
proprietor, the saleable goodwill is normally less than that of a 
non-professional business. Usually the basis is two years’ purchase 
of the annual recuning fees. 

In all cases, ruling rates of interest will exert a strong influence 
cm the question of the niunber of years to be taken for the (mculation, 
the lower the ruling rate, the greater the number of 3rears. 

It is sometimes suggested that, when there are available profits, 
goodwill should be written down, but it will be seen that the lugger 
the profits of a business, the higher is the goodwill value and if the 
profit trend is upwards so will m the good^^ value, and vice versa. 
Thus it is in adverse times that goodwill should really be written 
down. 

GOODWILL ON ADMISSION OF A NEW PARINBR 

Goodwill is dealt with on the introduction of a new partner as 
follows — 

(1) Where Goodwill is to be brought into the Books at the Revised 
Value. Goodwill Account is created or adjusted to represent the 
value of the whole asset, the necessary credit being made to the 
Capital Accounts of the old partners in their old profit-sharing ratio. 
The total sum paid by the incoming partner, including fhat paid 
for his share of goodwfil, is credited to his own Capital Acitount. 

(2) Where Goodwill is not to be brought into &e Bodes. 

{ a ) Memorandum Revaluation Method. The created or 
adjusted goodwill is credited to the old partners in their old profit- 
sharing ratio and debited to the new partners in their new profit- 
sharing ratio. The total sum paid Iw tiie incoming partner, indud- 
ing that paid fco' his share of goodwill, is credited to his own 
Account. 

( jb ) Purchase and Sale Method. The fractions of goodwill 
bqu^t and sold by the partners are foimd, and adjustments are 
made between the partnos for the sums represented by these 
fractions of the totm eoodwilL The total sum paid by the in- 
corn^ partner, indnd^ that paid fm fa» share goodwill, is 
aeditod to his own Csqatu Account; 
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{c) Premium Method, (i) The sum paid by the incomii^ partner 
for his share of the total goodwill, being the same proportion of the 
whole goodwill of the firm as is his share of the total prdBits, is 
divided between the old partners in their old profit-sharing ratio. 
This receipt may be d^t with — 

(a) As a private transaction — ^no entries being made in the 
firm's books. 

{fi) As a firm transaction, the cash being immediately with- 
drawn. 

(y) As a firm transaction, the cash being retained in the business, 
(ii) Where there is an alteration in the profit-sharing ratio between 
the old partners, a further adjustment is called for in respect of the 
sliare of goodwill passing from one old partner to another. 

The premium method is convenient only when the profit-sharing 
ratio of the old partners remains undisturbed, because it entails a 
further adjustment. [See page 629 (c)(ii).] . 1 . 

Illustration. A and B were partners sharing profits in the ratio of 
3 : 2, They agree to admit C as a partner, the new ratio\ of profit 
sharing to be 4 : i : i. For the purpose of the change, goodwill is 
valued at £2,400. No figure for goodwill appears in the books. 
Make the necessary entries in Journal form. \ 

Methods of Record, (i) Where Goodwill is to be brought into 
the Books. Journal 

i 

GoodwiU ...... Df 2,400 

To A — Capital: ^ . 1*440 

„ B— - „ ^ . 960 

Being GoodwiU at the date of C's admission. 


(2) (a) Memorandum Revaluation Method. The whole goodwill is 
brought in at the old ratio and written out in the new ratio. 


Journal 


Goodwill Df. 

To A — Capital : f 

»» B — »» i 

Bein g GoodwiU at the date of C's admission. 
A — ^pi^ : ! . Dr. 

„ i Df. 

C— ,, J . . . Df. 

To GoodwUl Account 

Being the eUmination of GoodwiU from the 
books at the date of C's admission. 


£ 

3,400 


1*440 

960 


1,600 

400 

400 

2.400 


Net result is A in debit for 
C in debit for 
B in credit for 


£ 

160 

400 

^60 


(6) Purchase and Sale Method. A schedule must be drawn up 
to ascertain the fractions of goodwill purchased dr sold by each 
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partatf , torn which aie obtained the requisite amounts for tiie 
approfHiate Journal oitries. 

, 

SCHSDULB OF ShaRBS OF Go 6 x>WILL 
[Goodwill » ;£2,40 o] 


B 


Old Shares Sold . 

f 

1 

.mmm 

New Shares Purchased . 


i 


Differences . 

Buy A 

SeU * 

Buy* 


£160 

Dr. 

£560 

Cr. 



Journal 


A — Capital . Dr. i6o 

Dr. 400 

To B— Capital . . 560 

Being adjustments in resect of purchase and 
s^e of Goodwill on C^s admission. 


(c) Premium Method. C will pay a premium of £400 on admission 
as a partner to take one-sixth share of the profits. This will be 
credited to A and B in their old profit-sharing ratio. As goodwill 
is not to be brought into the books, it is necessary further to adjust 
between A and B for the transfer of one-fifth of the remaining five- 
sixths goodwill belonging to A and B (after the sale of one-sixth to 
C), the ratio of sharing such five-sixths being altered from A g : B | 
to A ^ : B I . The remaining goodwill is £2,000. 

(i) JOJURNAL 

£ 

C — Capital Account ^ . . . . Dr. 400 

To A — Capital : g . . . 240 

»t B — f. ? . . . . 

Being premium of ;£400 charged to C on his 
admission. 


(ii) 


JOUIWAL 


A — Capital Dr. 

To B— Capital ..... 

Transfer of i of the total Goodwill, being i 
of A and B's combined share of such total 
from B to A on the alteration of the ratio 
in which they share their combined pro- 
portion of total profits from A g : B j to 
At : Bi.« 



1 This debit might be made direct to Cash or C's Loan Account. 
• i X £a.ooo]. 



The ^blned lesidt of the above aitries i$ the 
vioiidy obtaiaedL 

Old Goodwill Figdre to be Undistdebed , 
Problems frequently arise where the old goodwill figtu^ is re- 
corded in the bMks« and although the revised amount of goodudll 
must be utilized as the basis for the premium of a new partner, the 
old figure is to remain unaltered in the books. 

The uniischsed goodwill must be treated just as if it were the 
true goodwill, methods (2) (a), (6) and (c) shown on pages 627 and 
628 being applicable thereto. If the bare goodwill is less than that 
disclosed, converse entries should be made. 

Illustration. A and B are partners sharing profits in the ratio of 3 : 2. 
Goodwill appears in the books at £4,000, C is admitted a partner for 
one-fifth share, pa3dng therefor a premium of £1,000. Show the 
Journal entiy in respect of the above, utilizing the '‘premium*’ 
method, assuming that the ratio of profit sharing as betw^n A and 
B remains unchanged. \ 

Journal \ 


£ 

120 

80 


1,000 


1 

C — Capital ^ Dr. 

To A-~-Capital ..... 

,, B — „ , . . . . 

Being premium charged to C for one-fifth share 
of the undisclosed Goodwill. 


\ — 

£ \ 
200 

Cash Dr. 


1,000 

To C — Capital 



Being payment by C of the premium for one- 



fif& share of Goodwill. 




Illustration. Q and S sharii^ profits and losses in the ratio of 
3 : z have been in partnership for several years. 

0 is to be admitted a partner to pay in cash for capital £600, and 
to have a one-tenth slme in profits and losses. The premium for 
acqmring such share is £200, but he is unable to bring in cash. 

Show how the position may be dealt with. 

It is clear that the whole goodwill is £2,000, i.e. £200 X 10, 
which belongs exclusively to Q and S. Accordingly, a Goodwill 
Account will be oj^ed therefor and credited to the old partners* 
Capital Accounts in their old ratios. The Goodwill Account will 
either remain in the books or be written bade by the reverb process. 

^ As C is acquiring one>fifth share of the Goodwill for £1,000, the whole 
CoodwiU is £5,000, of which £4,000 already appears in the boohs of the 
firm. Hence the vidue of the undisclosed Goodwill is £1.000, C's shai^ thereof 
£soo. As a result of being debited with £200 and created with £2,000, 
C's O^tal Account is credited with £800. If Goodwill realised £5,000, C 
would 4Boeive the £800 aforesaid, plus his one-filth share, of the profit on 
book vulne, such px^t being £x,ooo. 
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tfaefRBiiiiini may be cbaiged to O by v^of tbaa 
^with at widioat interest— to be reduced wit of yoofits. u the <dd 
partners <%ang«. os betwem themselves. Wr pr^t-shamg rati^, 
an adjnsbsieRt of their CafHtal Accounts is iweessary, as shomi 
tinder Method (c) on page 629. 

Disthiction Be t sse en Contribution and Purdiase of Share. A point 
of importance must now be considered, viz. the distinction betwewi 
an actual contribution to the firm's assets and the purchase of a 
partner's share, and in both instances the question of goodwill arises. 
In the former case the firm's assets will be augmented by the amount 
paid in, whilst in the latter the only alterations will be in the shares 
of the partners iiUer se, the combined capitals as a whole remaining 
unchanged. 


Illustrarion. A and B share profits e^uaUy and have equal 
capitals. Their Balance Sheet on C's admission (who is to pay in 
sufficient to give him a third share in the partnership) is — 


A AND B Bauincs Shbbt 



£ 


£ 

A Capital .... 

3,000 

Sundry Asaets 

6,000 

B 

3,000 




£6,000 


£6,000 


C would contribute the sum of £3,000, the resulting Balance Sheet 
being — 

A. B, AND C Balance Sheet 



£ 


£ 

A Capital .... 

3.000 

Sundry Assets . * 

6,000 

B 

3,000 

Cash 

3,000 

C 

3.000 




£9*000 


;f9.ooo 


Where he is to purchase his third share from a partner (say B), 
the assets side (where goodwiU is ignored) will remain unchanged^ 
thus — 


A, B, AND C Balance Sheet 


A Capital .... 

£ 

3,000 

Sundry Assets 

£ 

6,000 

B „ .... 

c „ , . 

1,000 

2,000 

£6,000 


£6^000 


ai— (B.ao8$) 
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lUustmtbn* Taking the same facts as shown on page 631, with 
the addition of goodwill, on the assumption that on his admis- 
sion, is to pay into the firm £5,000 for a third share in the partner- 
ship, the obvious inference is that A and B's combined share in 
the partnership must be twice that of C, and hence the total assets 
are £10,000* Goodwill, therefore, is £4,000 divided between A and 
B equally. The resultant Balance Sheet is — 


A. B, AND C Balance Sheet 



i 

1 



£ 

A Capital . 

3,000 


Sundry Assets . 


6,000 

^iiGoodwiU . 

2,000 


Goodwill 


4.000 



5,000 

Cash 


5,000 

B Capital . 

3,000 





ilAiGoodwiU . 

2,000 



1 




5.000 




C Capital . 


5,000 


\ 



L 

15,000 


1 — 

15,000 


If C is to purchase a portion of a partner's share for £5,000 — ^in 
this case, a third share in the partnership from B — the inference is 
that the combined worth of the assets of A and B is three times 
£5,000, viz. £15,000. Hence the goodwill is £9,000, which will be 
divided equally between A and B. 


A, B, AND C Balance Sheet 



i 

£ 


£ \ 

£ 

A Capital . 

Add Goodwill . 

3.000 

4,500 

7.500 

Sundry Assets . 
Good'\^l 


il 
*6 ^ 

B Capital 

Add Goodwill . 

3.000 

4.500 




Less Sale to C . 

7.500 

5,000 

2,500 









C Capital 


5,000 





£ 

15,000 


£ 

15.000 








The same principle occurs on the formation of a partnership as 
distinct from the admission of a partner. 

Illustration. A and B commence partnership as equal partners, 
A bringing in cash £2,000, and B sundry assets £3,000. , ^ 

The assets would be debited in the ordinary way, A and B respec- 
tively being credited with £2,000 and £3,000, but if they are to 
have an equal share in the parPnership the entries w^ be^ 
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Debit Cash . 2,000 Credit 

Goodwill. . 1,000 
Saadry Assets. 3,000 

If goodwill be ignored, the entries will be — 

i 

either (a) Debit Cosh . . 2,000 Credit A 

Sundry Assets. 3,000 B 

or {f>) Debit Cash . . 2,000 Credit A 

Sundry Assets. 2,000 B 

If the respective interests were 2 : z, A is to be assumed to 
bring in an equivalent of twice the assets of B, viz. £6,000, of which 
cash is £2,000, and, therefore, goodwill £4,000. The entries mil be — 

£ 

Debit Cash . 2,000 Credit A 

Goodwill . 4,000 B 

Sundry Assets. 3,000 

If goodwill be ignored, the entries will be — 

£ 

either {a) Debit Cash . . 2,000 Credit A 

Sundry Assets. 3,000 B 

or (b) Debit Cash . , 2,000 Credit A 

Sundry Assets. 1,000 B 

Adjustment of New Partner's Capital Account 

An incoming partner may be required to contribute capital in the 
same proportion as his proposed profit sharing ratio ; for instance, 
if he is to have one-quarter share of profits he must contribute one- 
quarter of the capital. This question is one largely of arithmetic, 
and students are apt to become confused in examination work be- 
cause of neglect of obtaining proficiency in dealing with questions 
of this tjrpe so frequently presented to the examinee in an ambigu- 
ous manner. Leaving aside all other considerations, the various 
phases of this type of problem will now be considered. 

(z) Incoming Partner to Contribute his Due Proportion of Capital, 
and the ORIGINAL Total Capita] is to Remain Unchanged. 

The rule in this case is that the incoming partner's capital con- 
tribution must be his profit proportion based upon the total capital 
existing at the date of his adimUion. 

Illustration. A's and B's capitals are £3,000 and £2,000 ; they 
share profits in the same proportion. C is to have one-fifth share of 
the prints; A and B continuing to share as between themselves 
as before. C's capital to be proportionate to his profit-sharing ratio. 
The capital of the new firm is to remain at £5,000. Show Capital 
Accounts. 

As C is to have one-fifth of the capital and the combined capital 
of the new firm is to remain at £5,000, he must contribute the sum 
of £1,000, and this sum will be t^en out by A and B propcartion- 
ately, thua- 


£ 

6.000 

3.000 


3.333 to nearest £ 
1.667 

2.000 

1.000 


£ 

$,000 

3.000 


£ 

2,500 

*.500 

2,000 

2,000 
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Original Capitals 
Revised Centals ^ 

Carii Adjustments 


ABC 

i £ £ 

3,000 2,000 fit7 

2,400 1,600 1,000 

Receive Re^ve Pay 

*£6oo £t,ooo 


Total 

£ 

5,000 

5*000 


(2) Where the Contribution by the Incoming Partner is to Remain 
in the Business. The proportionate contribution will be arrived at 
by taking the profit proportion and deducting from the denominator 
the amount of the numerator, e.g. one-fifth proportion becomes 
one-quarter, one-seventh becomes one-sixth, two-sevenths becomes 
two-nfths, and so on. 

Illustration. Same facts as in the preceding illustration, except 
that the amount of Cs contribution is to remain in the business, 
i.e. the new combined capital is to be increased by C's contribution. 

The amount of capital C must introduce is — i.e. J X\£5,ooo, 
viz. £1,250. ^ * \ 

The capitals, after C has contributed the £1,250, will appw — 


ABC Total 

l L i i 

3,000 2,000 1,250 6,250 


C thus has one-fifth of the combined capital. 

A's share of profits is now ^ X | 

B's share of profits is now f X | 

As the original capitals of A and B were proportionate to their 
profit ratios, they should so remain after the above introduction of 
capital by C. 

Thus A's capital is f J x £6,250 = £3,000. 

Thus B's capital is ^ x £6,250 = £2,000. 

In moblems of this nature the fact that the other partners' 
capital ratios are not equal to their profit ratios must be ignored, 
unless the questim requires adjustment of att the capitals; in any 
case, in determining the amount of the incoming partner's capital 
tte disproTOxtionate ratios of capitals of the old partners may be 
i^ored. Reverting to the preceding illustration, C must bring in 
either £1,000 or £1,250, as the case may be, quite irrespective of 
the composition of the old capital of £5,000. 

If the capitals of A and B were disproportionate as between them- 
selves, it would be advisable to adjust the position, e.g. if A's capital 
B's capital was £2,650, A would pay and B would 

receive £650. 

^ Restriction of Drawings until Capital Subscribed. On the admis- 
sion of a new partner it is frequently stipulated that his dril^rings 

^ C thus has one-fifth of the combined capital. 

* Withdrawals are ** proportionate" if tiie original capitals are ** propor- 
tionate." 
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shall be reatricted to a certain amoimt until Ids capital has been 
augmented to an agreed fi|;nie. 

Tlie impmrtant feature is that the balance of the new partner's 
Current Account or Drawings Account is transferred at tM mid of 
each jrear to his Cental Account in pursuance of the agreement to 
bring it to the requued amount. 

niustcation. A admits his two sons B and C as partners. He 
placed to the credit of their Capital Accounts the sum of £3,200 
and £800 respectively, representmg a profit on revaluation of assets. 
The capital of A is £7,000. The partnership agreement provides — 

(z) Interest on cajutal at 5 per cent per annum. 

(2) Profits and losses to be shared in the ratio of 3 : 2 : z. 

(3) Drawings of B and C to be limited to £500 and £350 respec- 
tivdy, until their capitals become proportionate to their profit- 
sharing ratio. 

The net profit of the first year after interest on capital was 
£5,400; The drawings were A £250, B £40, and C £25 per month. 

Prepare Appropriation Accoimt, Capital and Current Accounts of 
the partners. 


Dr. Profit and Loss Appropriation Account Cr, 




£ 

£ 

To Interest on 




Capitals — 




A . 


350 


B . 


160 


C . 


40 





550 

Balance—' 




A: i . 


2,700 


B: J 


1,800 


C: i 


900 





5,400 




£5.950 



Dr. Partners’ Current Accounts Cr. 




A 

B 


■bh 

■ 

B 

B 

C 

To Dnw^ngi 

M Tnuuifer to 
Capitftl 
Acoodoti 
Balanoof 

e/d 

£ 

ifioo 

50 

>3 

£ 

300 

640 

By Intereat on 
CapiUls 
„ ProSt . 

« 

£ 

350 

•tToo 

i 

«60 

i*Soo 

46 

900 



£sA90 

£1,960 

£940 



03 

mml 

£946 






By Balinow 

hid 

F^l 
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Dr. Capital Accouim Cr. 




A 


DU 

hhi 

■ 

B 

B 

C 

To BftlonoN 

c/d 

m 

i 

4.667 

£ 

1.440 

By Bolonoo 
„ Revolootiom 
Acooimt 
„ Current 
Accounts 

b/d 

€ 

7.000 

i 

S.400 

*.467 

£ 

600 

640 



£7,000 

m 

fCl.440 



£7.000 

<5 

£1.440 






By Balances 

b/d 

7,000 

4.667 

1.440 


The capitals to be proportionate to iffofit-sharing ratios should 
be. taking A’s to be the basic capital, A £7,000, B £4,667,0 £2,333. 
B, having reached his capital quota, wifi be free from the original 
restriction on drawings, but C is short of the required Iquota by 

£893. i.e. (£2,333 - £1.440). \ 

Illustration. A and B are partners sharing profits and losses 
equally. On ist September, 19. they admit C as a parti^r. The 
new profit ratios are 2:2:1. The profits for the year ended 31st 
December, 19. . , are ^3,000. 

Interest on capital is 5 per cent per annum as and from 1st 
September, 19. ., the capitals being: A, £1,800; B, £1,200; and C, 
£1,200. 

A reserve is to be created of £100 at 31st December, 19. . . 

C is to have a guaranteed minimum of £510 per annum, excluding 
interest on capital. 

The profits are to be apportioned on a time basis. Goodwill is to 
be ignored. Show Profit and Loss Appropriation Account. 


Profit and Loss Appropriation Account 
Df , for the Year ended 31ST December, 19. . Cr. 





A and B 

A, B 
and C 




Aand B 

A, B 
and C 


To Interest 
on Capitals : 

B ! 

. C . 

„ Rftaecve 
„ Balance, 

Net Profit : 

A 

B 

C . 1 

a 

£ 

(« 1,000 
({) 1,000 

£ 

30 

30 

80 

100 

ii 


By Balance 

b/d 

£ 

a,ooo 

£ 

x,ooo 

£a,ooo 

£1.000 


£t,ooo 


It is ass^ed that the reserve represents undistributed profits 
and is debited against the new firm, because, if and when it is 
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restored,!! will be credited to all the partners in the ratio of a ; 2 : i, 
assuming no further change in the constiti^tion of the partnership. 

C is entitled to a guaranteed minimum of ,^70 for the lour months 
ended 31st December, 19. . ; but as his proportion of reserve is £20, 
his real share of profits is £186,^ so that no adjustment is necessary. 
If, on the other hand, the partners agree to increase C's share of 
the profits as shown by the Profit and Loss Appropriation Account 
to £170, there will be a transfer of £4 to the credit of C and £2 
each to the debit of A and B ; but in this event, when the reserve 
is recredited to the partners, a reversing adjustment of £4 will be 
required. 

The position may be shown by assuming that the reserve is to be 
eliminated on the ist January following. 



(I) 

Wh«re no 
Reserve 
was created 

(a) 

Where Reaerve 
created and C 
credited with £z66 
and Reserve 
cancelled 

Total 

Where Reaerve 
created and C 
credited with 
and Reaerve cancdled 

Total 


£ 

i t 

i 

i 

i £ 

£ 

A— if . 

372 

33* + 40 

= 372 

330 + 

40+2 

“ 372 

B~j| . 

372 

332 + 40 

« 372 

330 + 

40+2 

“ 372 

c-i . . 

186 

166 -h 20 

= 186 

170 + 

20-4 

=!= 186 

Total 

*£ 9 ^o 


£930 

;^83o + iloo 

£93,0 








If the reserve is in respect of a Uahility,^ it will be charged accord- 
ing to the time or period when the necessity arose ; or apportioned 
between the old and the new firm on a time basis, i.e. £66 13s. 4d. 
and £33 6s. 8d. In the latter case the balance of profits would be 
£896 13s. 4d., of which C*s share is £179 6s. 8d., which exceeds his 
guaranteed minimum. 

If the reserve was in respect of a liability existing on ist September, 
the old partners might have dealt with it by debiting their accounts 
equally and crediting reserve. Further, they might have decided 
to reverse the above entry and charge it as a new firm (i.e. 2:2:1) 
loss, in which case the debit to Profit and Loss Appropriation 
Account would be against the new firm. C would thus have been 
credited with one-fifth reserve at ist September and £166 at 31st 
December, i.e. £186 being one-fifth of the profit of £930, no adjust- 
ment being required for the guaranteed minimum. Iliis has the 
same effect as if the reserve at ist September had not been brought 
in till 31st December, and charged in the Profit and Loss Appro- 
priation Account entirely against the old firm. 

If the reserve is in respect of a liability arising since the ist 
September, the Profit and Loss Appropriation Account gives the true 

* I.e. /166 -I- £20 

* I.e. - £70. 

* I.e. A provision. 
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necessitating an adjustment of /4 for guaranteed mmimum, 
that is, to bring C's share of profit up from £i66 to £170, 


SECTION C. AMALGAMATIONS AND ACQUISITIONS 
OF BUSINESSES 

Amalgamation 

Where a new partner brings into the firm assets with or without 
liabilities, it is usually in consequence of an amalgamation of two 
businesses, and the question of valuation of the assets and liabilities 
of both businesses will require settlem^t before the introduction 
of the new partner into the firm, so that the true capitals are shown 
at the date of such amalgamation. 

The entries are similar to those occasioned by a purcha^ of a 
business, viz. — 

Debit Assets acquired. 

Credit Liabilities assumed. 

Credit Vendor (i.e. new partner's capital). 

The entries in Journal form therefore are — 

Journal 


Date Sundry Aseets (detailed) . . . Dr. 

To Sundry Liabilities (detailed) 

„ New Partner's Capital 
Being assets and liabilities introduced by 
at this date as per agreement dated ... 


Illustration. A and B are partners sharing profits equally. 


Balance Sheet as at ist January, 19.. 



£ 

£ 



£ 

Capital — 



Cash 


300 

A . . . 

1,500 


Debtors . 


1,200 

B . . . 

1,000 


Stock 





2,500 




Cnditoii 


500 






£3.000 



£3.000 


C is to be admitted as p^ner to have one-quarter share in jNofits 
and losses ; and to contribute the assets less liabilities of hii| own 
business, which for this purpose are valued at /800, gbodwfilto be 
ignored. The assets and liabilities of C as revalued are Stock £450, 
Mbtors (Book Value £692) £550, Cadi £100 ; Creditm £300. 

Show Journal entries and r^ulting Balance Sheet of new film. 
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X stock 


* 



. Dr. 

Debtm • 





. Dr. 

Cash 

• 

. 

. 

• 

. Dr. 


To OaditoTB 

,, Bad Debts Provisiok . 

M C Capital 

Being assets and liabilities introduced by C 
at this date as per agreement dated 


i 

i 

450 

692 


100 

300 


Boo 




Balance Sheet as at ist January, 19. 



i 

■ 


i 

i 

Capital — 


■ 

Cash 


400 

A . . . 

1.500 


Debtors . 

1,89a 


B . . . 

1,000 


Less Bad Debts Pro- 



C , . . 

800 

HI 

vision 

142 







L750 

Creditors . 

■ 


Stock 


1,950 


■ 

g 



^4.100 


Illustration. A and B with a London office share profits 3 ; z, 
and amalgamate with C with a Manchester office, on the following 
terms — 

A B w 

Profits of London . ' i i t 

Profits of Manchester . •Alt 

The Goodwill of A and B is £4,000 and C £1,600 and an adjustment 
is required in respect of the gc^will attributable to each but the 
asset is not to appear in the books. Show the necessary entries. 


Dr. Revaluation Account — A and B Cr, 
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Dr. 


Cf. 


To C 

i 

1,600 

By Goodwill intro- 
duced c/d 

£ 

£ 

£1,600 

To Goodwill cancelled b/d 

£1.600 

By A . 

•» B . . • 

.. C . 

480 

320 

800 

£1^600 


Admission of Partner or Amalgamation during |a 
Financial Period 

Where a partner is admitted or an amalgamation takes place 
during the financial year, it is necessary to agree upon some mutually 
acceptable basis of arriving at profits prior to, and subsequ^t to, 
the date of admission, e.g. on a turnover or time basis, or other 
reliable data. Care should be exercised in the division as interest 
on capital (being an appropriation of profits) must not be charged 
before the ascertainment of the profits; whilst should a guarantee 
be given to the incoming partner the amount in the first accotmts 
(as with interest on capitd) will be proportionate to the period in 
which the new partner has been a partner. 


Illustration. A and B, who made up their accounts yearly to 
31st December, decided to amalgamate with C and D, who made up 
their accounts to the 30th June of each year. The amalgamation 
was to take place as from ist July, 1952, and the first accounts of 
the new firm A, B, C, and D were to be drawn up to 30th June, 
I953» As stock had not been taken at the date of merger, it was 
agreed that A and B should have 10 per cent of their net sales for 
that period in lieu of their actual profits. 

Profits were shared as follows — 

a and B: A,*; B. 

C and D: C. J; D, J. 

and in the new firm it was agreed that as between A and B, and C 
and D the same ratios were to continue, A and B taking halfoof the 
profits and C and D half . 

The Trial Balance of the new firm at 30th June, 1953, is as 
foUowB — 
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Trial Balance Dr. Cr. 


Capital— 


£ 

£ 

A ...... . 



6,000 

B 



4,000 

C 



3iOoo 

D 



3.000 

Sundry Assets ..... 


20,000 


Sales— 




A and B: i 3rr. to 30th June, 1952 



5.000 

A. B, C, and I) : year to 30th June, 1953 



24,000 

Purchases 


18,000 


Stock— 




A and B: ist January, 1952 


5,000 


C and D : ist July, 1952 . 


3,000 


Selling and Administration Expenses 


6,000 


Creditors ...... 



7,000 



£5^,000 

1^2.000 


Assuming the closing stock to be £10,000, show the Trading and 
Profit and Loss Account of A, B, C, and D for the period to 30th 
June, 1953, and the Balance Sheet at that date. Show the division 
Df the profit in a separate section. 


Trading and Profit and Loss Account 
Dr. FOR THE Period ended 30TH June, 1953 Cr. 




£ 




£ 

To Stock— 




By Sales . . . . 


29,000 

A and B . 


5,000 


„ Stock .... 


10,000 

C and D . 


3,000 





„ Purchases 


x8,ooo 





„ Gross Profit . 

c/d 

13,000 






€ 

39,000 



£ 

39»0O0 

To Selling and Adniinistxa< 




By Gross Profit 

b/d 

13,000 

tictt Expenses . 


6,000 




„ Balance 

c/d 

7.000 






£ 

13,000 



£ 

I 3 W 

To A and B : xo% o< £5,000 — 




By Balance 

b/d 

7,000 

A. J . £300 

B. 1 .200 







— 


500 





„ A and B : | of £6,500— 






A g £1,950 

B. i 1,300 







■ ■■■ — 


3.050 





„ C and D: | of £6,500— 






C. \ . £1.635 

D. | . 1,625 







— 


3.050 







£7,000 




£7.000 
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A, B, C, AKD B Biuuutcx Sbxst as at 30TH Jvmb, 1953 


Cspitsl~— 

At 

B . 

C . 

D . . . 

Current Accounts — 
A 

B . 

C . 

D . 

Sundry Creditors 




IHustration. A and C decided to amalgamate their businesses on 
1st January, 19. . . Their Balance Sheets were — \ 


Creditors 

Capitals 


Balance Sheets as at ist January, 19.. 



A C 
- _ 

Sundry Assets . . 5,000 2,000 

Stock . . 480 680 

Debtors . . 800 400 

£6,280 £3,080 


Assets are to be taken over on the basis that sundry assets and 
stock are worth book values, debtors of A worth £620, of C £320. C 
to bring in cash £2,000. Goodwill to be valued, A £500 and C £300, 
and to be brought into the books at the combing value. I^ofits 
to be shared 3 : 2. Show opening entries in Journal form and com- 
bined Balance Sheet of the new firm. 

Journal 

__ 

Jan. I Sundry Assets .Dr 

Stock Dr 

Debtors Dr 

Goodwill Bf 

To Bad Debts Provision 
„ Creditors .... 

„ A Capital .... 

Being assets and liabilities introduced 
by A into the partnership on this 
date, as per agreement dated 


i 

i 

5,000 


480 


800 


500 

xSo 




4,100 

£6.789 

£6.78® 
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JotmiiAL {Ckmid.). 


to- 

Jan. I 

Sundry Assets .... 

Stock 

PebtoiB Dr, 

Goodwill ..... Dr. 
To Bad Debts Provision 
„ Creditors .... 

C Capital . . . . 

Being assets and liabilities introduced 
by C into the partnership on this 
date, as per agreement dated 


^1 

1 


■ 

£ 3 . 3^0 

^3.3*0 


Cash ...... Dr. 

To C Capital .... 

Being cash introduced on this date as 
per agreement. 

1 

2,000 

2,000 


A AND C Combined Balawcb Shbbt as at ist January, ig,. 



£ 

£ 


£ 

£ 

Creditors . 


4,200 

Sundry Assets . 


7,000 

Capital — 



Goodwill 


800 

A . 

4,100 


Stock 


X,i6o 

C . . . . 

3,600 


Debtors . 

1,200 




7,700 

Less Bad Debts 






Provision . 

260 


1 





940 




Cash 


2,000 


£ 

11,900 


£ 

11,900 


If goodwill is not to be retained in the books, it is necessary for a 
transfer of £20 to be made to the credit of A and to the debit of C, 
as A sells two-hfths of his goodwill to C, and buys three-fifths of 
C's goodwill, viz. — ^ 

Sale: g x £500 . 200 

Purchase: g x ;£3O0 180 

Net Sale by A . £20 

This can be seen by the fact that if the goodwill was ignored in 
the opening entries of the partnership, (the respective capitals 
being proportionately less than shown in the foregoing entries) and 
subsequently introduced into the books, there would be a book 
profit of £800, shared as follows — £ 

A : g 1^480 as against true share . 500 
C : I w £$20 as against true share . 300 

Assets and Liabilities Not Taken Over. Where a business is ac- 
quired it not infrequently happens that certain assets and liataUties 
are not taken over by the purchaser, e.g. an insurance policy. If 
a Balance Sheet is prepared at the date of acquisition frcm which 
entries are made in the new books, the non-acquired items do not 
appear amongst the opening entries, so the exdusioa is automatic; 
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but where the same set of books is continued it b necessary to 
make eliminating entries through the Vendor's Account or Rir- 
chase of Business Account, and for this purpose it will be necessary 
to prepare a Balance She^ or a statement of assets and liabilities 
as at the date of acquisition, so as to ascertain the amount due to 
the vendor. 

The adjustments required for eliminating the non-acquired items 
are best explained by the employment of an illustration followed 
by the formal rules. 

Illustration. The following is the position at ist May, 19.., of 
A, who sells his business to X and Y on this date. 

A Balance Sheet as at ist May, 19.. 



X and Y take over at book values, ignoring goodwill, items 
marked T are taken over, and items marked R are retained by 
vendor. X and Y equally contribute the sum of £2,000, Show the 
necessary entries, 

(i) If new books are opened the Journal entries are — 

Journal 

19.. 7 

May Sundry Assets Dr. 1,400 

Debtors . Dr. 1,350 

To Creditors 1,500 

„ Vendor 



i 

L 

Dr. 

1,400 


Dr. 

1.330 

1,500 

1,250 

Dr. 

2,000 

1,000 

1,000 

Dr. 

1,250 

1,250 


To X Capital 1,000 

Y „ 1,000 

Vendor . Dr. i 250 

To Cash ' 1250 

Cash has been journalized in order to present the whole 
transactions together, and narrations have been excluded. The 
Balance Sheet will be — 

X AND Y Balance Sheet as at ist May, 1 9. . 

i I T' 

Creditors . . 1,500 Sundry Assets . 1,400 

Capital^ Debtors . . 1,350 

X • • • 1,000 Cash ... .750 

Y . . . i.ooo 1 


i 

1,500 

Sundry Assets . 
Debtors , 

Cash 


i 

1,400 

1.350 

750 

2,000 




£3.500 



£3.500 
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(2) If the old books are cootimied the accounts are — 


Or. PURCHASB OF BUSINESS AOjl^UNT Cf. 



ToVmmIw' 

„ c« . 

„ Loan .... 

1 

M 

1 

BrBlUFajFmbU 

Capital . . . 

1 

m 



Dr 

Vendor 

Cr, 


To Cash . . . . 



■ 

By Purehaae of Busineii 

■ 

£ 




m 

■ 

Account 

■ 

I , *50 

Dr 

Cash 


Cr. 


To X 


£ 

x,ooo 

■ 

By Vendor 


£ 

1,090 


„ Y . . . . 


x,ooo 

■ 


c/d 

750 




£»,ooo 

■ 



£9,009 


To Balance 

b/d 

750 

■ 





The Balance Sheet may now be drawn up in respect of the items 
remaining which will be precisely the same as in (i). 

It is obvious that if every item in the Balance Sheet at the date 
of acquisition of the business is in the books, then those not ac- 
quired must be eliminated as T » R, i.e. 


** T" items 

i 

R ** items 

£ 

Sundry Assets 

1,400 

Bill Payable 

. 

240 

Debtors 

1.350 

Capital 


1,600 


2,750 



1,740 

Less Creditors . 

1.500 

Less Car . 

. £420 



,, Loan 

70 

490 


Net DEBITS 


- Net CREDITS . 

£1,250 


The italicized items are eliminated through the Purchase of Busi- 
ness Account. 

^ Alternatively, the Purchase of Business Account may be dispensed with, 
in which case all the items contained in such account and Vendor will appear 
in one account under the heading of Vendor, except the transfer between 
the two accounts (e.g. the transfer of £i,2$q from Purchase of Business Account 
to Vendor) ; the transactions would be recorded thus — 


Dr. Vendor Cr. 



£ 


£ 

To Car 

420 

By BiU Payable .... 

240 

.» Loan 

„ Balance c/d . . . . 

70 

1,250 

< 1-740 

„ Capital . . . . 

1,500 

To Bank ...... 


By Balance b/d .... 
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Where the precise posHtoa is ascertained and dealt with as out- 
lined. the profits or losses op to the date of acquisitioa axe auto- 
matically reflected in the statemmt <kawn up at such a date, other- 
wise it will be necessary to apportion the profits or losses of the 
business to and from the date of the sale thereof through the Pur- 
chase of Business Account. In practice, moreover, goodwill will 
usually have to be dealt with and this, again, wiU be adjusted 
through the Purchase of Business Account. Reverting to the pre- 
ce^g illustration, if the purchase price had been £1,350 (i.e. £100 
for goodwill), the Purchase of Business Account would have been 
debited with £1,350. leaving a debit balance of £100 after making 
the entries as shown in that account. Hence, an entry to the debit 
of Goodwill Account (£100) and a credit to Purchase of Busines.s 
Account (£100) are required. , 

The entries required for disposing of items not taken ovp' in the 
case of the whole assets, liabilities, and capital appearing in the 
books at the date of acquisition, that is, where the old books are 
continued, may now be summarized — \ 

Debit Purchase of Business Account [abbreviated o^oie to 
P.B.), and credit vendor with the purchase consideration pf the 
business acquired. 

(2) Debit P.B. with assets not taken over (i.e. retained by vendor) 
and credit Asset Accounts. 

(3) Debit liabilities not acquired (i.e. to be discharged by the 
vendor) and credit P.B. 

(4) l^bit Profit and Loss Account with profit to date of acquisi- 
tion, and credit P.B. ; or debit P.B. with loss to date of acquisition, 
and credit Profit and Loss Account. 

(5) Debit goodwill and credit P.B. for goodwill. 

(6) Debit P.B. and credit assets or provision (or reserve) in 
respect of reductions in book value of assets, and conversely for 
increase in book value of assets. 

(7) Reverse entries to (6) in respect of alterations in amoimts of 
liabilities. 

(8) Debit Vendor’s Capital Account and credit P.B. to eliminate 
Voidor's Capital Account.^ 

(9) Debit vendor and credit cash upon payment of purchase 
consideration. 

The principles involved in dealing with such circumstances will 
now be illustrated. 

Illustration. On page 647 is the Balance Sheet of A and B on 
3xst December, 1952. 

On 30th April, 1953, X acquires the business, Pairing over 
debtors £x,8oo, fittings £300, stock £700, less cr^tors §1400, 
i.e. net assets of £1,500, and agrees to pay therefor tfaie sum of 
£x.8oo. 

^ AItenifttively» UifB VendOT's Capital A-ccottiit can^ ba utilisod 

inst ea d oi Vender Aocount. so tliat tJiis ttansfer will not arise. 
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Balawce 3H«r as at ^lar D^ceimuki, t^sz 



£ 

£ 



£ 

Creditors . 


L25O 

Z>ebtoia . 


t,JOO 

Bank Loan 


450 

Stock 


S50 

Capital— 



Fittings . 


300 

A . . . 

1,000 


Investments . 


050 

B . . . 

700 


Insurance Policy 


400 



1,700 






^3.400 



ji3.4«> 


On 31st December, 1953, the Trial Balance is — 

Dr. Cr. 








£ 

£ 

Stock . 

. 

. 


. 


550 


Fittings 

. 

. 


. 


300 


Investments 


, 


(«) 


650 


Insurance Policy . 

, 


(b) 


400 


Purchase of Business Account 




x,8oo 


Bank Loan 




{c) 



43«> 

Capitals: A 




W 



1,000 

B 




(») 



700 

X 








Bank 






890 


Debtors 






1,830 


Creditors 







1,130 

Purchases 






7,200 


Sales 







8,180 

Expenses 






240 








/ i 3,86 o 

;fi3,86o 

Closing Stock ;£48o. 








Between ist January, 1953, and 30th April, 1953, there have 
been no alterations to the amounts shown in the books in 
respect of the items which are not to be acquired by X from 
A and B. 

Prepare final accounts showing in detail the Purchase of Business 
Account. 

The Trial Balance, it will be observed, includes the whole of the 
assets and liabilities ; consequently, eliminating entries are required 
in order to exclude assets and liabilities retained by the vendor, 
applying the rules outlined on the previous page. 

These ^ be — 

Dr. Purchase of Business Account Cf. 


To iBahmco 

r.le«y 

BfUma . . . < 

« 

„ laVNtOMDU . 

M Insiiiaiieo Bailey . 


„ MtelA . . 

1^ 

Mw\ 

" • 

M CkibdwOB 

„ mU Lon Aewmt 

m 


^ Goodwin Accottnt wfil be opened in tbe usual way. 
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ACCOUNTANCY 


Profit akd I-oss Account 

J)r. FOR THE Year ended 31 st December, 1953 Cr. 


To stock . 

„ PttzchacM 
„ Gxoct Profti . 

• 

c/d 

1 

550 

7.MO 

9x0 


ByS.ln . . . . 

„ Stock .... 


fi,x8o 

480 




£fi,66o 




£8,«6o 

To Expense! 
Profit- 

A mud 

. £a7o 
. 400 


340 

670 


By Gross Profit . 

b/d 

9x0 




£9x0 




£9*0 


X. Balance Sheet as at 31ST December, 1953 



i 

i 


— r 

£ 

Creditors . 


1.230 

Bank 


890 

X Capital . 

2,300 


Debtors . 

\ 

1.830 

Add Profit per Profit 



Stock 

\ 

480 

and Loss Account . 

270 


Fittings . 

\ 

300 



2.570 

Good\^l 

1 

i 300 



lifiao 



\£ifioo 


The profits arising prior to the sale of the business may be con- 
firmed by showing a Statement of Affairs on 30th April, 1953, viz.— 


Statement of Affairs as at 30TH April, 1953 


Lxahilitxes 

i 

A sscU 

£ 

Creditors . , , . 

1,300 

Debtors .... 

1,800 

Bank Loan .... 

450 

Stock .... 

700 

Capital at 31st December. 1952 

1,700 

Fittings .... 

300 

Profit 

400 

Investments 

650 



Insurance Policy . 

400 


^3.850 


£3.850 


SECTION (D) RETIREMENT OF PARTNER 

Retirement or Death of Partner. Upon the retirement or death of 
a partner, the balance due to him or his estate is the first matter 
that claims attention. Just as it has been seen that prior to the 
introduction of a new partner, the old partners will usually adjust 
their Capital Accounts by rev^uation, so in the case of retirement 
or death of a partner a revaluation — subject always to the provi- 
sions of the partnership agreement — ^will take place in or^r to 
arrive at the true balance due to the ex-partner. ^ 

Where no adjusting mtries are required, a simple transfer%ill be 
made by debiting Capital Account and crediting Loan Account of 
the retired or decea^ partner; in addition, if other accounts 

^ Credited to Purchase of Business Account. 
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relating to the latto exist, e.g. Drawings Account and Current 
Account, they must be transferred to the Lo;m Account. 

In the event of the accounts being drawn %p to the date of death 
or retirement, no departure from the normal procedure arises, but 
it wiU be necessary to see that every revaluation required by the 
terms of the partnership agreement is made. It has been laid down 
judicisdly that, in the absence of contrary agreement, aU assets and 
liabilities must be taken at a "'fair value,*' not merely a '*book 
value'* basis, thus involving recording entries for both appre* 
ciation and depreciation of assets and liabilities. This rule is 
applicable, notwithstanding the omission of a particular item from 
the books, e.g. investments, goodwill (Cruikshank v. Sutherland^. 
Obviously, the net effect of the revaluation will be a profit or loss 
divisible in the agreed profit- or loss-sharing ratios. 

Goodwill will be payable to the outgoing partner, always subject 
to the terms of the partnership agreement, e.g. in McLeod v. Dowling 
(see page 557). 

Just as upon the admission of a new partner, so in the present 
circumstances the revaluations made for the purposes of dissolu- 
tion may be written back, but clearly such procedure cannot affect 
the amount due to the retired or deceased partner. It will be recol- 
lected that the rule of procedure is to take the result of the revalua- 
tion as a profit (or loss) to the old firm, and the reversal as a loss (or 
profit) to the new firm, so that if A. B, and C are partners sharing 
profits in the ratio of 3 : i ; i and C retires, any profit on revalua- 
tion will be divided in that ratio, and, if reversed, debited against 
A and B either as to 3 : i or in some other ratio, if upon C's retire- 
ment a change of profit sharing is agreed upon. 

Illustration. Q, S and O are in partnership sharing profits and losses 
in the ratio of 3 : 3 : i. 


Q, S AND O Balance Sheet as at 31ST December, 19.. 


Capital — 

Q 


s 

o 


£ 

£ 

10,000 


8,000 


4,000 



22,000 


22,000 


£ 

22,000 


22,000 


At this date Q decided to retire, and goodwill is valued in accord- 
ance with the partnership agreement at £8,000. In addition, thefirm 
holds 3| per cent Conversion Loan to the cash e(|uivaient of £2,500. 

S and 0 decide to carry on the business, sharing profits ^u^y. 
You are required to show the amount due to Q and to give the 
necessary Journal entries to record the above transactions, and to 
show the new Balance Sheet of S and O. 
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19.. 
Dec, 31 

Goodwill Dr, 

3i% Conversion Loan . . Dr, 

To Q Loan 

S Capital . . . . 

..0 

Being the insertion in the books of 
unrecorded assets at this date. 


8,000 

a.500 

i 

4.300 

4.300 

1.300 


Q Capital ..... Dr. 

To Q Loan ..... 
Being transfer of Capital Account to Loan 
Account ...... 


10,000 

10,000 


Q ^ Loan Dr. 

To Cash 

Being the discharge of liability to Q. 

1 

14.500 

j M.500 


S AND O Balance Sheet as at ist January, 19. . 


Capitals — 

£ 

Cash . . . . . 

£ 

7.500 

S US,ooo 4 - :£4.50o) . 

12.500 

3i% Conversion Loan . 

^ 2,500 

0 (£4,000 + £1,500) . 

5.500 

Goodwill . . . . 

8,000 

i 

18,000 


X 8,000 


Illustration. A, B, and C are partners sharing profits in the ratio 
of 3 : 2 : I. At 31st December, 19. B retires. 

It is agreed that all the assets and liabilities shall be revalued. 
The following are the material facts — 


Goodwill . 

Reserve . 

Workmen's Compensation Fund esti- 
mated claims . 

Debtors . 

Creditors . 

Joint Life Policy 
Hire Purchase Machih< 

{All paid far, except ($0 agreed to be 
brought in as a liability and paid on 
the day after B*s retirement) 

Investments 

{Investments Provision stands at £^ao) 
Accrued Income on Investments . 


Revised 


Values 


i 

1 

2,000 in the books at 

Nil 

500 

500 

190 

420 

1,000 

1.250 

900 

800 

300 

400 

300 

Nil 


1.500 

3.000 


Nil 


A and C are to continue the business with profit-sharing ^tio of 
3 ; 2 — ^the book values to remain unchanged. Prepaxe^Memori^dum 
Revaluation Account. 

^ * Actually this entry would not be journalised, but posted direct from the 
Cash Book. 
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Cf, 


To Bad Dahto Pmvitkm . 
„ Craditon <or Pxo- 
viaion) . 

„ UfaFtalkir 
„ Cnditon {r» H. P.) . 
„ InvaatUMBta Proviaioii 
„ A Capital 

Aoooiuit* i . £765 
„ BLoaa 

Aoeonnt: | . 5x0 
„ C Capital 

Acooont: t . 1S5 


£ 

050 

100 

too 

so 

x,xoo 

x,5SO 

Oac. SI 

By Goodwill Intiodttoad. 
„ Ratanra . 

„ WorkUMo'a Compan- 
aatioo Fund 
„ llaohlnaryi 
„ Dividonda Aoeniad , 


i 

1,000 

300 

ISO 

300 

too 



£s.xso 

xp.. 
Jan. X 



£3.130 

To Reveraal of Items 

b/d 

3.130 

By Revenal of Itema . 
„ A Capital 

Account: 3 . £9x8 
C Capital 

Account: | . Sxa 

b/d 

x,6oo 

1.330 


■ 

m 




£3.130 


It should be remembered that whilst the reserve is not altered, if 
the item indicates, not a liability, but undistributed profits, it 
belongs to the partners. In other words, in the Balance Sheet the 
reserve will have appeared on the liabilities side, but as in reality 
it is not a liability it must be brought to the credit of revaluation 
account, so that the retiring partner duly obtains his share thereof. 

Further provision for depreciation of investments is £1,100, as 
there already exists a provision of £400. 

The effect of the above is that it provides the basis for the Jour- 
nal entries, either showing the adjustment, of the profit in one set 
and the adjustment of the reversal in another set, or consolidated 
into one set of entries only. 

The same principles apply where some of the revaluations are 
brought into the broks permanently and the others written back. 

Illustration. A and B are partners sharing profits equally. B 
retires, and it is agreed to bring into account for dissolution pur- 
poses — 

(а) Capital expenditure on fixtures £300 (depreciation £40). 

(б) Pension Fund liability, £1,000. 

(c) Bad Debts provision of £200. 

A writes back the Pension Fund and the Fixtures. 

Show Memorandum Revaluation Account. 

1 The true value wiU be considerably Itm than ^£300 owing to depreciation, 
but seeing that no infonnaticm is givMi as to date of pnroiase aiul rate of 
depreciation, the amount ;£3oo will be inserted and a suitable footiuite 
made. If the depreciation has been, say, £40, the figure of £a6o wovdd be 
substituted lor £300. 
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Dr. Memorandum Revaluation Account 


ToBadDobUPn»vidon> 
„ pBdiion Fund . 

c/d 

£ 

aoo 

1,000 


By Fixture* . 

„ Balance— 

A. 4 . .£470 

B. i . . 470 

c/d 

£ 

260 

940 



£X ,300 




£1.200 

To Revomt of Item 
„ Bolane»~A 

b/d 

260 

740 


By Revenai of Item 

b/d 

2,000 



£2.000 




£l>000 


Last Balance Sheet Basis of Determining 
Partner's Share 

Share of profit of outgoing partner. It frequently happens that 
a partner retires during the course of a normal accounting period. 
He will be entitled in the ordinary way to his share of profit, includ- 
ing interest on capital, if any, to the date of retirement. Th\s will 
be ascertained by — 

(1) drawing up accounts to the actual date of retirement, or 

(2) drawing up accounts for the full normal accounting period 
and splitting them into the {a) pre- and (d) post-retirement period. 

The former method is the more satisfactory, but circumstances 
may prevent this being carried out. In regard to the second method, 
the procedure is — 

(1) Prepare the Profit and Loss Account for the whole period 
exduding those items, whether debit or credit, which are not appor- 
tionable on a normal time basis. 

(2) Apportion the balance of the account in (i) on a time basis 
into — 

(a) pre- and (6) post -retirement. 

{3) Debit or credit, as the case may be, any of the remaining items 
which lefer to one specific period. 

(4) Debit or credit, as the case may be, any of the remaining 
items which, though related to the whole year, are not apportionable 
on a time basis. 

(5) Where assets are revalued, depreciation should be apportioned 
between the two periods and any profit or loss on revaluation dealt 
with through the partners’ accounts in the usual way. 

(6) Bring down the balance into the Appropriation section, 
divided between the two periods. 

(7) Debit the Appropriation section with the usual appropriations, 
m. partners' salaries, interest on capital and share of profit appor- 
tioned on a time basis, and similarly with the usual credits, sij^bject 

(a) No entries being made in respect of the retired partner a/Ur 
the date of retirement, i.e. in the second period column. 

* This item will be posted to the credit of Bad Debts Piovtsioii 
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(5) If one partner ikme zmMii$ there will be no point in entering 
up interest on capital^ etc., in the second period. 

(c) An amount r^resenting interest on tie amount due to the 
retired partner w0i be debited in the post-retirement column. 

In r^ard to (i), an alternative method of arriving at the same 
result is to prepare the accounts for the whole period, and then to 
add back debits and deduct credits which have been included but 
which are not apportionable on a time basis. 

Illustration. The profits of A, B, and C, equal partners, for the 
year ended 31st December are £4,800. C retires on 30th September, 
it being agreed that C shall have his proportionate share of profits 
to date of retirement calculated on a “time** basis. Interest on 
capital is chargeable at the rate of 5 per cent per annum. The 
capitals are £6,000, £2,000, £1,200. Show Profit and Loss Appro- 
priation Account, assuming that A and B continue to share profits 
and losses equally. 

Dr. Profit and Loss Appropriation Account Cr. 




9 mos. 
to 

30 Sept., 
19.. 


3 mos. 
to 

31 Dec., 
19.. 



9 mos. 
to 

30 Sept., 
zp.. 

3 mos. 
to 

3X Dec., 
19.. 

To Interest 
on Capital: 

A . £235 

B . 75 

C . 45 


£ 

345 

£ 

75 

25 

NU 

£ 

By Net Profit . 

b/d 

(f) 3 »^ 

£ 

(i)r.aoo 




100 





Balance: 

A; 4 £1,085 
B: } z,o8s 
C : i z,o8s 


3.235 

i 550 

z,zoo 














£3.600 


£1.200 



£3,600 

£t,aoo 











Illustration. A and B were partners sharing profits and losses — 

(1) Interest on capital 5 per cent per annum on £4,200 and £1,200 
respectively. No interest on drawings. 

(2) Balance in the ratio of 3 : 2. 

On 31st October, 19. ., B died, and according to the partnership 
agreement his executors were entitled to— 

(1) Capital at the last Balance Sheet subject to normal provisions 
for losses. 

(2) Goodwill on the basis of profit-sharing ratio of the average 
trading profits of the last two completed years, and the last year or 
part thereof prior to death. 

(3) Bad debts arising within one year from death on debts exist- 
ing on the date of a psoiiier’s death to be considered as bad on the 
date of death. 

Drawings of B to 31st December, xq. . , were £500, of which £130 
were since death, and drawn by his executor. 
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The pn^t far the year ended 31st Decoaber. 19. was £940, 
after fthai^ n g interest on capital and making all provision for 
known wlikdly losses. 

The prrtlts for the two years to 31st December prior to B's death 
were £1,200 and £600 respectively. 

During the following year £300 balances in reroect of debt<»s in 
the books at 31st October. 19. .. were written off as irrecoverable, 
against which £35 previou^y written ofi was received. 

Show the necessary accounts. 

Ignore interest on the balance due to B's estate at date of 
death. 


Dr . B Capital Cr. 


X9.. 
Oct. 31 

To Cuh'-'Drowinn 
,, Baluoo, tnnftferrad to 
Exon, of B Loan 
Account 


£ 

350 

x»6o5 

X9.. 
Jan. X 
Oct. 31 

By Balance . 

Intexeat on Capital . 

„ Share of Pro&to 
,, Goodwill . 

b/d 

■ 





\ 




0»955 



\ 

£Zr953 







4 - 



Dr. Executors of B Loan \ Cr. 


Dec. 3 X 

To Caeh 
„ Balance 

c/d 

£ 

150 

Z. 4 S 5 

xg.. 
Oct. 31 



£ 

x.«05 




£*,605 

xg.. 
Jan. X 








By Balance . 

b/d 

1*435 


Dr. Profit and Loss Appropriation Account Cr. 


• 

Oct. 31 

To lotereat on Capital — 

3% on £4,aoo 
forxomoa. £175 
B f 

5% on £x,4oo 
lor xo moe. so 

,, Balanco— 

A: j . . £463 

B: i . . 310 


£ 

aas 

775 

300 

Dec. 31 

By Balance . 

b/d 

£ 

x.aoo 


„ Balance . 

c/d 








fCl.aoo 




£x.aoQ 

Dec. 3X 

To Intanat on Capital— 
A: 5% on £4,300 for 
a inoa. 

„ Balance to A 


.If 

Dec. 3z 

By Balance , 

b/d 





£aoo 






Alternatively, this division may be ascertained in tabular form, 
and the Profit and Loss Appropriation Account presented in the 
ordinary way, thus — 
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nOMriwOlk 

Ia. 10 months 

Siwpoitlon 

itwr 

La»«monliiS 

ToUd 

Net Fra&t for Y«if . . 

Add Intanet cn C^tab oo— 

ai s% M 

yau . ran 

£i,eoo at 5% for xo 
montlia ... 30 

£ 

940 

s6o 

£ 

£ 

£ 

Pioflt prior to ChaiflDg Intanat 


iW tfooo 

(A) aoo 

x,aoe 

Lmm Intanat on Capital— 

^,000 at 5% lor xo months (a) 
do. for a mouths iM 

£i,90o at s% for xo months (e) 


(0) 1x75 

<«) 50 

— sas 

W 95 

A£axo 

B 50 
— ado 

Division of Net FxoAt . 


Aa£4«5 

B§ ****^^^^ 

X65 

A£rt, 

jliSLm 

oao 

A£650 

B 9x0 
— t 9 ¥> 






Dr. Profit and Loss Appropriation Account Cr. 


IQ.. 

D6C.S> 


To lateiMt on Cnpitalo — 
A . . i^aio 

B . .SO 


ftfoftt— 


A. 
B . 


. £630 
. sio 


£ 



Deo. 9X 

ado 


940 


£1.900 



bfd 


£ 

x,aoe 


Total profit for Goodwill purposes is ^2,800, i.e. 3^1,200 plus ^600 plus 
of j[t,2oo. B's share of Goodwill -■ £2,800 x If X f « £395 [to nearest £], 

Adjustments in Respect of Bad Debts, (i) It is a question of con^ 
struction whether the bad debts recovered should be set o£[ a^inst 
the bad debts written off. It is purely a legal question, wmch is 
for the legal adviser to answer, but where the question is ambiguous 
it is advisable to take the fair view (that is, what appears to the 
student as such), adding a footnote that where expedient legal 
opinion would be so^ht, and at the same time observing whether 
persons of ordinary intelligence and mind would, having regard to 
the amount at stake, incur such an expense ; whilst referee might 
be made to arbitration (again if the occasion warrants it). It is 
assumed here that the £35 is to be set off against the £300 written 
off, leaving bad debts rderable to ten montiis ended 3xst October, 
^9* • » of £263 ; although the executors would doubtless require some 
evidence tiiat the debts were in fact bad. 

(2) The ten months* profits are, therefore, diminished by ^265, 
of which B*s share is two-fiftihs, that is, £io6« 

(3) As a result, the profits for the 34 months to 3xst October, 
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19. being diminished by 1^265, B’s share of goodwill is tednced 
by £265 X if X f = £37 (t® nearest jQ ; hence B’s executors will ^ 
debited with £100 and £37 and A's account credited, thus reducing 
the credit to the account of B’s execut(»s of ;£x,455 by £143 » 
£1,3x2. This may be shown by the following statement. 

Statement of Account of Executors of B with A 


Credit balance of Capital Account 

Interest on Capital ...... 

Profits (to 31st October, 19. .) . £1,000 

Less Bad Debts (net) . . . 265 

Interest on Capitals of A and B. 

£ 

735 

2f5 

£ 

1«200 

50 

Divisible profits [i.e. ;^775 ftfss 3^265] 



J thereof 

Goodwill : 

Profits! last two completed years prior to B's 
„ I death 

„ 19. . (10 months, as above) . 


204 


^*.535 


Average ** 

£»95 


1 thereof 


358 

Less Cash {£350 plus £150) .... 


1,812 

300 

Credit balance of Executors of B Loan Account 







Illustration. The following is the Trial Balance of X, Y and Z 
for the year ended 31st December, 19. .. 


Sundry Assets (excluding Stock) and Liabilities . 
Capital and Drawings — 

A, 

12,000 

5.000 

X 

600 

3,000 

Y 

840 

6,000 

Z 

960 

4.000 

General Expenses ...... 

1,160 

Gross Profit 

3,200 

Repairs ........ 

430 

Bad Debts 

360 


Stock (closing valuation) 

4,850 



ill 

II 


Profits were shared in the ratio of 2 : i : i, after providing for 
interest on capital at 5 per cent per annum, annual salaries of £500 
each to Y and Z, and interest on drawings at 6 per cent per annum. 
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Drawings were made monthly as follows : X ^^50, Y £70, and Z £80. 

Z retired on the 30th September, 19. . and^his drawings continued 
with the consent of X and Y to 31st Decemfe, 19. . . 

You find that — 

(1) Sundry assets at 30th September were worth £10.600 and de- 
preciation is to be provided at £400 for the year. 

(2) There was an opening Bad Debts Provision of £200; Bad 
Debts at 30th Septemlw were estimated at £150 and at 31st Decem*> 
ber nil. Bad Debts actually written off to 30th September were £490. 

(3) Repairs were incurred of £370 prior to 30th September. 

(4) Interest on Z’s balance after 30th September, less drawings on 
account, to be at the rate of 4 per cent per annum till 31st December 
when settlement was to be made. 

(5) X and Y continue to share profits as between themselves in 
the old ratio and Y*s salary continues unchanged. 

(6) Goodwill, not in the books, is to be valued at 30th September 
at £4.000. 

Show — (i) Profit and Loss Account for the year to 31st December, 
19. . ; (ii) Balance Sheet at that date ; and (iii) Z's account showing 
the final balance due to him. Work to the nearest £ and ignore tax. 


Df. Profit and Loss Account for the Year ended Cr. 
31ST December^ 19.. 


To General Ezpeniei' 
„ Balance c/d . 


To Repairs. 

Bad Debts 
M Depreciation . 
„ Low Interest 
Net Profit c/d 


To Interest on Capitals — 
X 
Y 
Z 

Salaries— 


Y 

Z 



Y 


£ 

r 1 



£ 


n 

M ft 

By Groaa Profit b/d 


S,aoo 


Jiaoo_ 





(a) ^ 


(1) 


(9 mos.) 

(3moa,) 

By Balance b/d . 

(9 mos.) 

(3 mos.) 

370 

60 

X.330 

510 

440 


„ Bad Debts recovered 

80 

300 

xoo 





4a 




420 

388 




£1.530 

£590 



£590 



By Net Profit b/d 

420 

386 

113 

22 

„ Interest on Drawings — 

223 

67 

X 

zo 

1 

150 


Y 

14 

a 



Z . 

10 


375 

xas 

„ Balance— 



375 


X 

389 




Y 

194 



zx8 

Z 

*95 



59 





£391 



£391 


Altematlvelv. instead of apportioning the balance after taking into account all the items which 
are apportkmable on a time baus. the whole account may be shown in two columns, starting with 
the i^vidual items in the TracUng Account. If this method la adopted, the Pirafit and Lost 
Account will begin thus— 

(I) (a) Ji) (a) 

6 ^ ^ By Cvoai Profit, etc. a^oo 


To General Ezpenaea, etc. 
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Balak<» Sbbbt as at 3X8T Dbcbmsba. tg , , 


SandrT LUbUltiM . . . . 

Loan->Z 

Cspitalt— ' 

X 

Y 

£ 

5,000 

4,xax 

Sundry A«ets 

Lmi DepredafciQo (9 mot.) . 

£ 

xa,ooo 

30D 

£ 

X.78S 

5 * 39 a 

Lots on RevaJuatian . 

xii 9 uo 

1,100 




Lm 9 Depredatkm <$ moa.) . 

10,600 

xoo 

10,300 

4.850 

946 



Stock 

Current Accounts— 

X . . . . 

Y . . . . 

747 

199 






£16,196 




Dr. 

Z Loan 

L 

Cr. 

To Currant Account .... 
„ Bnlanoa c/d .... 

£ ^ 
406 

4.3x9 

£4*725 

By Capital Account . 

1 


To Drawings 

„ Interest thereon .... 
„ Balance c/d . . . . 

240 

I 

4, 111 

£4*562 

By Balance b/d 
„ Interest tnereon . 

By Balance b/d 

• 

4.3x9 

43 

4 .xax 


Notes, (i) Interest on Drawings (in the absence of exact dates of witb> 
drawals) are taken at an average due date of 4^ and months respectively. 

(2) Assumed that X and Y calculate interest on capital on the revis^ 
capitals after the retirement of Z, and not for the whole year on the capitals 
at xst January, 19. . . 


(3) 

Dr, Bad Debts Cr, 


To Bad Debts written oS . . . 

„ Provision, goth September 

£ 

490 

150 

By Opening Provision b/d 
„ P. and L. Account (9 mos. to goth 
September) 

£ 

100 

440 

To Bad Debts written off . . 

„ P. & L. Account (3 xnos. to gist Dec.) 

£640 

By Provision b/d 

130 




JUS , 


(4) 

Dr. Capitals Cr. 



X 

Y 

Z 


X 

Y 

Z 

To hoes on Sundry Assets 
GoodwiU (a : 1). 
Transfer to Loan. 

„ Balances o/d 

£ 

1.783 

£ 

275 

333 

3.393 

£ 

275 

4.783 

By Balance b/d . 

„ Goodwffl (i) . 

£ 

3.000 


£ 

4.000 

1.000 


iaSSSm 






OjOQO 





By Balances b/d . 

X.783' 

5.398 
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Df. CmtxKmt Accoxnm Cr. 



X 

Y 

Z 


X 


B 

To Drawios* (9 
latemt tbeceon . 

„ Low <to 90 th Sept.) . 

To Balances b/d 
„ Drawings (3 moa.) 

,, loteUBSt thereon . 

To Balances b/d 

£ 

450 

xo 

389 

iio 

Z4 

194 

£ 

740 

x6 

195 

Salaries . 

„ Interest on Capital . 
„ Traniier to Loan Ac- 
count . 

n Balances c/d . 

By Salary . 

„ Interest on Capital . 
M Profit (to 3 xst Dec.) 

» Bolanoeeo/d . 

£ 

ZZ3 

736 


nB 



<98* 

£849 

aa 

zzS 

747 

JSiL 

“7 

59 

*99 


736 

150 

z 

.58 

azo 

a 

1 1 1 

wm 

i59 


£887 



1 “ 

Z99 






Retired Partner’s Balance as Loan. Upon the retirement or death 
of a partner, arrangements are frequently concluded whereby the 
final amount due to the ex-partner shall be paid by instalments, 
or even retained in the business in the form of a permanent loan. 
In either case, the agreement usually provides for interest to be 
paid either at a flat rate per cent, e.g. 6 per cent ; or at a rate of 
mterest varying with profits, e.g. 8 per cent of the net profits, or 
a rateable proportion of profits calculated by taking the ratio of 
the loan to the capitals and loans of all the partners; or both 
methods may be employed. However ascertained, the amount of 
loan interest is debited to the Profit and Loss Account of the firm 
and credited to the account of the ex-partner. There will be a 
deduction from such loan interest at the current rate of income tax. 
(See Chapter XXI.) 

It is necessary in order to ascertain the amount due to the ex- 
partner to transfer to his Loan Account all his interest in the 
firm, so that the account will contain all or some of the following 
items according to the particular circumstances, e.g. 


JDr. Y Loan Cr. 



^ If losses these entries will be debits. 
* X>ebits if overdrawn. 
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Ulustntion. Oa xst January. 1951, X retires from a firm, and 
the remaining partners agree to give lum 5 per cent interest on the 
balance due to him, and to discharge the debt and intoest in three 
equal instalments. The amount due on ist January, 1951, is £720. 


Dr. 

1931 


193 a 


>953 




£ 

$. 

d. 

To Cub And Income 





Tar 


*64 

7 

9 

„ Balance 

c/d 

49> 

12 

3 



£756 

0 

0 

To Cub and Income 





Tar 


364 

7 

9 

„ Balance 

c/d 

251 

z6 

z 



£5>6 

3 

10 

To Cub end Income 





Tar 


>«4 

7 

9 



£^ 

7 

9 


X Loan 


.>93> 
Jui, z 


Dee. SI 


195a 
Jan. z 
Dm.sz 


>953 
Jan. z 
Dec.sz 


By Tranafar from 
Capital Account 
„ Intaraat at 5 % 
por annum 


By Balance . b/d 

„ Intaraat at 5 % 
par annum 


By Balance . b/d 

„ Intaraat at 5 % 
par annum 


Cr. 

7to| 

49> 

MjlX 

|£51«| Slxo 
■5x|i«| 


Payment to Retired Partner Based Upon Profits. After agreeing 
the amount due to the retired partner, the terms of repa5nment 
must be agreed upon, having regard to the financial position of 
all the parties. In many cases the precise amount of repayment 
is made to depend upon the ability to pay as measured by the 
profits in succeeding periods, e.g. the repayment in the first year 
may be 20 per cent of the profits, in the second 25 per cent, and 
so on, always remembering that such a payment is not a share 
OF PROFITS, but merely an instalment of a debt, such instalment 
being dependent upon the relative prosperity of the firm ; more- 
over, it should be remembered that the retired partner can at 
amovmt oi Yns debt vdtb interest ^except in 
the case where he applies and gets leave of the Court to have a share 
of profits in lieu of interest). 

Illustration. Upon dissolution, the final adjusted balance due to X 
is £2,000. It is agreed that the total payment to him for the first 
ye^ after dissolution shall be 20 per cent of the profits before 
adjusting interest on capital at 5 per cent per annum. The remain- 
ing partners, Y and Z, share profits equally, their capitals being 
£4,000 and £1,500 respectively. Drawings for the year: Y £600, 
Z £400. 

Interest is payable to the retired partner at 6 per cent p^^^annum. 

allow Appropriation Account, Capital Accounts! and 3C*8 Loan 
Account. 

The profits for the year after dissolution prior to charging interest 
<m loan or interest on capital were £3,195. Ignore tax. 
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Dr. Vmamt amd Loss AmionuATioH Accovkt 

By Bi llo t I 


To X— latanst oo Loan 
Intavest on Capful^ 




y. 

z. . 

Balance— 


Df, 


To Dnwingi 


£mo| 

73 


*.40P 


•731 

t,8oo| 

£S.>9S| 

Capitals 


c/d 


Cr. 

b/d S.SS3 


£3s>95 

Cf, 


Y 

Z 




L 

3.000 

£ 

400 

*.373 

BjBaluoat 
„ IntomtoB 
Copitel 
„ PloAti . 

b/d 

£ , -r 

4,000 1,500 

•00 73 

z,40o| 1,400 

£3.«oo 

£•.975 



£5.6oo| £3.975 



By BoltncM 

b/d 

5,ooo| 0,573 


Dr. X Loan Cr. 


ToCaih . . . . 

„ Bolanco 

c/d 


1 

By Bolanco 

„ Intorcit thereoo for ono 
year at 6% per annum 

b/d 

£ 

0,000 

100 







£o,too 



■B 

■1 

By Balance 

b/d 

1.305 


NoU I. When the figure of instalment has been computed the ordinary 
entry is made; debit X, credit cash. The amount of is not a share of 
profits due to X, and therefore must not be credited to him. 

NoU 2. The item of ;£i20 is not an appropriation; it is interest on a debt 
and a charge against profits. The profits of the firm are thus £3,195 Uss £120 
equals £3,0^5 ; 20 per cent of this figure merely measures the quantum of the 
cash to be applied in reduction of debt and interest due to X at the end of 
the year. The question definitely states 20 per cent of the profits before 
adjusting Interest on Capital. Had it stated 20 per cent of the profits before 
adjusting Intbrsst, the figure would be 20 per cent of £3,195* 

Illustration. A, B, and C are partners sharing profits and losses 
equally, and having £2,000 each as capital. Thdr accounts are 
always prepared on a ca^ basis. 

A retncs on 3i8t Decembo:, 1052, and is to receive 5 per cent 
annum on the outstanding bafimce on his Loan Account. It is 
provided, inter alia, in the agreement of dissolution that A*8 share 
of good\^ is to be computed at^ one-half of the caah proiits of 
the last two years. A is to have the sum of £5^ immediatdy ; 
£500 plus interest at the rate of 5 per cent per annum on the out- 
standing balance due to him, together with a sum representing 35 

^ lObeerve that the e^sextion does NOT staU ** average of me last two fears. 
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per cent of the set profits of the busuieBS cakifieted on an tmui 
Mtw at the end of 1953. The {wofits computed cm a cadi base 
were: 1951 £1^00, 1952 ;g2,zoo. Fees received 1953. £4.500. Fees 
outstanding at 3zst Decmb^, 1952, were £1,500; those at 3xst 
December, 1953, £465. Ignore income tax and uncompleted work. 
Expenses for the year ended 31st December, 1953, were £1,300. 
There were no expenses outstanding at either 3xst December, 1952, 
or at 31st December, 1953. 

Show Profit and Loss Account for the year ended, and A's account 
as at 3X8t December, 1953. 


Profit and Loss Account for trb Year 
Dr. ENDED 31ST December, 1953 Cr. 


To BzpeniM 

„ latentt on Loan : A — | 

1,500] 

By Feaa Raooivad 

4.500 

_ 5% on £3.300. 

„ Balance — 

A £ 1,517 10 0 

t 1,517 10 o| 

165' 




3.055 




£4.Soo| 


£4.300 

Dr. 

A Loan 


Cf. 


*953 
Ju. 1 
Dae. SI 

To Gath 

„ „ (See note (2) below) 

„ Balance 

c/d 

£ 

500 
*.3«3 
a, 100 

*953 

Jan. I 

Dec, 51 

By Tjranafer from Capital 
Account 
„ Intanat . 


£ 

3,800 

*65 




£3.965 




£3.963 





*954 
Jan. 1 

By Balance . 

b/d 

a,ioo 

Dr. 


A Capital 


Cr. 

*933 
Jan. 1 

To Ttinaler to Loan 
Aeeonnt. 

1 

£ 

5,800 


ByBalanoa . 

„ 1 Share of GoodwlU 

1 




■ 

Si 

■ 


■ 

£ 3 .«oo 



■ 

hB 

■■ 


■ 



(1) Computstion of Goodwill : 

i X t£i,5oo + j£2,ioo) » £ i,Boo 

Total Goodwill is therefore £5,400, hence it is correct to describe the 
credit to A as I share of Goodwill. 


(a) Computation of Cash payable: 

£500 + ;£j 65 ‘ + 33 % of •• 
on next page). 

- j£«65 + 

“ £*.363 


Earned profits £2,000 (See note (3) 


^ Dnlike Interest on Capital, which is merely internal arrangement of profits, 
Interest on IjMm will, as seen, suffer deduction of income tax. 
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(3) Coiiip«tatioiiol*'E«medi**Fr<]fit8: £ 

Fm HeodiM 4,500 

Lsss Feet Outstandiog gist Dec., ig^ . 1,500 

3,000 

Add Feet Ootttaadiog at sztt Dec., 1953 463 

Total ** Earned Feet 3^465 

Less Expentet 1,300 

Interest on Loan .... 165 

L463 

Net ** Earned *' Profit . ^£3,000 


It is assumed that (a) there is no interest on capital, ( 5 ) B and 
C continue to share profits equally on a cash basis, (c) all the 
pa3nnents are made on the due dates. 

It is noted that (a) no account is taken of depreciation or stocks 
(e.g. stationery, boo^, etc.), (6) no provision is mentioned for the 
payment to B in the second year, this probably being included in 
the term ** inter alia** 

No mention is made of the existence of Current and/or Drawings 
Accounts which would, especially considering the equal capitals in 
a round sum, be in the books ; nor of any share of the profits to date 
of dissolution, which further strengthens the assumption as to the 
existence of Current and/or Drawings Accounts. 

The statement in the question ""such sum representing 35 per 
cent of the net profits" merely indicates that B"s Loan Account 
will be reduced by a payment of such a sum. The amoimt of the 
payment depends upon the success or otherwise of the business in 
^ 953 * hut the statement does not mean that A is entitled to 35 per 
cent of the profits. Had the words "such a sum represent!]^" 
been omitted the question might be capable of this interpretation, 
although hardly likely, since A retired obtains a greater share than 
if he were a partner, as well as interest, quite apart from the fact 
that he has been credited with his share of goodwill. 

Share of Profits in Lieu of Goodwill. As an alternative to a pay- 
ment for goodwill, a retiring partner may elect to receive a propor- 
tion of profits. It is a matter of agreement between the parties as to 
what constitutes profits, whether, for instance, salaries and interest 
on capital should be charged in the Profit and Loss Account before 
ascertainment of profit. In the absence of agreement it would 
appear that as between the remaining partners on the one hand, 
and the retired partner on the other, the proportion of profits 
due to the latter is a charge and, consequently, it should be chaige* 
able BEFORE the asc^ainment of such figure. 

IttustratiQiL A is to have one-ninth of the profits of the firm for 
one year aft^ his retirement, and the {uofits before AV dmre is 
ascertained are ^1,600. Show the i^oportion due to A. 

The proportion due to A is — 

(t) 4 X /t,Soo or 

(») ^ X ixfioo M £z8o [i,e. 4 of the remaining profits, ;£i,6ao] 
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Illustration. A partnmhip consisting of four pt^ers A, B, C, 
and D is dissolved, A retiring, the others continuing; the pr^t- 
sharing ratio was: i : 3 ; 3 : i. After A's retirement B, C. and D 
continue to share prc^ts in the same ratio as before, llie trading 
prc^ts for the first year after dissolution are £1,200. Show the 
manner of dealing with the trading profits, assuming that in lieu of 
goodwill A is to receive one-fifth share of profits. 

The following are the divisions (to nearest £j — 

If A’s share is to be considered as a charge, the following is the 
division between B, C, D. / / 


Profits . 

. 1,200 

Less A, 1 . 

200 

Balance divisible 


B,^f . 

429 

c, if . . 

428 


• 143 


If A’s share is to be considered as an appropriation, i.e. ae-fifth 
of £1,200, the following is the division between B, C, D. 

£ 

Profits . . 1,200 

Less A, } . 240 

Balance divisible 960 

B, if 412 

C, ? . 411 

^ . 137 


Elliott V. Elliott. In normal circumstances the amount due to a 
retired partner is a debt payable by the firm. Where, however, as 
in Elliott V. Elliott, the remaining partners have agreed personally 
to buy the retired partner's share, the amount is no longer a firm 
debt, but one due individually by the remaining partners in the 
agreed ratio. Failing agreement on this latter point, the liability 
should be divided in profit and loss sharing ratio. Thus, after the 
total amount due to the deceased or retired partner has been credited 
to his account, it should be transferred to the Capital Accounts 
of the remaining partners in their profit and loss sharing or other 
agreed ratio, and if cash is paid to the ex-partner out of firm's 
money, it will be debited to the Current Account or Drawings 
Account of the partner on whose behalf the money is paid. The 
principle behind this is that the “buying out" partners are per- 
sonally liable to the retired partner, and therefore the firm is absolved 
from liability, and so the amount due to the retiring partifer must 
be eliminated from the firm's books. The retired partner's or 
deceased partner's representative must look for payment, not to the 
firm^ but to the individual partners in their private capacity. 



PAKTSEBSHIP ACCODKTS— BSTlitBlfBMT 665 

Dlostrotton. Q. S, and O are in partnoship, shuing profits and 
losses 3:3:1, and Q retires as from 3i8t Decembw, 19. whoi 
their Balance Sheet is as follows — 

Q, S, AND O Bai^ncb Shbbt as at 31ST Dbcbkbbr. 19. . 


Capitals — 

? 


o 


8.000 

5.000 

2.000 

i5#ooo| 


Sundry Assets 


i5,ooo| 


I 


15*000 


X5.O00 


Show entries applying the rule in EVLioti v* EUioU, assuming 
that S and O share profits in the ratio of 2 : i. In addition, the 
goodwill (not in the books) is worth £12,000, 

The entries in accordance with EUioU v. EUioU are as under — 


19. . 
Dec. 31 


Journal 


Goodwill 

To Q Capital 


Dr, 


Being division of Goodwill in profit- 
sharing ratio. 


Q Capital 

To S Capital ' 
a* O .. t 
Being transfer of 
retirement. 


Dr: 



£ 

£ 


12,000 

ill 


14.000 

9.333 



4.667 


Dr. Q Capital Cr. 


19.. 

Dec. 31 

To Trumfen— 

S Capital . 

0 .... . 


£ 

4 , 6^7 

Dec. 31 

ByBalaact . 

Share of CkKtdwlU . 

b/d 

6.000 



1 

14,000 



£ 

14,000 










S AND O Balance Sheet as at zst January, 19. . 


Capitals — 
S . 

o . 


£ 


18.333 

8,667 


£27.000 


Sundry Assets . 
Goodwill 


£ 

15*000 

12,000 


^27.000 


^ To nearest if. 
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If the goodwill is to be written ont again, it will be treated as a 
loss to the new firm, and cannot alter the amount due to the retir- 
ing or deceased partner, so that the transfer required in EUioU v. 
Elliott is unaffected. The entries required will 

Journal 

tg.. £ 

Jan. I S Capital | Dr. 8,000 

O „ i Df. 4,000 

To Goodwill ..... 12,000 

Being Goodwill written out of the books. 



Provision for Payment to a Retiring Partner. Where a firm wishes 
to be in a position to make prompt payment of the amoimt due to 
a retiring partner, or in the event of death to his estate, an amount 
of money is set aside and invested in Stock Exchange securities, or 
in the form of an assurance policy. 

The investments will be made and entered in the manner of 


acquiring any other asset, whilst the dividends will usually be 
reinvest^ ; ^d when the need for the cash arises the investments 
will be realized, any profit or loss thereon being credited or 
debited to Profit and Loss Account. 


With regard to the policy, there are two methods used. 

(i) To consider the premium as an ordinary business expense, 
that is, by debiting Profit and Loss Account or Drawings or Cur- 
rent Accounts in profit and loss ratio, and crediting cash, so that 
NO ASSET appears in the books of the partnership ; when the policy 
becomes payable, normally by the decease of one of the partners, 
the amount due from the insurance company is treated as a profit. 
The division of such "profit" must be made in profit sharing ratio 
(always subject to a contrary agreement). Where there have been 
CHANGES in the constitution, the method employed is to prepare 
a schedule showing the "build up" of the amount during each 
period measured by the changes, whether of profit sharing or of 
I^rsonnel. In the l^t period there will very probably be a substan- 
tial surplus over the estimated value at the date of the last change 
becai^ of the maturity of the policy. It is, moreover, |l frequent 
practice to agree and pay to an outgoing partner the estimated 
valiii'Oi^the policy at the date of retirement, whilst if the partner 
retiring i$%BOUGBT out the settlement will almost invariably include 
the estimatS^ value of the policy. In these drcumstances the 
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continuing partners who bore the charge— seeing that no asset 
appears in the books — ^will be credited, whc^ the policy matures, 
with the amount in due proportion previously credited to the 
retiring partner and debited back to them. 

(2) To treat the payment of the premium upon the policy as an 
INVESTMENT, either with or without an annual revaluation. 

It should be realized that the policy is an asset of the Firm. 
Usually there is a j^licy on the life of each partner, unless a joint 
or survivorship policy is taken out in respect of the joint lives of 
the partners. 

Illustration. Q, S, and O are in partnership as and from the zst 
Janua^, 1951, sharing profits and losses 3:2:1. They took out 
a survivor^p assurance policy for £6,000, upon which the annual 
premium is £300 payable ist February yearly. S dies on 31st 
December, 1953. the insurance company in due course pa3ring the 
amount due. The firm closes its books on 31st December of each 
year. Show Journal entries. 

Method I. Journal 

1951 

Feb. I Profit and Loss Account * . Dr 

To Cash ..... 

Being annual premium on survivorship! 
policy. 

1952 

Feb. 1 Profit and Loss Account ^ . Dr. 

To Cash ..... 

Being annual premium on survivorship! 
policy, 

1953 

P^eb. I Profit and Loss Account * . Dr. 

To Cash ..... 

Being annual premium on survivorship! 
policy. 

{Upon the receipt oj the policy money) 

Dec. 31 Cash ...... Dr. 

To Capital — 

Q 

s 

o 

Being receipt of policy money on thel 
death of S apportioned amongst thej 
partners as per partnership agreement. 


£ £ 

300 

300 


300 

300 


300 

300 


6,000 

3.000 

2.000 
1,000 


Method 2. 

Assume that the surrender values of the policy dealt with in the 
foregoing example were — / 

31st December, 1951 . . . Nil 

31st December, 1952 . . 200 

^ Or Drawings Account in the ratio oi 3 : 2 : 1. 
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Show Policy Account. 

The Policy Account for the three years will be as below — 

Dr, Policy Cr, 



To Cash : Premium 


£ 

300 

195 * 
Dec. 31 

By Surrender Value 
„ Profit and Lots 
Account 


1 1 

F*b?“i 

To Caah : Premium 


300 

195* 

Dec. 31 

By Surrender Value 
„ Profit and Lost 
Account 

c/d 

200 

100 




£300 




£300 

*953 
Tan. z 
Fab. z 
Dec. 31 

To Surrender Value 
„ Cash: Premium 
„ Capital — 

6 . . £ 2 , 750 ^ 

S . . 1.833 

0 . .917 

b/d 

200 

300 

5,500 

1953 

Dec. 31 

By Cash : Policy Money , 

\ 

6,000 




£6,000 



■ 

£6,000 











Assignment of Life Policies. Although not confined to Partner- 
ship Accounts, it will be convenient to deal here with the assign- 
ment of a life policy in discharge of a debt, in order that the broad 
outlines of the treatment of life policy may be dealt with under one 
heading. 

It frequently happens that a debtor assigns his life policy to a 
creditor in satisfaction of his liability, in which case the assignee 
must pay the premiums. In taking over the policy the creditor will 
credit the debtor only with its surrender value, as that is the value 
which is available on surrender, the assignee being in no better 
position than the assignor. 

If there remains a debit balance on the debtor’s account after the 
credit given for the surrender value of the policy, it will be written 
off to Bad Debts Account. 

In the creditor's book there are alternative treatments in respect 
of the policy and the premiums, viz. — 

Upon receipt of policy — 

(1) (a) Debit Policy Account with surrender value. 

Credit Debtor with surrender value. 

(6) Debit Bad Debts Account with loss. 

Credit Debtor. 

(2) Debit Policy Account wth investment value. 

Credit Debtor with surrender value, and write off balance as in (i) ip) 
above. 

Credit (a) Policy Reserve Account with the excess of investnient over 
surrender value, or 
ip) Bad Debts Account. 

(3) See (<f) page 669. 


* To nearest 
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Ignoring interest, there is a profit of £630 to Jones, arrived at as 
follows — ^ ^ 

Profit on Life Policy 1,35a 

Less amounts written off — 

Year ended 31st October, 1952 . . .22 

M ,r 1953 • • -20 


Balance. 

Less Bad Debt written off 


' Nominal value of poUcy, £1,750, less surrender value of policy. ^358. 
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Show Policy Account. 

The Policy Account for the three years will be as below — 

Dr, Policy Cr, 



To Cash : Premium 


£ 

300 

195 * 
Dec. 31 

By Surrender Value 
„ Profit and Lots 
Account 


1 1 

F*b?“i 

To Caah : Premium 


300 

195* 

Dec. 31 

By Surrender Value 
„ Profit and Lost 
Account 

c/d 

200 

100 




£300 




£300 

*953 
Tan. z 
Fab. z 
Dec. 31 

To Surrender Value 
„ Cash: Premium 
„ Capital — 

6 . . £ 2 , 750 ^ 

S . . 1.833 

0 . .917 

b/d 

200 

300 

5,500 

1953 

Dec. 31 

By Cash : Policy Money , 

\ 

6,000 




£6,000 



■ 

£6,000 











Assignment of Life Policies. Although not confined to Partner- 
ship Accounts, it will be convenient to deal here with the assign- 
ment of a life policy in discharge of a debt, in order that the broad 
outlines of the treatment of life policy may be dealt with under one 
heading. 

It frequently happens that a debtor assigns his life policy to a 
creditor in satisfaction of his liability, in which case the assignee 
must pay the premiums. In taking over the policy the creditor will 
credit the debtor only with its surrender value, as that is the value 
which is available on surrender, the assignee being in no better 
position than the assignor. 

If there remains a debit balance on the debtor’s account after the 
credit given for the surrender value of the policy, it will be written 
off to Bad Debts Account. 

In the creditor's book there are alternative treatments in respect 
of the policy and the premiums, viz. — 

Upon receipt of policy — 

(1) (a) Debit Policy Account with surrender value. 

Credit Debtor with surrender value. 

(6) Debit Bad Debts Account with loss. 

Credit Debtor. 

(2) Debit Policy Account wth investment value. 

Credit Debtor with surrender value, and write off balance as in (i) ip) 
above. 

Credit (a) Policy Reserve Account with the excess of investnient over 
surrender value, or 
ip) Bad Debts Account. 

(3) See (<f) page 669. 


* To nearest 
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Ignoring interest, there is a profit of £630 to Jones, arrived at as 
follows — ^ ^ 

Profit on Life Policy 1,35a 

Less amounts written off — 

Year ended 31st October, 1952 . . .22 

M ,r 1953 • • -20 


Balance. 

Less Bad Debt written off 


' Nominal value of poUcy, £1,750, less surrender value of policy. ^358. 
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Treatment of Premiums. The premiums paid may be dealt with 
as shown below. 

(а) Debit Profit and Loss Account. Credit Cash. 

(б) Debit Capital, Drawings. Current or Reserve Account in profit and 
loss ratios. Credit Cash. 

(c) Debit Life Policy Account. Credit Cash 

(d) Debit Life Policy Account with the nominal amount of the policy 
and credit Life Policy Reserve Account (on taking out or receiving the 
policy) ; debit the Life Policy Reserve Account and credit Cash upon the 
pa 3 nnent of premiums. 

(«) As in (c) or (d), and debit the Life Policy Account (c) or Life Policy 
Reserve Account {d) with loading for interest, and credit Profit and Loss 
Account. 

(/) Each year bring down the balance (representing the investment or 
surrender value) either in the Life Policy Account or by adjustment of the 
Reserve, writing off the difference as in (a) or (&). 

(g) Debit premiums to the Life Policy Account and revise the value 
thereof through the Life Policy Reserve Account, the value in question 
being investment or surrender value.^ 

If the policy is to be maintained at investment value, interest 
may be debited thereto and credited to Profit and Loss Account ; 
but if it is to be maintained at surrender value, the latter value 
will be credited in the Policy Account and brought down, the 
difference being transferred to the debit of Profit and Loss Account, 
as the increase in surrender value will be less than the premium 
paid. (See illustration, page 668.) 

Upon receipt of policy money — 

Debit Cash. Credit Policy Account. 

Debit Policy Account. Credit Profit and Loss Account. 

Illustration. Fraser, owing Jones £1,000, agrees to assign his life 
policy to him in complete discharge of the debt. The assignment is 
made on ist July, 1952, the policy being for £1,750. The premium 
is £60, payable yearly on ist September. 

On 15th January, 1954, Fraser dies, the policy money being paid 
to Jones on 31st January, 1954. 

The surrender values are (i) at the date of assignment, £320; (2) 
at 31st October, 1952, £358; and (3) at 31st October, 1953, £398. 
Jones prepares his accounts annually at 31st October. 

Assuming that Jones desires to keep the policy at its surrender 
value, show the necessary Ledger Accounts in his books. 

Dr. Fraser Cr. 

*952 1053 

July X To Balance b/d 1,000 July i By Life Policy Account 

r§ Fraser — 

Policy taken over 
in discharge, Sur* 
render Value 330 

,, Bad Debts Accotmt 680 

Ifl.OOO l r*»<XK> 


^ Companies exist which deal with policies by way of purchase and sale. 
Their price will be generally higher than surrender and lower than invest- 
ment value. 
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Ignoring interest, there is a profit of £630 to Jones, arrived at as 
follows — ^ ^ 

Profit on Life Policy 1,35a 

Less amounts written off — 

Year ended 31st October, 1952 . . .22 

M ,r 1953 • • -20 


Balance. 

Less Bad Debt written off 


' Nominal value of poUcy, £1,750, less surrender value of policy. ^358. 
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Lifb Policy Account No 

Dr. rs Frasbr Cr. 


195a 

July X 

S«pt. X 

To Fraier— Policy taken 
over. Surrender Value 
„ Caah — Yearly Premium 


c 

Sao 

60 

Oct. 31 

By Profit and Lom Ac- 
count . 

,, Balance . 

c/d 

1 

aa 

358 





^1953 
Oct. 31 



£380' 

Nov. X 

1933 

Sept. X 

To Balance 

„ Caah — YearlyPremium 

b/d 

33* 

60 

By Profit and Lon Ac- 
count . 

„ Balance 

c/d 

ao 

398 




£4x8 

X 954 
Jan. 31 



£4x6 

Nov. r 

To Balance 

b/d 

398 

By Caah 



>954 
Jan. 15 

„ Profit and Loas Ac- 
count . 


1.35a 


1 


■ 




^>.750 


1 

■ 

B 


[Alternatively, the same result may be arrived at by showing thd Policy at 
its nominal value and opening a PoUcy Reserve Account thus (de^ng only 
with the first year) ] — \ 


Life Policy Account 

Dr. re Fraser Cr. 


1 

July X 

To Fraser — Policy taken 
over, Surrender Value 
,, Life PoUcy Reserve 


£ 

330 

1.430 








X.750 






Life Policy Reserve 

Df . re Fraser Cr. 


1952 
Sept. I 
Oct. SI 

To Cash — Yearly Premium 
„ Balance^ . 

c/d 

£ 

60 

1.392 

Oct 31 

By Life Policy Account — 
r» Fraser 

„ Profit and Loss Ac- 
count . 


£ 

X,430 

23 




£1.452 




£i,45> 





Nov. I 

By Balance . 

b/d 

1,39* 


Ignoring interest, there is a profit of £630 to Jones, arrived at as 
follows — ^ ^ 

Profit on Life Policy ...... 1,35a 

Less amounts written ofi — 

Year ended 31st October, 1952 . . .22 

M ,p 1953 • • -20 


Balance. 

Less Bad Debt written off 


Profit 


42 


1.310 

“ 680 

^630 


' Nominal value of policy, ^1,750, less surrender value of policy. ^358- 
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This may be reconciled with the cash receipts as follows — 


Cash received on 3i8t Januaxy, 1954 

Less Premium paid on ist September, 1952 

** *♦ •• ^953 


£ £ 

1.750 
60 
60 

— 120 


Net Cash received . 

Less Debt due by Fraser 


1,630 

1,000 


Profit 


^630 


Illustration. On ist July, 1952, the total surrender value of the 
life policies of £3,500 of the partnership is £1,500. The annual pre- 
miums of £100 paid to date are £2,000. Show in columnar form the 
accounts, assuming that the premiums are paid on ist November, 
1952, and that the surrender value on 30th June, 1953, is £1,575, 
using Methods (d) and (g), and adjusting as required by paragraph 
(/). The accounts appear on page 672. 

If the partners have taken out a joint policy, the account will be 
closed upon the maturity of the policy, any profit being credited to 
Profit and Loss Account, or Capital Accounts in profit ratios. 

Where separate policies exist, the one which has matured will be 
similarly dealt with and, in addition, a revaluation of the other 
policies will be necessitated. 

Capitals of Remaining Partners to be Adjusted to New Profit* 
sharing Ratio. The treatment of accounts where a partner is re- 
quired to bring in cash so that capitals are in profit-sharing ratios 
has been dealt with on page 633, and the same principle applies on a 
retirement or death of a partner. 

Illustration. The following is the Balance Sheet of A, B, and C, 
sharing profits and losses in the ratio of 2 : 2 : i. 

A, B, AND C Balance Sheet 


Capitals — 
A 
B 
C 


£ 

£ 

2,000 


3.000 


1,000 



6,000 


£6,000 


Sundry Assets (includ' 
ing Goodwill) 

Cash 


5,500 

500 


£6,000 


A retires and is to be paid in cash. B and C a^eeing to provide 
the necessary funds, and at the same time to increase the cash 
bailee to £600, the contributions to be such as to leave their 
capitals in their prafit-sharing ratio which is to be unchanged. 
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The amount of cash required is — £ £ 

Due to A . 2,000 

Plus increase of cash balance . 300 

2.300 

to which will be added the combined capitals of 
B and C ....... . 4.000 


gives the total resultant capitals of B and C ^£6.300 


Statement of Capitals (B and C) 



Total 

B 

c 


£ 

£ 

£ 

New Capitals .... 

6.300 

4.200 

2,100 

Old Capitals ..... 

4,000 

3,000 

1. 000 

Contributions . 

£2.300 

£1,200 

£1,100 


Balance Sheet (after completing aforesaid arrangements) 



£ 

£ 


■■ ~£ 

£ ■ 

Capitals — 



Sundry Assets 


5.500 

A Balance : 



Cash 


800 

;^2.ooo - Cash ;£2 ,ooo 

nil 





B Balance : 






^ 3 .000 4* Cash 1 . 2 00 

4,200 





C Balance : 






1 ,000 + Cash 1 , 1 00 

2,100 







6.300 






£^•300 



^6,300 


Interest from Last Balance Sheet in Lieu of Profits. In order to 
avoid splitting of profits, the partnership agreement may provide 
that interest be paid in lieu of profits from the date of the last 
Balance Sheet to the date of death or retirement. The agreement 
should be carefully worded so that any dispute as to the amount 
on which the interest is to be paid (e.g. on Capital Account alone 
or Capital plus Current Account, etc.) will be avoided. 

Illustration. A, B, and C are in partnership sharing profits 
3:2:1. The partnership agreement provided that, on the death 
or retirement of a partner, the partner or his estate shall be entitled 
to 10 per cent per annum on his share of partnership assets from 
the date of the last Balance Sheet to the date of death, in lieu of 
profits. On 31st December, 1952, the date of the last Balance 
Sheet, the Capital Accounts sto^ as follows : A £6,000, B £5,000, 
C £3,000, and the Current Accounts as follows: A £1,000, B £1,200, 
C £600. B died on 30th June, 1953, and his share of gc^will, 
which was not included in the books, was valued at £2,000. The 
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amount payable to the executors of B would appear in his Loan 
Account, ignoring tax, as follows — 

Dr. Exors. of B Loan Cr. 


i >953 £ 

c/d 8,6xo| Jan. 1 By Balance of Capital 

Account . S.ooo 

June 30 'Tranafer from Cuxrent| 

Account x.aoo 

„ Share of Goodwill 2,000 

,, Intereat . 

£8.6xo| 

July I By Balance . 
t £8,200 at xo% per annum for 6 montba. 

SECTION (E) RETIREMENT AND ADMISSIOhj 

The positions arising upon a partner's retirement and aiimission 
have been dealt with separately. It now remains to deal with 

the combined change : the retirement and admission taking place 
at the same time. It very frequently happens that wlien one 
partner retires another is admitted, the capital introduced by the 
new partner being utilized wholly or partly in discharge of the 
liability of the old firm to the retiring partner. 

No departure from the principles enumerated is entailed, the 
question being more one of det^ caused by the two **sets" of 
transactions. 

Illustration. Q, S, and O, partners, share profits and losses in the 
ratio of 3 : 2 : I. S retires on 31st December, 19. and D is 
admitted a partner on the same date, the new ratio to be 4 : 4 : 3. 
The latter is required to bring into the firm so much capital as 
will make his share one-third of the total assets as revalued. 

The following is the Balance Sheet of Q, S, and O — 

Balance Sheet as at 315T December, 19.. 


410 

£8,6x0 

. i b/d 8,610 


*953 
June so 


To Baluioa 


Capitals— 

Q 

S 

O 

Reserve 




Stock 


10,000 

7,000 


Debtors 

4,000 


5,000 


L^ss Bad Debts 


3,000 

i5,ooo| 

Provision . 

400 

3.600 


1.400 

Cash 


2,800 


i 6,40 o | 



16,400 


The partnership agreement gives certain directions as to the 
value 01 the assets to be taken for the purpose of dissolutim, these 

* In the event of any changes having taken place in the Current Account 
balance during the period between the last Balance Sheet and the date oi 
death, the interest will have to be calculated in the form of an Account 
Current. 



Capitals 


p 



s 

8 

n5 

1 

•0 

o 

i s 

O 

'5 

8 

T 

•-« 

8 

tn 

S s 

to tf 

1“ 

w 

sS 




O 

1 s 

O CO 

ro 

8 

CO 

o* 

8 

CO 

o‘ 

8 

CO 

d* 

M 

1 

tc 


*0 *0 

S' 3“ S' 


By Balances 
,, Memorandum 
Revaluation 
Account . 

By Balances 
Cash . 

By Balances 


■ A 

Q •— » 

Q 



88 

oo 

M lO 

8 

CSI 

Ml 


1 

O 

8 

'Ml 

8 

%% 
« M 

8 

»-« 


V) 


8 

cC 

'Ml 




O* 

O 

o* 

8 

CO 

O 

•H 

II 

« tC 

“8“ 

CO 

0 “ 

M 



•o '*» s. 

Tr o 

1 

To Cash' . 

„ Balances 

To Memorandum 
Revaluation 
Account 
„ Balances 


.a 

?a 
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The balance of capital is usually transferred to Partner's Loan Account and cash debited thereto. 










Memotandum Rsvaluation Account 
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being: stock, £9,600; sundry debtors, £3»8oo; and goodwill, £5,400. 
D agrees to bis admission being based upon ^ese valuations. 

Show the Capital Accounts of the partners, the revised Balance 
Sheet, and a Memorandum Revaluation Account. 

If the adjustments are not to be shown permanently in the books, 
the above question naturally falls into two main parts, viz. — 

(1) The adjustment of asset values upon the retirement of S. 

(2) The admission of D and the book readjustment of asset 
values. 


Balance Sheet as at ist January, 19. . 



£ 

£ 


£ 

£ 

Capitals — 



Stock 


10,000 

Q • • 

7,900 


Debtors 

4,000 


0 . 

1,700 


Less Bad Debts Pro- 



D . 

5.400 


vision 

400 







3,600 



15,000 

Cash [;^2,8oo -f £7,200 



Reserve 


1,400 

-£7,^00] ■ 


2,800 


1 

16,400 


£ 

16,400 


It will be seen that the capital to be introduced by D is 
based upon the combined capitals of Q and 0 before the elimination 
of the adjustments from the books, i.e. J X (£10,300 + £4,100) 
= £7.200. 

If it were decided, after the reversal has been made, to bring the 
adjustments permanently into the books, there would be a book 
profit of £6,600 which would be credited to Q £2,400 : O £2,400 and 
D £1,800, thus eliminating the reversing entries of ist January, 
19. . , and restoring the true position. 

The TRUE position at ist January, 19. . , is — 

£ £ 

Capital Accounts as per books . . 15.000 

Add Net Undisclosed Assets, i.e. — 

Debtors, Goodwill and Reserve . 7,000 

Less Stock Depreciation . . 400 

6,600 


;£2 1,600 

The Capital Accounts would be revised on entering the undis- 
closed figures, and the table given at top of page 678 shows the 
position. 

This is the precise result that would have been obtained by a 
straight " entiy of the net assets and a credit to the old partners. 
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Capitals 



Q 

0 

D 


■■ 

£ 

i 

£ 

Balances per Balance Sheet . 


7,900 

1,700 

5.400 

Add £6,600 

■ 

A 2.400 

A *.400 

A 1,800 

True Capitals . 

1 

10,300 




Illustration, A, B, and C are partners with capitals of £2,000, 
£2,500, and £1,800 respectively. On the retirement of A and the 
introduction of D, goodwill (which is not in the books) is valued 
at £750, other undisclosed assets at £600. The profits wei^e shared 
in the proportion of 2 : 2 : i, the new firm to divide profiti equally. 
D is to introduce cash £1,000. The book values of the assdts are to 
remain unchanged. Show Capital Accounts. See page 679A 

Illustration. At 31st December, 1951, when C was admitted a 
partner on a one-sixth basis the undisclosed assets not brought 
into accoimt were an insurance policy £400, and investments £600. 
A and B had previously been equal partners. On 31st December, 
1952, D was admitted as a partner, the new ratios being 10 : 10 : 
4:3. On 31st December, 1953, A died and the policy fell in for 
£700 and the investments were sold for £690. Good^^ is to be 
adjusted outside the business. The estimated values of insurance 
policy and investments as at 31st December, 1952, were £600 and 
£520 — the insurance premiums being charged and the dividends 
credited to Profit and Loss Account in the ordinary way. Show the 
division of the proceeds. 



Insur- 

ance 

Policy 

Increaie 

Invast- 

BMDtS 

Increase 

or 

Decrease 

Net 

Increase 

or 

Decrease 

A 

B 

c 

1 


1 

t 

i 

£ 

£ 

£ 


IMI 

m 

jitt Dec., 1951 

400 


600 


1,000 

500 




195a 

600 

-f- MO 


» - 80 

XM 

50 




1953 

700 

4- xoo 

mm 

+ 170 

*70 




so 




n 


€x ,390 




^30 


When entered into the books cash will be debited with j£i,39o, and the 
Capital Accounts credited in the above proportions. 

If A had retired on 31st December, 1953, the values of the un- 
disclosed assets would be dealt with on the lines already explained. 
Further, if A’s share is purcha^ there wUl be a tran^E^ from 
A's account (after having given him credit on the revaluation) by 

> ) of total Capital, 

* Assumed A and B continue to share profits equaUy as between themselves 
in 1952. 
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B and C respectively withdrawing 1,003 63. 8d. and ^33 6 s. 8d., leaving all the partners with ^2.036 13s. 4d. 
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debiting his account and crediting the continuing partners, the 
latter ^ing personally liable to A. 

Illustration. A, B, and C are partners. The business is divided 
into £30 shares owned as follows: A, 60; B, 15; €, 25. The good- 
will value of a share is £100, but no amount for goodwill stands in the 
books. The capital accounts are: A, £1,800; B, £450; and C, £750. 

On 1st January, 19. . , D is admitted as a partner on terms that 

(i) A is to sell 10 shares to B. 

(ii) A is to sell 10 shares to D. 

(iii) C is to sell 5 shares to D. 

The total capital is to remain undisturbed and individual capitals 
arc to be adjusted according to these shares. D is permitted to pay 
half of the amount due immediately, the balance diie to be 
treated as a loan bearing interest at 10 per cent per aniium, such 
amount being transferred proportionately to the credit of ihe selling 
partners. There is to be no other selling adjustment. Any surplus 
on D's Current Account at the end of a year is to be applie<^ in pay- 
ment of the loans by A and C. 

Drawings are to be £5 per sliare per month. The profit for the 
year to 31st December, 19. ,, is £8,000. Sundry assets of £500 at 
the commencement of the business remain michanged. There are 
no other assets save cash and no liabilities. 

At 31st December, 19. . (one year after D*s admittance) B retires. 
The other partners purchase his share in the business, including the 
balance on his current account. The goodwill value of a share is 
to be taken at £80. 

Prepare Partners' Capital, Current, and Loan Accounts, and 
extract Balance Sheets at 31st December, 19. ., (a) before and (b) 
after retirement of B. 

The opening accounts are — ^ ^ 

Cash ..... 2,500 
Sundry Assets .... 500 

Capitals .... 3,000 

The cash at the end will be — £ s. d. £ s. d. 

Balance at commencement . 2,500 o o 

Plus Profit .... 8,000 o o 

10,500 o o 

Less Drawings per — 

Current Account . 6,000 o o 

Loan Account . . . 202 10 o 

6,202 10 o 

£4,2gy 10 o 


The cash paid in by B and D is not retained in the business, but 
taken out by A and C. 


D pays in £975, B £1,300. 
A receives £1,950. C, £325. 


Total £2,275. I 
Total £2,275. $ 


See page 681. 
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Note. The adjustments on B's retirement zu-e shown in separate sections of the Capita) and Current Accounts. 
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Journal 


Goodwill 

To Capital — A ..... 

„ Capital — B ..... 
Increase in value of Goodwill on dissolution. 

. Pf. 

i 

1,800 

Capital — A ...... 

. Dr. 

1,500 

To Capital — S ..... 

. 

Half amount required from S contributed by A, as follows — 


Capital A revalued ..... 

£4.700 


Capital B revalued ..... 

4,600 


Less Cash available [£800 - 500] . 

9,300 

. 300 


Proposed amended Capital 

:^ 9,000 


of which — 


S is to pay one-third .... 

£[ 3,000 


Half thereof ..... 

£'.500 


Cash ..... 

. Dr. 

2,900 

To B 


., S 

Cash required — 





B — two-thirds ... 

£ 6,000 


Less existing revalued Capital 

. 4,600 


S — Half of ;£3 ,ooo ..... 

/l. 4 °o 

£1.500 


Capital — A .... 

. Dr. 

3,200^ 

To Cash ...... 

Balance due . • 

£4.700 

.1,500 


Less Gift to S . . . . 



£3.200 



900 

900 


1.500 


1,400 

1,500 


3,200 


' This is equal to the following — 

III 


1 1 Cash at Bank available for A [£800 - £500] 
^21 Amount paid in by B 
[3) Amount paid in by S . 


The revised Balances would be- 


Goodwill [£x 200 + £1,800] 

[£800 + £1,400 + £1,500 - £3,200] 
Other Assets ... 

Creditors 

A [£3,800 + £900 - £x, 500 -£3,200] 

B 143,700 ■H!9 oo -f £1,400] 

S [£1,500 (froo 


> (from father) ’+ [£1,500 (Cash)] 


£ 

300 
1,400 
1, 500 

£3, goo 


Dr. 

£ 

3,000 

590 

5.900 


Cr. 


6.000 

3.000 
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SECTION (F) CONTINUANCE OF PERSONNEL WITH REVISED 
PROFIT-SHARING RATIO 

Where the same partners continue in business but decide upon a 
change in Profit-sharing ratios, the position may be regarded as 
if there had been a change in personnel, that is an old fim and a 
new one for the purpose of adjusting assets (including goodwill) 
and liabilities. 

The procedure will follow the usual lines as on a change in 
personnel, the revaluation being necessary so that profits or losses 
may be dealt with in favour of or against the partners in their 
proper proportions. 

Illustration. The following are the Capital Accounts of A, B, 
and C sharing profits 2:2:1. 

i 

A . . . 2.000 

B . . . . 1,400 

C . . i.ooo 

;£ 4.400 

No goodwiU appears in the books. It is decided that they shall 
share profits in future in the proportions 4:3:1. For this purpose 
the assets are to be written down by £100 and the goodwill to be 
taken as worth £900. Capitals are then to be adjusted (by cash pay- 
ments) to the same proportions as the new profit-sharing ratios and 
no alterations are to be made to book values. 

Show Ledger entries. (See page 690.) 


INTEREST ON CAPITAL 

If the partnership agreement provides for interest on capital it 
has the effect of giving a certain portion of trading profits in the 
capital ratio, i.e. by way of interest on capital, so that the "net ’ 
influence of the changed ratio is not synonymous with the "gross." 
For instance, two partners may previously have shared profits 
equally, and agree to revise the ratio to 3 : i. The difference as 
between each is nominally from i : i to 3 : i, but if interest on 
capital is allowed a certain proportion of the profits will be thus 
absorbed. 

Illustration. A and B are partners sharing profits equally, after 
allowing 5 per cent interest on their capitals of £8,000 and £7,000. 
Assets, including goodwill, are to be reduced by £10,000 and there- 
after profits are to be shared as to 4 : i after providing interest on 
capital at 5 per cent per annum on their revised capitals. The profit 
before taking into account interest on capital is £1,250. 

Show the division of profit in both the old and the new manner. 
(See page 691.) 



Memorandum Rkvaluation 
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A 

B 

Total 

(i) Old Division — 

i 

£ 

£ 

Interest on Capital 

400 

350 

750 

Profits equally .... 

250 

250 

500 


£650 

;£6oo 


(2) New Division — 




Interest on Capital 

150 

100 

250 

Profits 4:1 

800 

200 

1,000 


£950 

£y^ 

£1.250 


It will be seen that, in the new division, the first £250 is absorbed 
in interest on capital, leaving an extra £500 divisible profit. The 
partners lose on interest on capital £500 [i.e. £750- £250] equally, as 
can be seen above. This must be so because the interest is at the 
same rate as before but upon a lower capital and the capitals have 
been reduced equally by the loss on revaluation, which the part- 
ners bear equally. Thus, the difference between the profits to A 
and B in the new and old ratios is explained — 

£ 

250 Interest. A takes £50 more than B in both instances 

500 “Released" Interest, now as divisible profit 

500 other profit 

,£1,000 new divisible profit, as above. 


This may be further explained in the following table — 

New Old Old New 

A gains f - J = X ;£i,ooo = £300, i.e. £650 £950 

Old New 

B loses 1 - A X ;£*,ooo « £300, i.e. £too £^00 

It must further be remembered that A will gain on any capital 
profit, e.g. assuming that the assets fetch the old book values, A 
will gain £3,000 [i.e. ^ x £10,000] as he was previously dettted 
with his half share of the capital loss, i.e. £5,000, and w^ now be 
credited with four-fifths of the capital gain, i.e. £8,000. 

Subsequent Receipts of Debts Written Off > etc* 

Where assets, e.g. debtors, are written off wholly or in part, it is a 
question of importance to detennine upon a change in jnrofit- 
sharing ratios whether it represents a revsuuation or not. 
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(1) If the former, any subsequent appreciation or profit upon the 
revised book value, e.g. receipt of a debt written off as bad, must be 
credited to the new partners in the new ratio. 

(2) If the writing off was merely a precautionary measure, then 
any appreciation subsequent to the change in constitution will be 
credited to the old partners in the old ratio. 

Where the Memorandum Revaluation method is employed, it 
will be obvious that the assets still remain undisturbed in the books, 
and the entries will be as in either (3) or (4). 

(3) Where a true revaluation is made and the amount considered 
bad at the date of the change — 

Dr. Old partners in the old ratio. 

Cr. New partners in the new ratio. | 

(а) The amount subsequently received will be credited\to the 
DEBTORS accounts (debts not having been actually written dff as in 
the Memorandum Revaluation system, the book values of assets 
remain unchanged). The partners' accounts will, therefore, not be 
credited as they would in the case of an ordinary writing-off as in (i) 
and (2), the partners already having obtained the benefit in the new 
ratio by entry in the Memorandum Revaluation Account. 

(б) If the asset proves to be finally bad, the loss will be written 
off in the new ratio. 

(4) Where there is merely a precautionary ” adjustment, at the 
date of the change — 

Dr. Old partners in the old ratio. 

Cr. New partners in the old ratio. 

{a) The amount subsequently received will be credited to the 
DEBTORS accounts (debts not having been actually written off, as in 
the Memorandum Revaluation system the book values of assets 
remain unchanged). The partners' accounts will, therefore, not be 
credited as they would in the case of an ordinary writing-off as in 
(i) and (2), the partners having obtained the benefit in the old ratio 
by the entry in the Memorandum Revaluation Account. 

(6) If the asset proves to be bad, the loss may be considered to 
have taken place in the course of the new partnership, and will be 
debited to the partners in the new ratio. 

Illustration. A and B were partners sharing profits and losses 
equally. On 31st December, 19 . . , they decided to share profits and 
losses in future in the ratio of 3 : 2, Bad Debts were written off 
amounting to £100 on the date of the change, and in the following 
year the amount written off was received in full. Show entries 
relating to the above. 
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Snir^M at VaU o/Ctkmg0 

(x) Debit A £50 Credit Debtors £100 

« B £30 


(3) Debit A £30 Credit Debtors £xoo 

M B £30 


(3a} Debit A £30 Credit Memoran- 

,, B £30 dum RevaIttatloD 

Account £xoo 

Debit Memoran- Credit A £60 

dum Revalue- ,, B £40 

tion Account £xoo 

(4a) Debit A £30 Credit Memoran- 

„ B £30 dum Revaluation 

Account £xoo 

Debit Memoran- Credit A £30 

dum Revalue- ,, B £50 

tion Account £xoo 

Illustration. In reference to the preceding illustration, if no 
amount is received in respect of the Bad Debts the entries already 
made at the date of change will remain undisturbed and no receipts 
at all will appear in the right hand column above. 

As no actual writing o 3 has taken place in (3a) and (4a) the 
entry for actual writing off the debts will be — 

(36) Debit A £60 Credit Debtors £100 

.. B£40 

(46) Debit A £60 Credit Debtors £100 

B;£40 

(through the Profit 
and Loss Account 
in each case) 

The position of (i) and (2) is clear, but in regard to (3) the effect 
of the entries representing a true revaluation may be seen in refer- 
ence to the non-receipt of the cash. The partners were debited 
equally (3^) and credited in the ratio of 3 : 2 (3^), and when the 
debt proved to be bad the partners were debited in the ratio of 
3 : 2 (36), thus leaving the partners in debit equally — the true 
allocation of loss as the debts were considered bad at the date of 
the change, thus being a loss of the "old” firm. 

In regard to (4) the debts were not considered bad, so that when 
the adjustment takes place the loss must be taken as appertaining 
to the "new” firm. This may be seen by the combined effect of 
entries in {4a) and (46). In the former A and B were debited and 
credited equally, and in the latter (4b) were debited in the ratio of 
3:2. As the entries in (4a) cancel each other the "new” firm is 
debited with the loss in the ratio of 3 : 2 by the entry in (46). 

Alternatively, the entries in (4) at the date of change need not 
be made, and subsequently the new partners' Capit^ Accounts 
will be debited in the new ratio (if the debts prove bad), or cash 
debited and Debtors Accounts created (if the debts are received). 

General Illustration. A and B are in partnership sharing profits 


Entfiat on RocmM of Cash 


Debit Cash £xoo 

Debit Debtors £xoo 

Debit Cash £xoo 

Debit Debton^xoo 

Debit Cash £xoo 

Debit Cash £xoo 


Credit Debtors £100 

Credit A j^6o 

(t^ugh the Pn^t 
and Loss Account) 
Credit Debtors £xoo 
Credit A £30 

»» B £So 

(through the Profit 
and Lou Account) 
Credit Debtors £xoo 


Credit Debtors £xoo 
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as follows : 8 per cent interest on capital, one-quarter of the remain* 
ing profits to B in salary, the residue between A and B as to 3 : 2. 
They hold as a partnership asset shares which cost £4,000 : A con* 
siders them to be worth £6,500 and proposes that they shall be 
written up to that value, and that henceforth the profit-sharing 
ratio between A and B shall be 8 : 7, B*s salary arrangement being 
as before. Interest on capitals are to continue at 8 per cent. What 
is B's position (i) on the old basis, (2) on the new basis? 

(i) Old Basis. As the capitals of A and B will be augmented by 
the credit in respect of the written-up value of the shares, there 
will accordingly be an increase of Interest on capital to the extent 
of 8 per cent on the increased capital of £2,500, i.e. £200, allocated 
as follows — 

A. f MB £120. B, g =s £So. Total, £200. j 

(the capital increase being credited to the partners in the old profit- 
sharing ratios, viz. 3 : 2). This will reduce the remaining profits 
by £200. \ 



A 

B 

Total 

Interest on Capital .... 

+ £120 

+ ;^8o 

+ ^*00 

Divisible profits will be reduced by £200 
and borne in the ratio 45 ; 55 {see below) 

- £90 

- £t^f> 

- £200 

Net result 

0 

-1- 

- £30 



Under the first metliod of sharing profits the division was — 



A 

B 

Total 

Salary ..... 

Remainder .... 

45% 


*5% 

75% 

Total ..... 

45% 

55% 

100% 


■■■■■■ 

■■■■■ 

)■■■■■ 


If the old profit sharing ratio continues, B loses £30 of profits 
annually by the writing up of the asset. 

Assume profits, after providing interest on original Capital, are 
£1,000. 

(la) Division before the writing up of asset — 


Dr, Profit and Loss Appropriation Account Cr. 


To Salary: B . 

„ JBalanoo— ' 

S;|- ; 

• £450 
. 300 


£ 

450 

750 


By Balance 


£ 

1,000 




£xiOoo 

j 



£1,000 
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(lb) Division after writing up of asset — 

Dr. Profit and Loss Appropriation Account Cr. 


To latmtt OD Capltal- 
B ! ! ! 

„ Bolonce 

£xao 

So 

c/d 

£ 

aoo 

600 


By Balance 

b/d 

£ ' 
x,ooo 




£z,ooo 




£x,oqo 

To Salary: B 
,, Balance — 

S;t ; 

as% 

£360 

*40 


aoo 

600 


By Balance 

b/d 

Soo 




£800 




lOoo 










Alternatively (16) may be shown as follows — 

Dr. Profit and Loss Appropriation Account Cr. 


To Intereat on Capital — 

A . . . £iao 


£ 

111 

By Balance 

b/d 

£ 

1(000 

B ... So 

„ Balance— 

A; 45% . . £s 6 o 
B:J5% . . 440 


aoo 

800 

1 










£i,ooo 




i^BIH 





It will be observed that the partners receive the same by both 
alternative methods of (16), i.e. A, £480 : B, £520, as compared 
with the amoimts receivable before the writing up of the asset, 
i.e. A, £450 : B, £550. 

Thus, if the profit sharing basis after providing for interest on 
capital remains unchanged, B loses £30 of profits annually. 

(2) New Basis, Under the proposed method of shar^ profits 
the division will be — 



A 

B 

Total 

Salary ..... 

Remainder .... 

40% 

*5% 

35% 

*5% 

73% 

Total 

40% 

60% 

100% 






The remaining profits will, as before, be reduced by £200, giving 
the result as follows— 


as— (B.ao83) 
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A 

B 

Total 

Interest on Capital .... 

Divisible profits will be reduced by £200 
and borne in the ratio of 40 : 60* 

Net result 

1 

+ 

- £60 

+ £80 

- £120 

4 £200 

- ;^200 

+ £40 

- £40 






• See Table at foot of page 695. 


B thus loses by the writing up of the asset, but gains 5 per cent 
increase in remaining profits : 60 per cent less 55 per cent (per old 
division). j 

Therefore, the proposed scheme will be advantageous t6 B if the 
profits after interest on original capital exceed X £4A= £800, 
and will be detrimental if the profits are less than ,£800 ; or where 
the remaining profits after interest on the revised capital exceed 
V’ X £40 = £600, the scheme will be advantageous to B and vice 
versa. Alternatively, as mentioned, if the profits remain unchanged 
B loses £30, and as he gains 5% of profits after charging interest 
the increased profits to cover his loss must be £600. 

The position as regards capital losses and profits must also be 
considered. 

(1) As regards losses, B will now bear any capital loss in the new 
ratio 8 : 7 instead of in the old ratio 3:2. He will thus have to 
bear a further of any capital loss, tV - I'V = tV- 

(2) As regards profits. B will now receive any trading profit 
in the new ratio 40 : 60 instead of in the old ratio 45 : 55, and 
thus he gains a further 5 per cent on any trading profit under the 
new arrangement. 

On the other hand, capital profits, not being trading profits, will 
not be taken into accoimt for the purpose of osculating B's salary, 
hence they would be shared in the ratio 8 : 7 instead of in the old 
ratio 3 : 2, and thus B would gain a further under the proposed 
new arrangement.^ 

Note. The original capitals of the partners are of no consequence, as the 
partners will receive the same amount of interest on capital under both the 
new and old arrangements as regards such original portion of their capitals. 

The contrast between the old and the new divisions may now 
be shown. 

Illustration. Assume that the profits after providing interest on 
original capital are £800. 

^ (The original capital profit of £2,^00 was treated in this manner and 
divided in the ratio 3 : 2, and not in the trading profits ratio 45 : 55.) 
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(i) Old Basis. 

Of. Profit and Loss Appropriation^ Account Cr. 


To Salary: B 35% 

,, Balance— 

m : 

III . 


£ 

300 

600 


By Balance 

b/d 

£ 

Boo 




£Soo 




£800 


(2) New Basis. 


Dr. Profit and Loss AppROPRiAnoN Account Cr. 




£ 




£ 

To Interest on Capital — 




By Balance 

b/d 

Boo 

A . . . £120 

B . . .80 







— - 


200 





„ Balance 

c/d 

600 







£800 




£Boo 

To Salary: B 35% • 


150 


By Balance 

b/d 

600 

„ Balance — 




A: A . £240 

B: ft . 310 


450 







£600 




£600 









Alternatively (2) may be shown as follows — 


Dr. Profit and Loss Appropriation Account Cr. 



It will be observed that the partners receive the same in both 
(i) and (2), i.e. A £360, B £440. 

Where the profits after providing interest on original capital 
exceed £800 the proposition is advantageous to B, e.g. if the 
trading profits were £2,000 B would (in all) receive £1,100 under 
the old arrangement, and £1,160 under the proposed new 
arrangement. 

The trading p)rofits at the “ margin" are thus £800 plus interest 
on original capital. If their original capitals were, say, A £i,ooo, 
B £4,000, the " margin" profits before charging any interest on 
capital would be £1,520, thus — 
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£ 

Original Profits 

Less Interest on original Capital : 8 per cent 
on £9»ooo ...... 

Balance after charging Interest on original 
Capital 

Less Interest on increased Capitals — 

A .120 

B .80 


Balance after charging Interest on revised 
Capital ....... 

Less li — Salary ..... 

Balance of Profits — 

A: A 240 

B: * 210 


i I 

1.520 

720 

800 

200 

600 

150 

' 600 


In practice, the interest on capital would be shown in the Accounts 
debited in one total and would not be split up into two portions. 

Alternatively, the required minimum figure to compensate B may 
be found by simple algebra. 


Let P « profits after interest on original capital 
then = 80 + iVn {P - 200) 

55P :e= 8,000 4- 60P - 12,000 
5P = 4,000 
P « :^8oo 


B receives the same amount of the profits (after providing for 
interest on original capital) when they are £800 under both the old 
and the new basis. 


SECTION (G) ANNUITIES 

The question of annuities is treated separately, although its place 
is essentially amongst the problems arising upon the retirement of 
a partner. This se|>aration has been made because the old partners 
may bring in a new partner, and there may be subsequent changes 
in personnel and/or profit-sharing ratios; and the treatment under 
all these circumstances may be best shown under one heading 
rather than by separate working under each particular section. 

Annuity to Retiring Partner and its Treatment in Partnership 
Chwges. It may be convenient for all parties to agree to pay a 
retired partner or in the case of the death of partner to pay the 
widow and/or children by means of an annuity, that is, a yearly pay- 
ment either for life or terminable at the end of a certain number of 
years ; or an agreement may be reached to pay a cei^tain anloimt of 
the indebtedness of the firm to the retired partner at once and to dis- 
charge the balance in the above-mentioned manner. The problem 
does not affect the principles of ascertaining the balance due, but its 
discharge. 
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Thei^ are many wa3rs of dealing with the annuity and space will 
not perxnit of full treatment of ea^, so that the alternative methods 
will be shown below, and the more important aspects illustrated. 
The annuity payments may be treated thus — 

(1) Debit Capital or Current Accounts in Profit and Loss ratios. 

Credit Cash.^ 

(2) Debit Drawings Accounts similarly. 

Credit Cash.^ 

(3) Debit Profit and Loss Account. 

Credit Cash.' 

(4) Debit Reserve Account. 

Credit Cash.' 

In the above instances the balance due to the retired partner 
after making the usual adjustments for revaluation of liabilities 
and assets, including goodwill, will on his retirement be credited to 
the Capital or Current Accounts of the continuing partners in Profit 
and Loss ratios and debited to the retired partner. 

(5) Debit Capital or Loan Account of retired partner. 

Credit Cash [just as if they had discharged the debt by 
ordinary payment] if and when the continuing partners 
actually Purchase the required Annuity from an 
Insurance Company. 

(6) Debit Capital or Loan Account of retired partner. 

Credit Annuity Suspense Account at the date of retire- 
ment and the yearly payments will be then treated thus — 

Debit Annuity Suspense Account. 

Credit Cash.* 

(7) Debit Capital or Loan Account of retired partner. 

Credit the continuing partners, the latter paying in their 
shares of the Annuity payments due, no further entries 
being made in the partnership books. 

The death of the retired partner or expiry of time will not cause 
further entries in the partnership books except in (6), where the 
balance will be transferred to the Capital or Current Accounts of 
the continuing partners. 

It is quite possible that there may be a combination of the above 
methods where the continuing partners decide to buy part of the 
annuity and discharge the bsdance themselves, treating their own 
yearly payments either by methods (i) to (4) on the one hand, or 
by method (6) on the other. 

^ Actually the credit will be made to the retired Partner's Annuity Account, 
and the latter account debited with Cash and Income Tax 

* Occasionally, the continuing partners agree to become personally liable 
lor the pa3rments of the annuity in the profit and loss ratios, thus involving 
no further entries in the partnership b^ks. Interest may be brought into 
account by crediting the Annuity Suspense Account and debiting Profit and 
Account lor such Interest, the annuity liability being taken as analogous 
to a loan by the firm repayable in instalments. 
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Where an Annuity to the retired partner (or widow and child) 
is paid for his share of the unrecorded Goodwill, a method sometimes 
adopted is to debit the annual payments for such share to Goodwill 
Account. Strictly, when the total payments reach the share of good- 
will the continuing payments are losses of capital by reason of the 
continuing partners having to pay more than the share of the 
goodwill attributable to the retired partner, and these further pay- 
ments ought to be debited to the continuing partners' drawings 
accounts. They could be continued to be charged to the Goodwill 
Account until the value of the Goodwill at the time of retirement 
had been reached and subsequent pa5anents charged to drawings 
accounts in profit ratios. On a dissolution the net effect would be 
the same whichever alternative in this paragraph were adopted 
because, if the payments are debited to drawings instead of Goodwill, 
there would be a correspondingly larger sum debited to ^Goodwill 
and credited to the partners to bring the Goodwill up to its current 
value. 

This method is very undesirable inasmuch as if the charges to 
Goodwill cease after reaching the outgoing partner's share, the 
amount in the books representing Goodwill is merely the premium 
on the outgoing partner's share and in any case the true value of the 
Goodwill as at the date of retirement is not shown till such time as 
the continued payments to the outgoing partner have reached that 
figure. Furthermore in case of change in profit ratios and/or person- 
nel, the adjustments become complicated. 

The above principles postulate a continuity of the constitution of 
the partnership, Wlien a change in constitution occurs important 
considerations arise necessitating the application of the rules pre- 
viously indicated, viz. that upon a change Revaluations are 
required. Both positions will now be illustrated. 

(i) CONTINUITY 

Illustration. A, B, and C sharing profits in the ratio of i : 4 : i 
agree to dissolve as on 31st December, 1951. Their respective 
capitals after all adjustments have been considered, agreed and 
dealt with, are £6,000, £9,000, and £2,000. B agrees to have a 
life annuity of £450 in full discharge of his interest in the firm. 
A and C are to continue and divide profits and losses in the ratic 
of 3 : I. 

The first annuity is paid on 31st December, 1952. Write up Ledgei 
Accounts. [The accounts appear on page 701.] 

Methods 1-4. 

The above example illustrates points i, 2, 3, and .4, and lilthougl 
there are various alternatives as regards the parti culcir account tc 
be debited, the effects are (i) to consider the liability to the ok 
partner as a gain to the new partnership, and (2) to consider eacl 
annuity payment as a partnership loss for the year in question. 
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Alternatively, the |>ostiiig may be made to Current, Drawings (divided in Profit and Loss ratios, i.e. 
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Method 5. 

i^ere the annuity is purchased, the cost of the annuity may 
be consider^ as the equivalent of payment to the partoer, and as 
no parents of the annuity will be made by the continuing partners 
but by the Insurance Office the matter ends with the pa}anent of 
the purchase price of the annuity to the Insurance Company, unless 
the Utter hands the required sum to the partners for them to make 
the actual pa3mient, and in such circumstances the Cash Book 
will have a contra entry, viz., the receipt of the annuity from the 
company and the pa}nment to the annuitant. 

Illustration, If A and C decided to purchase the annuity the 
entry would be (assuming that the cost exactly equals the amount 
due to B) : Debit B Capital, £9,000; Credit cash, £9,000. 

If, say, half the annuity was purchased, the entries wopld be — 

(1) Debit B, £j^,y>o. Credit Cash, £4,500, 

.. .. £4^500. Credit Capitals A ;i3.375. C;ii,k25. 

(2) Annuity payment borne by firm £225 (instead of ;£45o) mss Income 

Tax. 

Method 6 — see page 703. 

Death of Annuitant. No entries will be involved in respect of 
methods 1-5, but under method 6 the balance of the Annuity 
Suspense Account will be closed off to the benefit of partners in 
one of the ways previously outlined. 

Illustration. Assuming that B died on 12th January, 1954, the 
Annuity Suspense Account havii^ been revalued as follows: 31st 
December, 1952, £8,500; 31st December, 1953, £7,980, show Ledger 
Accounts. 




Method 6. 

lUustration. The same facts as before. 




z 

s 

<n 

CO 


p 

z 

z 

< 




*< 

3 

I* 

c3 

m 


a 


S 


PQ 




^00 

0 


^00 

0 


£ 

450 

8,550 

a 



:o 

u 


< 



H = 






703 



704 


ACCOUNTANCY 


(3) WHERE A CHANGE IN THE CONSTITUTION OF 
THE PARTNERSHIP TAKES PLACE 

(a) Introduction of New Partner, (i) The old partners may con^ 
tinue to deal with the payments (unless the annuity has been pur- 
chased) as between themselves, in which case the entries will be 
precisely as before, except that the new partner cannot be expected 
to bear part of the cost of the annuity which is but an instalment 
payment of a liability existing before he was admitted into the busi- 
ness ; hence Profit and Loss must not be debited, otherwise the new 
partner bears a share of the annuity cost, unless at the commence- 
ment of the new partnership the new partner was credited and the 
other partners debited with the proportion (rateable to profit shares) 
of the estimated amount of the annuity liability. Such an, adjusting 
entry will, without injustice to the new partner, enable tlje partner- 
ship henceforth to treat the payments as a firm charge. ^ 

Illustration. In reference to the preceding illustration, on ist 
January, 1953, D is admitted a partner with a fifth share, A and C 
continuing to share as between themselves 3:1. Show Accounts. 

On 1st January, 1953, the estimated liability of the annuity being 
£8,500, it will be necessary either (i) to compel A and C to bear 
(through their Capital, Drawings, or Current Accounts) the annual 
payment ; or (2) to debit A and C and credit D (as below) if the 
charge is to be made a firm charge, that is, debited to the Profit and 
Loss Account or to Capital, etc.. Accounts of all partners in the profit 
^n 6 loss ratio of the firm as newly constituted. 

The debit and credit adjustments for this purpose are — 

£ £ 

Debit A, i X I X IS. 500 , . 1.275 

M C, i X X ^8,500 . 425 

Credit D, x £8,500 .... 1,700 

The adjustments may be made on lines similar to those discussed 
in reference to goodwill (entries being opposite). 


Annuity Liability Adjustment Schedule 
(Liability £8,500) 



A 

C ] 

D 

Old Share ..... 

i 

i 


New Share .... 


k 


Differences . 


- h 

+ A 

liability ..... 

ii .275 

Dr. 

Dr. 

£1,700 

Cr. 
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(2) If the Annuity Suspense Account is employed, the liability wiU 
be shown thus — 

j)r. Annuity Suspense Cr. 


1953 
>ec. 31 

To Annuity Account 
„ Ptoflt and Lou 
Account 

Balance . 

c/d 

£ 

430 

70 

7.980 

1953 
Jon. I 

By Balonca . 

b/d 

6,500 

1954 
an. xa 



£8,500 

, 1954 
Jan. I 



£8,500 

To Profit and Lou 
Account 


7.980 

By Balance . 

b/d 

7,980 




£ 7 . 9 «o 




£7,980 



1 







As the liability appears in the books at ist January, 1953, the whole 
of the profits belong to the three partners in their profit and loss 
ratios, thus — 



Total 

A 

B 

C 


£ 

s. 

d. 

£ 

s. 

d. 

£ 

s. 

d. 

£ 

s. 

d. 

Profit in 2nd year 

70 

0 

0 










.. 3rd 

7,980 

0 

0 











8.050 

0 

0 

i 4.830 

0 

0 

^ 1,610 

0 

0 

1.610 

0 

0 

Profit in ist year ^ 

50 

0 

0 

i 37 

10 

0 

i 12 

10 

0 





£8,100 

0 

0 

;^ 4 . 8<>7 

10 

0 

^1.622! 

10 

0 

£i,f>io 

0 

0 












"" 



‘ See page 702 . 


(b) Retirement, and Retirement and Admission. Similar prin- 
ciples apply as laid down in preceding paragraphs. 

Illustration. In reference to the preceding illustrations : (a) If on 
1st January, 1953, A retired, C continuing ^one, it would be neces- 
sary to debit A with J x £8,500 and C J x £8,500, credit C with 
£8,500, or debit A and credit C with | X £8,500 == £6,375, so that C 
in future bears the onus of discharging the liability. 

(6) If on 1st January, 1953, A retired and upon the same date D 
was admitted to a fifth share, it would be necessary to debit A 
with i X £8,500 and C i X £8,500 ; credit C with i x £8,500 and 
^ ^ X £8,500* i-e — 

Debit A £6,375 Credit C £6,800 

„ C £2,125 *. D £1,700 

or, more shortly — 

Debit A £6,375 Credit C £4,675 

D £1.700 

(c) Change in Profit-sharing Ratios. The same principle applies, 
viz. that the charge may be considered as referring to the old firm 



ACCOUNTANCY 


706 

and the new firm, thus debiting the liability existing at the date of 
the change to the old partners and crediting it to the new. The 
fact that the personnel is undianged is immaterial. 

Illustration. If on ist January, 1953, A and C partners agreed 
to share profits and losses equally the adjustments would be — 


Debit A j X £^^500 

£ 6.375 

Credit A J x £8,500 

£4.250 

« C i X £8,500 

£i.i25 

„ C J X £8,500 

£4.250 

or, more shortly— 
Debit A 

£2.125 

Credit C 

£2.123 


As already mentioned, the principle dealt with under the heading 
of undisclosed assets is equally applicable to the treatment of 
annuities where the liability is not shown in the books, the entries 
being converse. ! 

Illustration. The foregoing adjustments would be dealA with, if 
the Revaluation method was adopted, thus — ^ 

Df. Revaluation Account Cr . 


To Annuity Revalua- 
tion . 




£ 

8,300 

i. 

0 

d. 

0 

48.500 

0 

0 

i.aso 

0 

0 

4,250 

0 

0 

£8,500 

0 

0 







£ 

s. 

d. 



6.375 

0 

0 

„c i 


2,125 

0 

0 



£8,500 

0 

0 

By Annuity Revaluation 

b/d 

8,500 

0 

0 



£8,500 

0 

0 







Having adjusted the position at date of the change, admission, 
and/or retirement, the payments are debited to Profit and Loss 
Account, Drawings, Current or Reserve Account, and when the 
annuitant dies there will be no further entry. 

The above adjustments predicate the use of methods 1-4, 

Where the Annuity Suspense Account is employed, normally 
there will be no adjusting entries in respect of any change as the 
liability for the annuity is recorded. If the balance of the above 
account be incorrect it will be adjusted as a gain or loss as the case 
may be. 

I^chase of an Annuity.^ It has been assumed that in purchasing 
an annuity the cost will be precisely equal to the balance of the 
retired partner's capital ; actually, this is by no means necessarily 
the position ; the cost may be either more or less. Ordinarily, such 
difference in cost is dealt with by means of an adjustment for or 
against the remaining partners (unless the retired p^urtner agree- 
ment adjusts the difference by the payment or withdrawal of cash). 

There is an alternative interpretation which is of importance in 

^ There is generally no point in purchasing an annuity, as if this is done 
^ere will be a depletion of so much of the firm's assets equal to or approx- 
imating to the liability to the outgoing (or the estate of the deceased) partner. 
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examination work, viz. (illustrati^ the position in reference to a 
retir^ partner receiving an annuity) whete capitalized value 
of the annuity is less than the balance due to him. In such a 
case the diminution in value may be reflective of his share of a total 
diminution of capital necessitating, not a debit to the retired partner 
and a credit to the remaining partners, but a debit to the retired 
partner, and also a debit to the remaining partners, and a credit 
to the assets and/or liabilities. The converse position would arise 
where the capitalized value of the annuity was in excess of the 
b^ance due to the retired partner, and might be interpreted as 
measuring the share of good^^ payable to him. 

Illustration. A, B, and C were partners sharing profits and losses 
in the ratio of 3: 4: i. On ist Jan., 1953, B retired and agreed 
to be paid an annuity of £500 which is capitalized at £10,200, 
Capitals as per book values including profits less drawings to date 
were A £6,000, B £9,000, and C £2,000. B is to have as his share 
of good^l three-fifths of the average profits of the last three years. 
The profits were £1,500, £3,500, and £2,500; no amount for good- 
will exists in the books. 

An Annuity Suspense Account is to be created. 

You are required to show the Capital Accounts of the partners, 
together with the computation for the ascertainment of goodwill. 

Note (1). The goodwill calculation is as follows — 

B-sshar. - * x + 3 , 50 o 

Therefore the whole goodwill = | x £1,500 = £5,000, 

The calculation of goodwill of the firm must not be § X £1,500 because once 
having found B's share, the basis of arriving at such share may be now ignored. 
Ab B IS entitled to | of the goodwill, such proportion being valued at;^i,50o, 
the whole goodwill must be double the latter sum, i.e. £5,000. Therefore, 
Goodwill Account is debited with £5,000 and the parsers credited with their 
due proportions. 

(2) As B's annuity is capitalized at ;^300 less than the balance of his account 
which difference is not to be given to him in cash, his loss is £500, which may be 
a “personal" affair whereby B is debited with £^00 and A credited with 
i ^ £500 = ;^225, and B J x £500 = £75 : or it may be presumed in absence 
of guidance in the question to represent B's share of loss on revaluation : 
therefore the whole loss is £600 [i.e. | x £300] which is debited to the partners 
and credited to a Depreciation Account or specifically to assets. 

The balance of Capitals is now £9,200 made up of — 

£ 

Capitals at 1st Jan., 1953, books . 17,000 

Add Goodwill 3,000 

20,000 

Less Loss on Revaluation £600 

„ Annuity Suspense 10,200 10,800 

£9,200 


Revised Capitals 
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If the continuing partners (i.e. A and C) desire to delete from 
the books the items of Goodwill and Annuity Suspense, the con- 
sequent entries will be — 

Debit Annuity Suspeubt £10.200 Credit Goodwill £^,000 

.. A } X ^7.200 Z 5 » 4 <^o 

C J X Z7.200 £I,8 oo 


Dr. Capitals Cr. 




1 

A 

B 

^ i 


1 

j 


A 

B 

c 

1953 

Jan. z 

1 

To Annuity 
Suspense 
Account 1 
„ Loss on 
Revalu- 
ation of 
Assets 

Balances 

1 

1 

c/d 

£ 

22s 

6,900 

1 

£ 

Z 0,200 

300 

£ 1 
1 

1 

i 

2,300 

1953 

Jan. 1 

By Balances 
„ Good- 
ivill (i) 

b/d 

£ 

6,000 

1.125 

£ 

9,000 

1,500 

£ 

2,00 

37 





£10,^00 





£7.125 









Jan. 2 

By Balances 

b/d 

6,900 


2,311 


If on 2nd January, 1953, a new partner X was introduced, to 
have a quarter share (A and C ratios to remain unchanged as between 
themselves), the necessary entries will be — 

(i) If the undisclosed items are to be permanently shown in the 
books (to cancel the previous elimination) — 


Debit Goodwill 

^3.000 

Credit Annuity Suspense 

£10,200 

M A 3 X £7,200 

£ 5^00 



C i X £7,200 

/ 1,800 



(2) If the undisclosed items are 

not to be permanently 

shown in 

the books — 



(a) As (i) above 




(6) Debit Annuity Suspense £10,200 

Credit Goodwill 

£3.000 



.. A ,»j X £■J,^oo 

£4.050 



.. C A X £7.200 

£1.350 



.. X X £7.200 

£1.800 


SECTION (H) DISSOLUTION 

When a partnership ceases to exist it is said to be dissolved. It 
may be so occasioned by the retirement or death of a partner not- 
withstanding a new agreement for the remaining partners to con- 
tinue the business, but the term is usually employed to signify (i) 
that the partnership business has come to an end, resulting in the 
assets being sold separately, or taken over as a whole : or (2) that 
the partners are henceforth to carry on business separately, one or 
more taking over certain assets and liabilities. The position arising 
when one partner takes over the business may be dealt with on 
the lines applicable to the retirement of one partner, or as a sale, 
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as laid down in this chapter. On dissolution the following book- 
keeping procedure is usually followed — 

A. (i) Assets (other than cash and bank) are transferred to a 
Idealization Account, by debiting the latter account and crediting 
the assets.^ 

(2) Expenses of realization are debited to Realization Account 
and credited to cash or bank ; and conversely for gains. 

(3) Credit balances not being creditors or debts due to partners, 
e.g. Bad Debts Provision, Debit the particular credit balance and 
credit Realization Account. 

(4) On sale of the business or individual assets. Debit cash (or 
particular asset received, e.g. shares) or purchaser and credit 
Realization Account. If the purchaser is a partner his account will 
be debited. 

(5) The balance of Realization Account is closed in the same 
manner as the ordinary Profit and Loss Account, that is — 

(a) If a profit, debit Realization Account and credit Partners' 
Capital Accounts. 

(b) If a loss, debit Partners' Capital Accounts and credit Realiza- 
tion Account. 

(6) If the creditors of the firm are paid off by the firm, debit 
creditors, credit cash or bank ; but if taken over they will be credited 
to the Realization Account. 

(7) The partners are next paid in respect of advances, the entry 
being: debit Partner’s Advance Account, credit cash, unless his 
Capital and/or Current Accounts are in debit when a transfer will 
be made to clear it (them) if the credit or advance account is 
sufiicient. The remaining balance on advance account (if any) will 
then be paid, 

(8) The various Partners' Accounts, e.g. Current and Capital 
Accounts, are merged and the balance of the combined or merged 
account inclusive of the transfer made under heading (5) will equal 
the remaining cash (or shares). 

(9) The cash (or shares) are paid in discharge of the final balances 
due to partners by debiting Partners' Accounts and crediting cash (or 
shares). 

(10) If one of the partners as a result of realization is in debit, 
he will either bring in cash or his account will, to the extent that 
he cannot bring in cash, be written off against the other solvent 
partners in their capital ratios. (Garner v. Murray, see page 721.) 

B. Alternatively to (i). Each asset may be taken as a separate 
Sub-realization Account, that is, the amount realized is credited to 
such asset, the profit or loss being transferred, as tlie case may be, 
to the credit or debit of Realization Account; e.g. if the asset 
were fixtures in the books at £120, and realized £100, the latter 

^ Debtors will be debited “gross*' (i.e. per Sales Ledger) and not “net," 
Where a Bad Debt Provision exists, it is transferred to the credit of Realization 
Account. 
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would be debited to cash and credited to the Fixtures Account, 
and the remaining balance of £20 transferred by debiting Realization 
Account and crediting Fixtures Account. 

Illustration. The following is the Balance Sheet of A and B who 
share profits and losses in the ratio 3 : z. 


Balancx Shbst 


Creditors . 


£ 

400 

Cash .... 

£ 

loo 

Loan — A . 

. 

50 

Debtors .... 

1,800 

Capitals — 



Stock .... 

150 

A 

• £900 




B 

700 


- 



— 

1.600 





£2,0^0 


£2.030 


They decide to go out of business ; the debtors realize £1,430 and 
stock £180. Expenses of realization £20. Show closing accounts. 

Method A. 


Dr. Realization Account Cr. 




To Balance 
„ Debtors 

„ Stock .... 

b/d 

£ 

zoo 

•IIS 


By Expensef of Realization. 
„ Creditor! 

„ A Loan 
„ Balance— 

A . . . £684 

B . .556 


£ 

ao 

400 

50 

1,340 

£1,7x0 

£1,710 



Dr. 


Debtors 



Cr. 


To Balaacee 

b/d 

i,ioo 


By Realization Account 


i,ioo 









Dr. 


Stock 



Cr. 


To Balaooe 

b/d 


■ 

By Realization Account 

1 

£ 





m 


■ 
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Df. Stock C>. 


To Bilauce 

b/d 

£ 

150 


By Cast .... 


1 

RealixatioD Account 


so 







£180 




£160 









Dr Capitals Cr. 




A 

£ 

ax6 

684 

B 




A 

B 

To Realization 
Account-Loss 

..Cash 


£ 

X 44 

556 


By Balances . 

b/d 

£ 

900 

£ 

700 

£900 

£700 

£900 

£700 


Dr. Creditors Cr. 


To Realization Account 


£ 

400 


By Balances 

b/d 

L 

400 

1 1 








Dr. A Loan Cr. 




£ 




To Cash . 


50 


By Balance 

b/d 


Illustration. The assets of A, B and C sharing profits and losses, 
3:1:1, are £1,400, liabilities £500, and capitals, A £500, B £300, 
and C £100. 

The assets realize £400. Ignoring expenses, show accounts assum- 
ing all partners are insolvent. 


Dr. 


Realization Account 


Cr. 


To Sundry Assets 


£ 

1,400 


By Cash .... 
„ Loss transferred to Capi* 
tal Adjustment Ac* 
count 


£ 

400 

1,000 



£1.400 




£1,400 


Dr. Creditors Cr. 

£ 

« 500 

£300 


To Cash .... 


£ 

400 


By Balances 

b/d 

„ Balance transferred to 



Capital Adjustment 
Account . 


xoo 






£300 
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L)r. Cash Cf. 


To Realuattofl Account 


£ 

400 


By Cnditon, Payment oi 
i6i. in £ . 


£ 

400 



£400 




£400 









Dr. Capital Adjustment Account Cr. 


I To Loss on Realisation 


£ 

1,000 


£1,000 


By Creditors 
„ Loss transferred— 

A . . . £540 

B . .180 

C . . x8o 


£ 

too 


£x,ooo 


Dr. Capitals Cr. 





A 

B 

c 




A 

B 

c 


To Loss 


£ 

540 

£ 

180 

£ 

180 


By Balances 

b/d 

£ 

500 

£ 

Soo 

£ 

xoo 


,, Balance trans- 






„ Balance trans- 






ferred from A 
and C . 



120 



ferred to B. 


40 


80 




t 

£300 

£180 




C? 

0 

£300 





rz 






1 




Note. As the Capital Accounts of A and C are both overdrawn the whole 
of the loss must be borne by B. 


It should be clearly appreciated that the mere fact that a partner 
is insolvent does not necessarily justify an inference that he can 
contribute nothing at all. 

As the creditors are still entitled to a further 4s. in the £ those 
partners (if any) who are able to contribute any sum will be required 
to do so in profit and loss ratio, and even then whatever amounts 
still remain unpaid can be claimed from any individual partner. 

Illustration, Q, S, and 0 , partners, share profits and losses as to 
2:2:1. Their Balance Sheet at 31st December, 19.., is as 
follows— 


Q, S, AND 0 Balance Sheet as at 31ST December, 19.. 



£ 

£ 



£ 

Creditors . 


2,000 

Cash 


2,000 

Capitals — 



Sundry Debtors. 

1.300 


Q • • 

5.000 


Less Bad Debts Pro- 



s 

2,000 


vision 

300 


0 

1,000 




1,000 



8,000 

Stock 


2,000 




Fixtures and other 






Assets . 


5,000 


£: 

10.000 


£ 

10,000 










ACCODMTAKCr 


The following are the amounts realized- 


Fixtures and other Assets 

Stock 

Debtors 


Creditors paid in complete discharge 
Expenses of Realization 

Show Accounts (using Method A). 

Dr, Cash 


To Balance . b/d a.ooo 

t, Realisation Account^ 

Assets realized : 

Stock . a, 260 

Debtors 900 

Fixtures and other 

Assets 4iS<^ 


Realization Account— 
Expeniet oi Realiza- 
tion * . . . 

Creditors 

„ Capital Accounts — 

Q . £4.880 

S . 1.880 

0 . .940 



To Balances 

b/d 

£ 

i,3PO 


By Realization Account 

r. Stock 

To Balance 

b/d 

£ 

z,ooo 


By Realization Account 




' The entries should be made in this order ; repayments of advances by 
partners (if any) would be shown after creditors and before repayments of 
Capital Accounts. 
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Df . Capitals Cr. 


i 


Q 

S 

0 




Q 

s 

0 

To Lom on 
Realiza' 
tion 

,, Cash— Bal- 
ance oi 
Capitals. 


£ 

220 

4,8Bo 

£ 

Z 30 

X.880 

£ 

60 

940 


By Balances 

b/d 

£ 

3,000 

£ 

a, 000 

£ 

1.000 

1 


£5,000 

£2.000 

£t,ooo 




£3.000 

£a,ooo 

£1,000 


Dr. 


Realization Account 


Cr. 


To Debtors 

£ 

1.300 

By Bad Debts Provision 

Stock .... 

2.000 

„ Cash: Assets realized — 

„ Flxtutes (and other 


Stock . £s,a6o| 

Assets) 

S.oool 

Debtors 900 1 

„ Expenses of Realization 

6o| 

Fixtures (and 


otherAssets) 4 .50o| 


.. Discounts Received 
Loss on Realization — 
Q; £120 

S: 120 

O: j( . . 60 


£ 

soo 


7.660 

100 


300 


£8.360 


£8.360 


Note. The actual transfers would (except for the purely cash transactions) 
be journalized, e.g, the transfers to Realization Account would be — 


Journal 






£ 

Realization Account . . . ^ 

Dr. 


8,300 


To Debtors 




1,300 

„ Stock .... 

. 



2,000 

,, Fixtures (and other A.ssets) 




5,000 

Being Assets transferred to Realization 




Account .... 








/8,3oo. 

£8,300 


Partners Taking Over Assets and Liabilities on Dissolution. Where 
a partner takes over assets and/or liabilities upon dissolution the 
entries are — 

(1) On taking over Assets — 

Debit Partner's Capital Account Credit Realization (or Dissolution) 

Account 

(2) On taking over liabilities — 

Debit Realization (or Dissolu- Credit Partner's Capital Account 
tion) Account 

In the ordinary course of events no cash will be received 
or paid in respect of the foregoing transactions as they will 
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merely decrease or increase the final amount due to the partner in 
question. 

The term '' dissolution " is usually employed in reference to profits 
and losses upon the dissolution of a partnership where no actual 
realizations take place. 

It will readily be observed that the partnership as a whole will 
reap a profit (or suffer a loss) by reason of the difference in the book 
value and the amount debited to the purchasing partner in respect 
of an asset the latter acquires, such partner being credited (or 
debited) with his due proportion of such profit (or loss). 

Assets sold will be dealt with in the normal way so that the 
final balance in the bank, that is the balance (imless taken over by 
a partner) at the date of the dissolution, together with cash realiza- 
tions less expenses, will be equal to the final balance of the partners' 
Capital Accounts. 

Illustration. A, B, and C sharing profits 3:1:1 agree upon 
dissolution. They each decide to take over certain assets and 
liabilities and continue business separately. 

Balance Sheet as at 31ST December! 19.. (Date of Dissolution) 





£ 


i 

Creditors . 



600 

Cash 

320 

Loan . 



1501 

Sundry Assets . 

1,700 

Capitals — 




Debtors 

2.42( 


A 

2.750 


Less Bad Debts Pro 



B 

1,000 



120| 


C 

700 



2,300 




4.450 

Stock 

780 





Fixtures 

100 




;{5.20o| 


£5.200 


It is agreed as follows — 

(1) Goodwill is to be ignored. 

(2) A is to take over all the fixtures at £So ; debtors amounting 
to £2,000 at £1,720. The creditors of £600 to be assumed by A at 
that figure. 

(3) B is to take over all the stock at £700 and certain of the 
sundry assets at £720 (being book values, less 10 per cent). 

(4) C is to take over the remaining sundry assets at 90 per cent 
of book values less £10 allowances and assume responsibility for the 
discharge of the loan, together with accruing interest of £3 which 
has not been recorded in the books of the firm. 

(5) The expenses of dissolution were £27. The remaining debtors 
were sold to a debt collecting agency for 50 per cent of book values. 

Prepare accounts. 
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Cr. 


Dr. 


To Assets (except Cash) 
Expenses of Disso- 
lution 

„ Loan Intereet 

j 


£ 

£ 

5.000 

S7 

3 




£ 5 , 03 o 

i 




£ 

£ 

By Bad Debt Fmvtsion 



ISO 

Assets taken over — 




A : Fixtures £80 




Debtors x.7so 




— ^ 


x.Soo 


B : Stock £700 




Sundry 




Assets 7SO 




— 1 


Z.4S0 


C: Sundry Anets 


800 

4.080 

.. Cash: Sale of Deb- 




tors . 



8ie 

.. Loss on Dissolution ; 




A: 2 . 


408 


B: 1 . . .1 


136 


C:i. 


136 

680 




£5.030 






Dr. 


Capitals 


Cr. 




A 

B 

C 




A 

D 

C 



c 

£ 

£ 




£ 

£ 

£ 

To Assets taken 






By Balances 

b/d 

2.730 

1,000 

700 

over (per 
Dissolu- 






Liabilities 








taken over 


600 



tion Ac- 






„ Loan taken 





count) 


1,800 

1,420 

800 


over 




133 

„ Loss on Dis- 






Balances 

c/d 


556 

83 

solution . 


408 

136 

136 






Balance 

c/d 

1,14a 











£3.350 

£1.556 

£936 




£3,350 

£1,556 

£936 

To Balances 

b/d 


556 

83 


By Balance 

b/d 

1,142 



,, Cash . 

1,142 



.. Cash . 



556 

83 


Dr. 


Cash 



Cr. 

To Balance 
„ Sale of Debtors 

b/d 

£ 

320I 

szoj 

By Expenses of Dissolution . 
„ Balance 

c/d 

£ 

S7 

303 



£530; 



£530 

To Balance 
.. B 

.. c 

b/d 

50: 

55( 

83 

By A 


1J48 



£1.M« 



7u88 

Dr. 


Loan 



Cr. 

1 To Transfer to C 


153 

By Balance 

,, Dissolution Account : 
Loan Interest 

b/d 



T9 Tranilat to A 


ACCOUMTAKCY 

CUKDITOItS 


718 


Dr. 


Cf. 


djrBalancto 





^oUs, It is assumed that the usual novation contracts have bemi made. 

The loan interest is not, strictly, a loss on dissolution and should be adjusted 
direct to the Capital Accounts, but so long as the matter is noted at the foot 
of the answer the treatment above is in order, particularly so as the division 
of £3 into fifths (and similarly with the item of £27) would involve introduc- 
ing^iillings and p^ce. 

^e items in italics comprise the final settlement. The Creditors* Account 
is shown, but this account need not be opened, the j£6oo being placed dirsct 
to the credit of A. 


The loss on dissolution may be proved as follows — 


Loss on Fixtures . 

20 


„ ,, Stock 

80 


., „ Sundry Assets 

180 


,, ,, Debtors^ . 

370 




650 

Expenses of Dissolution 

27 


Iwoan Interest 

3 




50 

£680 


Examination Problem. Old, Middle, and Young, are in part- 
nership as accountants carrying on practices at Brighton and 
Eastbourne, and sharing profits in the proportion of 7, 6, and 5 
respectively. Interest at the rate of 5 per cent per annum is 
allowed on Capital Accounts. They decide to dissolve. 

The terms of dissolution were as follows — 

(a) Old to retire from business, his share of goodwill being valued 
at £3,300 to be paid by Middle and Young in the ratio in which they 
had b^ sharing profits. 

(b) Middle to carry on business at Brighton, taking over at book 
values furniture and debtors in Brighton, and all liabilities ; he also 
has to pay £600 for the lease of the Brighton office which he kept on. 

(c) Young to take over the furniture and debtors at Eastbourne. 

(d) Middle and Young each to be credited with 2 per cent of the 
amount of the book debts taken over by them respectively by way 
of an allowance to cover the cost of collection. 

(s) Each partner to take over a third of the cash balance and to 
pay his own costs in connection with the dissolution. 

’ As thu book value of debtors is £2,420 there is a loss of £280 upon the 
transfer to A as he takes over £2,000 debtors |pr £1,720. The rensiuniDg 
debtors are, therefore, £420 [£2,420 - £2,000] which are sold for £2ro,^ibeing 
50 per cent of their book values; hence, the loss in this connecnon is £490 
made up £280 and £210. Against this sum there exists a provision of £120, 
teavinf a final loss of £370. 




You are required to dose the books of the firm, assuming that 
Middle and Young each settled his liability by paying a cheque to 
Old on 30th September. Interest after 30th June to ignored. 

{Institute of Chartered Accountants Final,) 


Dr, 


Dissolution Account 


Cr. 



*■ A further alternative is to increase the goodwill from ^£2,400 to 
£8^5 (i.e. not to write the £2,400 off to Dissolution Account) and 
to cr^t the partners with their due proportion of the resultant 
increase, and to delut Middle and Young with the whole of the 
goodwill as revalued. (See page 720.) 













Old I Middle Yo 



720 
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Old 

Middle 

Young 

ToUl 

incTPase b value of Goodwill (7 ; 6 ; 5) . Cr. 

Goodwill written back (6 ; 5) • .Dr. 

\et Adjustment Wr. 

Goodwill £2,400 already in books (7:6:5) . 

Set + or - per page 730 , 

£ 

3.366 

£ , 
2,028 

4,628 

£ 

1,691 

3.857 

£ 

6,085 

8.4B5 

+ 2,366 
+ 934 

rl 

- 2,x66 
+ 666 

- 2,400 
+ 3,400 

+£3.300 

- £1,800 

- £».500 

- 






Gamer v. Murray. The principle laid down in Garner v. Murray 
IS that where, upon dissolution, a partner's Capital Account 
is in debit and the partner is unable to contribute the full 
deficiency, the loss must be divided amongst the Solvent partners 
in the ratio of their Iasi agreed capitals. The correctness of 
this decision has been the subject of much criticism, and it 
is now customary expressly to exclude the rule in partnership 
agreements. 

The Procedure. When Garner v. Murray has to be applied the 
Realization Account is dealt with in the usual way and the profit or 
loss on realization divided amongst the partners in their ordinary 
profit or loss sharing ratio. If, after this division, there is a debit 
balance on one of the partner's capital accounts, the partner must 
pay in as much of this as he is able, and the balance, if any, which is 
a loss, must be divided amongst the remaining partners in the ratio of 
their last agreed capitals. It will be observed that the operation of 
Garner v. Murray applies after the profit or loss on realization has 
been recorded in the normal manner. Theoretically, the solvent 
partners should Pay cash into the firm to the extent of any loss on 
Realization Account, but as this would merely increase their capitals 
and the amount be automatically repaid in the final settlement, the 
cash contribution in respect of the loss is not usually made, but 
merely brought into account. 

As the liability of the solvent partners is based upon their last 
agreed capitals, it is important to remember that such agreed capitals 
may have arisen through a “course of dealing.” 

Illustration. A, B, and C are in partnership, sharing profits and 
losses equally. Their capital accounts are A, Cr. £6,000 \ B, Cr. 
£4.000 ; and C, Dr. ^£300. 

They dissolve partnership and a loss of £900 is incurred on realiza- 
tion, and C is insolvent, being unable to contribute anything towards 
his deficiency. 

Show the partners* Capital Accounts. 


' The above transfers eliminate the asset Goodwill, ;^2,40o. 
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Dr. Capitals Cr. 




A 

B 

c 


! 

A 

B 

c 

To Balance 

b/d 

£ 

£ 

£ 

300 


By Balances 

b/d 

6,000 

£ 

4.000 

1 

„ Loaa on Re- 






„ Traosftr — 





aliaatioa . 
„ TransftrC^. 



240 

300 






m 

„ Balances 

c/d 

5.340 

3,460 







240 



£6,0100 

£4fioo 

£600 




£6,000 

£4,000 

£600 







By Balances 

b/d 

S.340 

3.460 



The problem is not involved ; it merely requires that C's deficiency 
is to be debited to A and B in the ratio of 3 : 2 instead of equally, 
and obviously the question of the Division of the loss between A 
and B does not affect C's account at all ; whether the loss is charged 
to A and B equally, or in any other ratio has no bearing on the 
fact that C's account must be credited with £600. The loss to A 
and B, but for Garner v. Murray, would have been £300 ea!ch, so 
that as a result of the decision B gains £60 at A's expense. 

Illustration. Q, S, and O are in partnership sharing profits and 
losses 4:3:1. They decide to dissolve partnership. During the 
dissolution O is adjudicated bankrupt and can pay only los. in the 
£. The original capitals were Q, £4,000; S, £3,000; and O, £1,000; 
but by agreement amongst the partners the drawings had been 
merged in the capital accounts and the balances at the date of dis- 
solution were as shown in the following Balance Sheet. 


Q, S. AND O. Balance Sheet as at . . . 


Capitals — 

£ 

Land and Buildings . 

1 

0 

Q . . ;^6,ooo 


Plant and Machinery 

2,500 

S , . 1,500 


Stock .... 

800 

— 

7.500 

Debtors .... 

1,400 

Sundry Creditors . 

2,500 

Cash .... 

300 



0 , Capital overdrawn 

1,000 


£10,000 


£10,000 


The assets are realized as follows — 


Land and Buildings . . 3,000 

Plant and Machinery . . 2.000 

Stock ...... 900 

Sundry Debtors .... 1,350 


Five per cent discount is allowed by creditors and a contingent 
liability of £165 matures. The expenses of realization are £110. 

' Per Garner v, Murray. 
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Show accounts, assuming that the loss or profit on realization of 
each asset is separately transferred from the Asset Accounts. 


Dr. 


Rbauzation Account 


Cf, 




£ 





£ 

To Losses— 




By Profiis— 



and Buildings 


1.000 


Stock . 



100 

Plant and Machinery . 


500 


Discount Received . 


1*5 

Debtors 


50 


Lomod ReaUzation: 


„ Contingent Liability 



9*1 • 

. £800 



matured . 


163 


S: 1 

. 600 



,, Expeuses 


120 


0:1 . 

. zoo 








— 


z,6oo 



£1.8*5 





£i.8*S 










Dr. 


Cash 


Cr. 


To Balance 
„ Land and Buildings 
,, Plant and Machinery 
„ Stock . 

„ Debtors 
Dividend: 0 



£ 


b/d 

300 


(«) 

3,000 


* 

2,000 


r 

900 


w 

1.350 



600 



£8.150 



By Expenses of Realization 
„ Creditors . 

,, Contingent Liability 
paid 

„ Capitals— 

§ ; • ; 


£ 

llO 

»,i 75 

163 

4.7*0 

780 


£ 8.150 


(a) In examination work the four items may be entered in one figure thus : 
Assets realized per question, ;^7,250. 


Dr. 


Capitals 


Cr. 




Q 

S 

0 




£ 

~~r 

£ 


Balance 

b/d 



1,000 


Loss on Re- 






alization. 


800 

600 

200 


Transfer : 






Loss on 0 






deficiency 






perGofner 






v.Mwray 


480 

120 



Cash. 


4.7*0 

780 





£6,000 

£1,500 

£1.200 



By 


.. 


Balances .Ib/d 
Dividend of 
10s. in £ 
Transfer to 

Q: 

m X £600] 

S: 


m X £600] 


£ , £ 

6,ooo| i,50o| 


£ 

600 


480 

ISO 


£6,ooo| £i, 30 o| £z,300 


The Ledger Accounts need not be given unless specifically re- 
quired, but it is advisable to submit a "sample" thus— 


Dr. 

Land and Buildings 

Cr. 

To Balance 

f i 

4,000' 

ByCaab . 

~T' 

3,000 



„ Realization Account ; 




I..OIS. 

1,000 


£4,000 


£4,000 


That the decision in Garn&^ v. Murray may harshly affect a 
partner may be demonstrated by the following example. 
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T l hiffH -^itinn. A, B, and C are partners; the partnership h 
dissolved; C is insolvent and unable to contribute anything in 
payment of his debt to the firm ; B has ample private means. At 
the date of dissolution the following is the position — 


Capital — A 


A, B, AND C Balance Sheet as at 






£ 


i 


2,000 

Cash .... 

600 



Capitals — 




B . . . . 

200 



C . . . . 

1,200 


^^2,000 


12,000 






Show the partners' Capital Accounts. 

Applying the rule in Garner v. Murray, the deficiency of C is to 
be borne by A and B in the ratio of their last agreed capitals, but 
A being the only person with capital in the firm will have to bear 
the WHOLE of such deficiency: so that notwithstanding B’s com- 
parative affluence — and quite conceivably he is much more wealthy 
than A — the latter must bear the entire burden merely because it 
so happens that B's share at the date of dissolution is overdrawn. 
The decision does not mean in this problem that B is able to avoid 
bringing cash into the firm in respect of his own debt. 


Df, Capitals CV. 



1 

A 1 

1 I 

B 

c 




A 

B 

c 

To Balances 
,, Transfer from 

c . 

Cash . 

b/d 

£ 

1,200 

800 

£ 

200 

£ 

1,200 


By Balance 
„ Transfer to A 
„ Cash . 

b/d 

£ 

2,000 

£ 

200 

£ 

1,300 

£2,000 

£200 

£x,200 

£2,000 

£200 

£1,200 


Dr, Cash Cr, 


To Balance 
,, B Capital 

b/d 

£ 

600 

200 


By A Capital 


r 

! 


£800 




£800 


PIECEMEAL PAYMENTS 

Not infrequently does it happen in dissolution that considerable 
difficulty is encountered in the realization of assets with the natural 
result that the final distribution to the partners is delayed; but 
circumstances may render it imperative that the partners be paid 
sums on account as and when received, particularly, if the dissolu- 
tion process is protracted. It is necessary to avoid, so far as possible, 
the unpleasant consequences of a partner's account at the later 
stages of realization being overdrawn, as it might be, if he had a 
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small capital with a comparatively high ratio of profit sharing and 
loss bearing, and were paid out on a capital basis followed by 
subsequent heavy losses in realization. 

The principle which underlies the paymentS|on account, always 
subject to any other agreement between the partners themselves, 
is to assume that at each stage the remaining Unrealized assets 
are worthless and the Capital Accounts adjusted accordingly, 
applying where compatible with the circumstances the Garner v. 
Murray rule; the balance of the adjusted Capital Accounts wiU 
then be the same as the amount of cash, such balance being with- 
drawn by partners, reducing the Capital accordingly : this process 
is repeated at each stage and for the purpose of distribution the 
remaining assets are considered worthless. It is obvious that 
before this state of affairs is reached current realization expenses, 
creditors, and advances by partners, must first be paid. 

Illustration. The following is the Balance Sheet of A, B, and C, 
sharing profits and losses 1:2:1. 


Balance Sheet as at 




L 


£ 

Creditors . 
Capitals — 


1,000 

Sundry Assets . 

6,000 

A . 

• £ 2.500 




B . 

1,800 




C . 

0 

0 





■■ ■ 

5.000 





£ 6,000 


£ 6,000 


The assets are realized piecemeal and distributions are made on 
account as and when realized. 

The realizations are, ignoring expenses — 


Reali- 

zation 

No. 

Book 

Value 

Cash Realized 

Available for 

Creditors 

Partners 


£ 

£ 

£ 

£ 

(!) 

500 

5O0X 

500 


(2) 

2,200 

2,000* ( Loss /200) 

500 

i»50o 

(3) 

600 

600 


600 

(4) 

1,600 

1,600 


1,600 

(5) 

1,100 

1,300 (.*. Gain ^200) 


1,300 


£ 6,000 

£ 6,000 

£ 1.000 

£ 5,000 







Show distributions. 

It will be necessary to construct a statement of Capital Accounts 
(preferably in tabular form), so that the resultant balances after 
each set of realizations are disclosed. This statement will show the 
basis of repa5nnent of capital to each partner at each stage. 

^ Creditors will take the first £500 and £300 oi the second realization leaving 
^x.500 for the partners. 
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Statamskt of Capital Accounts 


Balances . , / . 

Less Loss on Realization . 

Less possible Loss in respect 
of remaining Assets of 
£z,$oo being worthless . 


Deficiency of C’s Capital writ- 
ten ofi in ratio of 25 : 18 per 
Garner v. Murray 

Deficiency of B’s Capital writ- 
ten ofi against A 

Repay . 

Balances of Capital Accounts 
after Loss on Realization . 
Less Cash (as above) 

As j^6oo is realized without 
loss, there is now a pos- 
sibility of the remaining 
Assets of £2,700 being 
worth nil. 

Deficiency of C’s Capital 
written off in ratio of 25 : 18 
per Garner v. Murray 

Repay . ~ 

ms 

Balances of Capital Accounts 
after payment of 1,500 . 
Less Cash (as above) 

As £i,too is realized without 
loss there is now a pos- 
sibility of the remaining 
Assets of ;^i,ioo being 
worth nil 


Repay . 

Balances of Capital Accounts 
after payment of £600 
Less Cash (as above) 

Balances of Capital Accounts 
after payment of ^1,600 . 
Add Profit on Realization . 

Repay . 

Balances of Capital Account 
after payment of ^£1,300 . 


+ 1.625 + 50 


" - 73 

+ 1.523 - 23 

-“ 23 - 1-23 

£1,600 


L350 
+ 350 



PABTNERSHIP ACCOtmTS-^DISSOIUTION 
Sununaiy of disMbutions^ 


W 



Total 

A 

B 

C 


L 

£ 

£ 

£ 

First . 

1.500 

1.500 



Second . 

600 

260 



Third . 

1,600 

415 

810 

375 

Fourth . 

1,300 

325 

650 

325 


;i 5 .O 00 

£2,500 

fi.Soo 

£700 







This gives precisely the same result as if the assets had been 
realized in one sum. 

Thus, the total cash paid equals their capitals because the only 
loss on realization (No. 2) of ^200 is counterbalanced by the profit 
on realization (No. 5) of £200. 

Alternative Method of Piecemeal Payments. Alternatively, a less 
severe method may be adopted by applying the same principles 
without the adoption of the assumption that unrealized assets are 
worthless. The method is to pay off first partners who have the 
highest RELATIVE capitals ; that is, whose capitals are greatest in 
proportion to their profit and loss sharing ratios. 

The object is to find the largest possible capitals the partners 
could have had if their capitals had been proportionate to profit 
sharing, working from the worst placed partner's actual capital. 

The procedure is to divide each partner’s capital by his profit 
ratio figure ; the lowest capital after this division constitutes the 
basic capital from which the remaining hypothetical capitals are 
calculated. 

Illustration. Using the figures in the Balance Sheet on page 725— 

A, B, and C profit ratio is i ; 2 : 1 

A, B, and C capitals are ;£2,500, £1,800, and £700. 

Applying the rule above: 

A ^2,500 ~ 1 B = £l,800 -r 2 C — £700 -r I 
= £2,500 * £900 « ^700 

C is thus the basic capital and the hypothetical capitals relative 
to profit sharing (working from C's actual capital) are £700, £1,400, 
and £700. 

Illustration. The distributions would, using the same facts, except 
k^oring losses and profits on realizaiion as in the preceding example, 
be thus-— 
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Capitals 



A 

B 

C 

Profit and Loss Ratio . 

I 

2 

I 


£ 

i 

L 

Actual Capitals .... 

2,500 

1,800 

700 

Capitals if in ** Ratio" 

700 (1) 

1,400 (2) 

700 (1) 

Capitals in Excess . 

1,800 

400 


Capitals of A and B if in ratio as 
&tween themselves • . 

200 (1) 

400 (2) 


A*s Final Excess Capital 

;^I,600 




Thus the first £i,too (i) will be given to A 

next ^fioo (2) will be given to A and B in the ratib of i : 2 

balance £2,^00 (3) will be given to A, B, and C in the raifio of 1 : 2 : 1 


D ' ' 'i 

The distribution would thus be (after pa3dng £1,000 tA creditors 
out of the first realization of £500 and £500 from the seconlfi realiza- 


tion of \ 

(;2,200)- 

Realiza^ 

Cash 

Pay- 






tion 

Avail- 

ment 

Total 

A 

B 

c 

No. 

able 

No. 





1 


L 


£ 

i 

£ 

£ 

£ 

(*) 

1,700 

(I) 

1,600 

1,600 

1,600 





(*) 

100 ) 


33 

67 





( 

600 




( 3 ) 

600 


500) 


167 

333 




(3) 

100 \ 


25 

50 

25 

( 4 ) 

1,600 

(3) 

1,600 1 

2,800 

400 

800 

400 

( 5 ) 

1,100 

(3) 

1,100) 


275 

550 

275 


ii.ooo 


£5.000 

£5.000 

£^,500 

;^I,800 

£700 










lUustration. If the losses and profits are considered, the distribu- 
tion would be — 
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Sale of Business to a Limited Company. Where the partnership 
business is sold to a Limited Company the sale price, termed the 
purchase consideration, may be received partly in cash and partly 
in shares. Usually such a consideration includes payment for 
goodwill with an enhanced value possibly for the other assets, thus 
showing a profit to the partnership over and above book values. 
In addition, the acquiring company may take over the liabilities 
if the creditors also agree. So far as the book entries are concerned 
the virtual cancellation of liabilities of the partnership is a profit, 
so that Realization Account in lieu of Cash will be credited (and 
liabilities debited) when this arrangement takes place. The “ profit 
is more apparent than real because the purchasing company will 
make its purchase consideration less by an amount equal to the 
liabilities assumed, and hence the Realization Account will be 
credited with a smaller figure than it otherwise would have been 
had the partnership paid its liabilities. 

When all the entries relevant to the sale have been completed, 
the final balances will be : (i) Partners* Capital Accounts, (2) Cash, 
and (3) Shares. As to the division of the assets it is for the partners 
themselves to decide, but in the absence of agreement the fairest 
way is to divide the shares out first in the same ratio as profits and 
losses are shared, so as to give the partners the same right to the 
benefit of appreciation, and the same liability to loss by way of 
depreciation, in the value of the shares, or in respect of liability to 
calls, ^ just as if they had still remained as partnership assets; after 
which the cash is paid off to balance the Capital Accounts. Only 
ONE asset out of the two (i.e. shares and cash) is capable of being 
dealt with in profit and loss ratio, unless the balances of Capitsd 
Accounts before any transfer of shares or payment of cash are also 
in profit and loss ratio. This topic is dealt with in more detail in 
Chapter XXIII. 

If an indivisible asset (e.g. Property) remains unrealized and it is 
agreed to close off the partnership, the value thereof may be debited 
to the partners in the profit ratios ; or the value counted as nil (and 
the partners debited with the book loss in the profit ratios) and 
when the asset is sold proceeds paid to the partners in the profit 
ratios, whether the sum realized involves a gain or loss on the book 
value before writing it down to nil. The payments so made will not 
involve any entries in the old partnership books (if still existing) 
except by way of memorandum. 

Unless otherwise agreed, the current market valuation of the 
shares will be taken as the basis of division. 

If it so happens that a partner's balance of capital is small 
but his profit and loss ratio is large, he must be content with 
a sufficient number of shares to clear his account (and will receive 

Strictly, the contribution for caUs if the shares were still partnership 
assets would not be in profit ratios, but out of the firm's cash ; but any loss 
or profit arising on sale would be rateable to the profit ratios. 
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no cash) or if he is desirous of having his "quota” of i^ares corre- 
sponding with his profit and loss ratio he most contribute to the 
firm sufihcient cash to make up the difierence. 

Illustration. Q. S, and O. partners, share profits and losses in the 
ratio of 3 : 2 : I. Their Balance Sheet at 31st December, 19.., 
is— 

Q, S, AND O Balance Shbet as at 31ST Dbckmsbr, 19. . 

Capitals — 

Q 
S 
O 

Creditors 


They agree to sell their business for £27,000, payaMe £3,000 in 
cash ; balance in shares worth £i each ; creditors are ta^en over by 
the purchasing company. Date of sale is ist January, 19. . . 

Show Accounts, ignoring expenses of realization. 

The accounts are (proceeding direct to Realization Account) — 

Dr. Realization Account Cr. 


i L 

£ 


Sundry Assets . 

11,000 

Debtors . . . 6,000 

6,000 

Less Bad Debts Pro- 

4,000 

vision . . 600 

6,300 

Cash 

L 27.300 

1 




i 

19.. 



£ 

To Sundry Assets . 


ai,3oo 

Jan. 1 

By Creditors . 


6,300 

„ Debtors . 


6,000 


„ Bad Debts Provision. 


600 

„ Cash‘ 


600 


„ Purchasing Company: 



„ Profit on Realization— 




Purchase Conaidera-l 



Q: a , . £3,000 




tion 


% 7 ,ooo 

S: ^ . . a, 000 







O: ^ . 1,000 







— 


6,000 






i 

33.900 



i 

33.900 











^ As all assets are taken over the cash must be handed o^r — ^it would 
have amounted to the same thing if the purchasing company had permitted 
the partners to retain the cash and reduced the cash payable from £3,000 to 
£2,400. 

* Division of £24.000 worth of shares in ratio of profits 3:2:1. 

* Cash paid to dear the accounts. 
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{a) and (^) The aharea and cash received would be posted to the debit 
of the respective accounts and when translemd and paid to the partners 
the amounts would be credited, thus balancing both accounts. 

It is important to note that the number of shares will not neces- 
sarily be 24,000 because the nominal value may be an amount other 
than £1, e.g. los. 

Illustration. X and Y trading in partnership share profits and 
losses equally. On 30th September, 19. they sold their business 
to P, Ltd. 

Their Balance Sheet at this date was — 


Balance Sheet as at 30TH September, 19.. 



£ 


£ 

Creditors .... 

4.900 

Sundry Assets . 

*6,350 

Capitals — 


Cash .... 

470 

X . £ 5 .iSo 


Current Account X . 

500 

Y . 4,560 




— 

9,840 



Loan X . 

2,100 



Current Account Y . 

480 




£17.3^0 


^*7.3*0 


The purchasers agreed as follows — 

(а) To pay deposit of £5,000 immediately so that the firm could 
discharge its liabilities. 

(б) To give £3,000 for goodwill and £15,920 in cash for the remain- 
ing assets (excluding cash which is not taken over). 

(c) To pay interest on the balance of purchase price at 5 per cent 
per annum, full completion to be made on 31st December, 19. .. 

X and Y are to be allowed interest on their capitals at 5 per cent 
per annum, and X to be allowed interest on his loan at 4 per cent 
per annum till settlement. Ignore tax. 

Show accounts in the books of the vendors. 


Dr. Realization Account Cr. 


> Sept. 30 

To Assets 


16^50 

* 9 - 

Sept. 30 

By P. Ltd.— 

r 


„ Expenses 


? 

Purchase Considera- 



„ Profit— 




tion . 

z8,980 


X £z.a8s 

Y x.aSs 







— 


8,570 






£ 

18,980 



18,920 

Dr. 



Ca 

.SH 


Cr. 

r »9 • 

Sept, so 

To Balance 

b/d 

£ 

470 

19.. 
Sept. 30 

By ExpenseaofRealiwtion 


/ 

Oct. X 

„ P., Ltd. . 


5,000 

Oct. X 

„ Croton . 


4,900 

Dec. sr 



U »094 

Dec. 5X 

„ Loan Account . 

„ Cartel Accoonta— 


i,m 







6.146 






Y . . . 


6,39/ 



£ 

*9,584 


. 

£ 

19.^64 
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Sept. 30 To Realization Account- 
Purchase CoDsidera' 
tiou . 

Dec. 31 „ Interest on Balance— 

jCxS.^ao at 5% per an- 
num ior 3 months 


P, Ltd. 

lOct. z By Cash: (Deposit) . 
[Dec. 3Z „ Cash : Balance . 


X74I 


Cf. 

£ 

3,000 

14,004 


*9*094 


Dr. 


Capitals 


Cr. 




£ 

£ 

31 To Cash 


6,146 

6,397 



£6,146 

£ 6.397 


19 . 
iSept. 30 


Dec. 31 


Balances 

b/d 5, ho 

Current Ac- 

counts 

785 

Interest on 


Capital 

66 | 

Interest 


Account — 


Balance 

15 


£ ' 

1.765 

57 


i£6,I46| £6,397 


Dr. Current Accounts Cr, 





X 

V 




X 

Y 

IQ . 
Sept, 30 

To Balance 
„ Cafiital Ac- 
counts 

b/d 

£ 

500 

785 

£ 

1,765 

19 

Sept. 30 

By Balance 
,, Profit on Real- 
ization 

b/d 

£ 

1.285 

£' 

m 

1.384 

£1.385 

£1.763 

£1,285 

£1,765 


Dr. 


X Loan 


Cr. 

Dec. 31 

To Cash 

, 19.. 

I^t. JO 

Dec. 3Z 

By Balance . 

„ Interest on Loan 

b/d 2,100 



£2,121 


£2,131 

Dr. 


Interest 


Cr. 

Dec. 31 

To Interest on Capital — ' 

X . £ 66 | 

Y . . 57' 

1, Interest on Loan X 
„ Balance: Capital 
Accounts : 

1 ■ 

[Dec. 31 

123 

21 

30 

By P. Ltd. 

1 

174 



£174 


£174 


NoU I. The order of payment should be carefully observed. *If the balance 
of Current Account of X had still remained in debit after balancing Realization 
Account it would have been set off against his Loan Account. 

2 . The items in italics (disposing of the Balance Sheet items) should first 
be inserted so as to comn^ence ** in balance.'* 
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In a dissolution it occasionally happens that there are assets 
which are unrealizable or not easily realizable. The method of 
dealing with such assets must first depend upon the agreement 
between the partners ; otherwise, unless the final dissolution is to be 
unduly delayed, such assets should where capable of division be 
divided in profit ratios, so that theoretically any profit or loss on 
ultimate disposal will be in profit ratios, thus putting the partners in 
the same position as if the firm had kept them and ultimately sold 
them. In fact, each ex-partner will be able to decide for himself 
when to sell, and his profit or loss might be much greater or less than 
if the firm sold them piecemeal or in toto. The equity of the procedure 
is clear because from the moment of distribution it is a matter for 
each ex-partner to exercise his own discretion as a personal matter. 

No difficulty will generally arise with regard to shares in a 
Limited Company, but the firm might have other unsaleable assets 
which in fact cannot be divided, e.g. a building, in which case there 
can be no "distribution'*: usually, if there are non-divisible and 
unrealizable assets, the partners come to some arrangement as to 
taking them over personally at an agreed valuation. Often shares 
which are unsaleable will be partly paid and the division in profit 
ratios throws a potential liability fairly as between the parties. 

Illustration. A and B who shared profits 3:2, are partners and 
the position, after realization, is — 


Balance Sheet 


£ 


£ 

1,900 

Cash .... 

2,700 

1,700 

Shares at cost . 

500 

Other Assets 

400 

ji 3 .hoo 


£3.600 





It is agreed that "other assets" shall be taken over by A for £300 ; 
the Shares divided out equitably and settlement of balance in Cash. 
Show A's and B's accounts dealing with the above, ignoring transfer 
costs. 

Capitals 



1 A 

1 B 

1 

A 

B 

To Other Assets 
„ Loss on Book 

Value of Other 
Assets 

M Shares' 

.. Cash . 

1 

300 

60 

300 

1,240 

L 

40 

200 

1,460 

By Balances 

£ 

1.900 

£ 

1,700 

M 

0 

0 

£1.700 

;£L 900 


1 1 





^ Alternatively, the shares may be written down to, say, nil, the loss being 
debited to A and B (in lieu of item shares : A , ^300 ; and B, £200 ; but the 
net result is unaltered). 
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General Illustration. Barlick and £arby are partners sharing 
profits 3 : 2. 

On the 30th June, 19. they admit Colne as a partner, and the 
new profit ratio is 2 ; 2 : i. Colne brought in Fixtures £300 and 
Cash £1,000, the Goodwill being (a) Barlick and Earby £2,000 and 
(6) Colne £1,000, but neither figure is to be brought into the books. 

On the 31st Dec,, 19.., the partnership is dissolved, Barlick 
retiring and the other two partners forming a Limited Company 
with equal capitals, taking over all remaining assets and liabilities, 
Goodwill being agreed at £4,000 and brought into the books of the 
Limited Company. Barlick agrees to take over the business car 
at £370. Plant was sold for £300, being in excess of requirements. 
The profits of the two preceding years were £1,720 and £1,900 
respectively and it was agreed that for the half-y^ar ended 30th 
June, 19. the net profit was to be taken as equaljto the average 
of the two preceding years and the current year. \ 

No entries had been made when Colne entered, except for Cash. 

From the following Trial Balance and the information given above, 
show the Ledger entries in the books of the firm arid the limited 
company, no new books being opened by the latter. ^ There is no 
interest on drawings or capital. Ignore depreciation, Tax and 
expenses connected with the dissolution of the firm and formation of 
the new company. Barlick agreed to leave £5,000 on loan to the 
Company, secured by 6 per cent Debentures. 


Trial Balance, 31ST December, 19 . . 


Barlick — Drawings and Capital ..... 

s 

£ 

3.500 

Earby— „ „ 

500 

2,000 

Colne — „ „ ..... 

280 

1,000 

Debtors ......... 

3,100 


Creditors ......... 


1,200 

Plant [book value of Plant sold, ;i40o] .... 

2.300 


Fixtures ......... 

700 


Motor Car ......... 

270 


Stock at 31st December, 19,. . 

1,300 


Cash at Bank ........ 

1.630 


Profit and Loss Account for year. . . . . 


2,980 


;£io,68o 

0,680 


Motor Car Cr. 


19.. 
Jan. I 
Dec. 13 

To Balance 
„ Profit on Realisa* 
tion 

b/d 

£ 

270 

100 

nl?’ 
Dec 3X 

By Barlick . , ‘ . 


£ 

370 




£370 





. 




1 






Goodwill Adjustment 
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> This Item is already in the hooks and the dehit therefor merged in the Bank balance at 31st December, 19. 
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Dr. Plant Ct 


To Balance 

b/d 

£ 

2,300 

Dec. 31 

By Cash 

„ Loss on Realization 
„ Balance. 

c/d 

£ 

3 W 5 

100 

1.900 



£g >300 




£». 3 Qo 

To Balance 

b/d 

1,900 






Dr. Fixtures Cr. 


19. . 

Jan. X 
June 30 

To Balance 
„ Colne . 

b/d 

£ 

700 

300 

19. . 

Dec. 31 

By Balance. 

c/d 

1 

£ 

1,000 



b/d 

£1,000 


1 


£1,000 

19.. 
Jan. z 







To Balance 


1,000 


1 



Dr. 

Profit and Loss 

ON Realization \ 


Cr. 

Dec. 31 

To Loss on Sale 0/ 
Plant 


£ 

100 

Dec. 31 

T 

By Profit on Sale of Car 


£ 

too 










Dr. Goodwill 


19.. 
Dec. 31 

To Goodwill Adjust- 


£ 



ment Account . 


4.000 



Cr. 


Dr. Profit and Loss [Appropriation] Account Cr. 



£ 

£ 

19.. 



To Barhck — / 



Dec. 3X 

By Balance, Net Profit 

b/d 

[See Note ij . 
„ Earby— « 

1,320 





[See Note 1] 

880 

2,200 




,, Darlick — J . 

312 




„ Earby — f . 

312 





„ Colne — 1 

15 <> 

780 




1 

1 


£2,980 

1 





Dr. Cash Cr. 


19.. 

Dec. 31 

\ 

To Balance 

1 „ Sale of Plant 
„ Colne (to adjust 
Share Capital) . 

b/d 

£ 

1,630 

300 

758 

■ 

Dec. 31 

By Barhck . 

„ Earby (to adjust 
Share Capital) 

„ Balance. 

c/d 

76* 

75 « 

j,i68 

X 9 .. 
Jan. I 



£2,688 




£2.688^ 

1 To Balance 

b/d 

1,168 





Dr. 

Six per Cent Debentures 


Cr. 





1 

Dec. 31 

By Barlick . 


£ 

5,000 
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Cr. 


To Balance 

c/d 

€ 

6,368 

Dec. 31 

By Earby . 

M Colne 


1 

3 .XS 4 

3 >X 34 



£6,368 




£6,368 




19.. 
Jan. I 

By Balance. 

b/d 

6,368 


Trial Balance 



L 

L 

Debtors ........ 



Creditors ........ 


1,200 

Fixtures ........ 

1,000 


Plant ......... 

1,900 


Goodwill ...... 

4,000 


Cash at Bank 

i,i68 


Stock 

1.300 


Share Capital 


6,268 

6 % Debentures ....... 


5,000 


£12,468 

£12,468 


Note (i) Profit for preceding years: ;fi,720 -f- £1,900 ~ £^,^^0 

Profit for current year : 2,980 


3)6,600 


£2,200 

(2) The profit for the half year to 30th June, 19 . , is equal to tiie above 
average and not at the annual rate of such profits, in which case the amount 
would be £1,100 only. 

SECTION (I) LIMITED PARTNERSHIP 

Limited Partnership.^ Under the Limited Partnership Act, 1907, so 
long as there is at least one general partner who is personally liable for 
the obligations and liabilities of the firm, a person may becorne a 
partner in a limited sense. He is personally liable only for liabilities 
to the extent of his agreed contribution, including any withdrawal 
of such contribution, but beyond that is not personally liable for 
obligations and liabilities, however disastrously the firm's course 
may run. He cannot be made in any way liable to repay anything 
to the firm or to its creditors for such losses (unless he has withdrawn 
the whole or part of his contribution, in which case he is liable to 
that extent). Hence, the debit balance of his accouiit for losses is 

' In general accounting problems dealing with partnerships, it usually will 
be clear as to whether or not the reference is to a general or limited partner- 
ship, but problems involving general points of law and accounting may 
merely refer to a partnership,'* and tins should be construed as a reference 
both to general and limited partnerships. 
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nothing more than a contingent asset, something akin to Short 
Workings Account (dealt with in Roydties) because of the right 
of the firm to withhold payment of any future profits until his 
share thereof has been sufficient to eliminate his debit balance. 

After the limited partner has withdrawn the share of profits to 
which he is legitimately entitled, the limited partnership has no 
control over such share, nor can it be taken into account in dealing 
with any subsequent events of the firm. Hence, if the limited 
partner decides to pay back (or probably merely transfer from 
Profit and Loss Account or his Current Account) his profits as a 
loan, he is entitled, after the other creditors, to claim for repay- 
ment when the term of the loan has expired, or on dissolution, 
whichever be the earlier, notwithstanding the fact that subsequent 
losses are such that his share thereof exceeds the amount of his loan. 
The loan is a debt due to him by the firm, just as if he! had lent the 
money to an entirely independent concern ; on the other hand, his 
share of subsequent losses is merely a “Debit Balance. 

The vital point is that the Limited Partner is liable to iefund sums 
withdrawn on account of future profits. 

It will be clear that it is essential to have the following accounts 
relating to the limited partner quite separately recorded — 

(1) Capital Account to be maintained at “contribution" amount. 

(2) Loan Account (if any). 

(3) Current Account, in which will be recorded profits and losses, 
interest and drawings. If a debit balance arises by reason of exces- 
sive withdrawals, it represents to the extent that it is due thereto 
a definite debt (as it is deemed to be a withdrawal of his contribu- 
tion) ; but if the debit balance arises because of losses it is merely 
a debit balance, a mere contingent asset, which can be effective 
only in the event of future profits being of sufficient magnitude to 
enable the general partners to recoup the balance out of the limited 
partner's share of profits. 

The main differences between a Limited and General Partnership 
are as follows — 



General 

Limited 

1. Registration . 

Not necessary, except in cer- 
tain cases, e.g. under Busi- 
ness Names Act, 1916.' 

With Registrar of Companies 
under Limited Partnership 
Act, 1907, otherwise deemed 
to be general Partnership. 
Alteration of contribution 
of limited partner must he 
registered. 

3. Inspection of 
books. 

i 

Partner may mspect, person- 
ally or by agent, books, 
documents, accounts, and 
take copies. 

A limited paring may inspect, 
personally or by agent, books, 
documents, accoimts, and 
take copies. 


' See footnote i on page 766. 


PARTNERSHIP ACCOUNTS— UMITED PARTNERSHIP 


739 



General 

i 

Limited 

3. Maaag€ment . 

Partner may take part, in 
absence of agreement. 

Limited partners may only od- 
vistf not allowed to inter- 
meddle : penalty — liable for 
firm's debts as a general part- 
ner while he so acts. 

4. Assignment . 

Partner cannot assign his posi- 
tion without consent, may 
assign his shar^, but assignee 
entitled during partnership 
to: 

(a) Receive Accounts. 

(b) Inspect the books. 

(c) But cannot interfere with 
management. 

A limited partner may assign 
with consent and assignee en- 
titled to : 

(a) Advise. 

lb) Receive accounts. 

(e) Inspect the books; 
but notice of assignment tc 
be gazetted. 

5 Death, 
Bankruptcy 
and Lunacy j 

Partnership dissolved. 

In case of Lunacy, other part- 
ners may apply to Court for 
dissolution. 

Not dissolved, unless his share 
cannot be otherwise ascer- 
tained. 

6 Charges 

Partner may charge his share, 
but other partners may dis- 
solve at their option. 

Limited partner may charge his 
share, but this gives no right 
to other partners to dissolve. 

7. Winding up . 

All partners liable for the 
firm's debts to the full extent 
of such debts. 

Limited partner liable only to 
the amount of his agreed cap- 
ital, or drawings in excess of 
share of profits, 

8. Stamp Duty , 

None. 

los. per £100 or part of £100 
on capital contributed by 
limited partner (also £3 on 
registration). 


Illustration. G, P and L are equal partners in a limited partner- 
ship, L being a limited partner. Their Balance Sheet at dissolution 
was — 


Capitals — 

G . . . . 

£ 

3.500 

Sundry Assets (including 
Cash of £80) 

£ 

13.580 

P . . . . 

5 f 50 o 

Current Accounts — 


L , . . . 

2,000 

6.380 

G . . . . 

2,000 

Creditors .... 

P . . . . 

1,000 


/17.380 

L . . . . 

800 

£*7.380 


Of the balance of £800 standing to the debit of L, £250 represents 
drawings and £550 represents his share of trading losses. 

The Sundry Assets, excluding the cash, realized 60 per cent of 
book values. 

Qose off the partnership accounts (ignore Realization Expenses). 
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Df. Realization Account Cr. 


To Sundry Assets 

L 

13.500 

By Cash . 

„ Loss on 
G . 

P . 

L . 

Realization — 
£1,800 
1,800 
1,800 

i 

8,100 

5.400 






£13.500 



£13.500 







Capitals 



G. 

P. 

L. 


r- 1 

P. 

L. 

To Current Accounts 
„ l^s on Kealizatiou 
„ B.Uance c/d 

To Balance b/d 
,, Transfer from L 
„ Cash 

f 1 
2,000 
1,800 

£ 

1,000 

1,800 

2,700 

£ 

800 

x,8oo 

By Balances b/d . 

,, Balances c/d . 

By Balance b/d . 

„ Transfer of un- 
realizable Balance 
G . . . 

P . . . 

,, Cash 

3lpo 

£ 

5,500 

£ 

2,000 

600 

£3,800 

£5,500 

£2,600 

£3,8op 

£5.500 

£2,600 

300 

175 

175 

2,525 

600 

475 

2,700 

171 

175 

250 

£475 

£2,700 

£600 

£475 

£2,700 

£600 








Dr. 


Cash 


Cf. 


To Balance . 

„ Realization Account 
„ G . 

„ L . 

b/d 

£ 

80 

8,100 

475 

250 

By Creditors 

P . 


i 

6,380 

2.525 



£8.905 



£8,905 








It is important in the case of a limited partner that withdrawals 
of capital against future profits should be shown in a separate 
account from his share of the firm's losses so that his position on a 
dissolution can be readily seen. 

Illustration. Heaton and Moor are partners sharing profits 3 : 2, 
Moor being a limited partner. The Capitals are Heaton £7,000 and 
Moor £6,000. 

The first year resulted in a loss of £4,500. 

The Sundry Assets and Creditors at the end of the first year were 
£8,800 and £3,000 respectively. 

Drawings were Heaton £1,500 and Moor £1,200 
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(1) Show Balance Sheet of firm. 

(2) Assuming the profits of the second year are £5.500 how will 
they be dealt with as regards Moor? 


(i) Balance Sheet 






i 

Capitals — 



Sundry Assets . 

8,800 

Heaton 

£7,000 


Current Accounts — 





Heaton — 


Moor . 

. 6,000 


^ Loss . ^2,700 




13,000 

Drawings . .1,500 


Creditors . 


3,000 


4,200 




Moor — 





Loss 

1,800 




Drawings . 

1,200 



1 6,000 


;£i6,ooo 


(2) Moor is entitled to £2,200, which must be first placed against 
the balance of his Current Account of £1,800 and £400 against his 
Drawings Account, leaving the latter at £800. 


Illustration. Assuming that in reference to the preceding illustra- 
tion, in the third year the firm incurred a loss of £13,500, Sundry 
Assets being £16,500 and Creditors £18,700, show the Balance Sheet 
of the firm. 

There were no drawings in the second and third years. 


Balance Sheet 


Capitals — 

Heaton 

Moor . 

Creditors 

. £7,000 
6,000 

1 

13,000 

18,700 

Sundry Assets 

Current Accounts — 

Heaton ; 

Balance xst year 
■f! Profit 2nd year 

£4,200 

3,300 

£ 

x6,5oo 




il Loss 3rd year 

900 

8,100 

9,000 




Moor: 

Balance xst year 
il Profit (part) 2nd year 

1,800 

1,800 




1 Loss 3rd year 


3,400 




Drawings: 

Balance xst year 

X Profit (part) 2nd year 

.r,2oo 
, 400 

800 








£31,700 












If dissolution takes place Moor is liable in full for £800, not- 
withstanding that he is in credit for £600 (Capital £6,000 less 
Current Account £5,400) which cannot be withdrawn unless the 
Creditors of the firm are fully discharged, inasmuch as he is a de- 
ferred Creditor; if Heaton is solvent and pa5rs into the firm his 
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deficiency of £2,000 (Current Accoimt £9,000 Cartel £7,000) wd 
assets realize Ixwk ^lues and creditors are paid ofi as far as possible 
the position will be — 


HMtoQ (£7*000 £9*000 + £a»ooo) 

Moor (£6,000 - £5*400) 600 

Croditan (£18,700 <- £18,500) ooo 


Caab (£16,500 + £a,ooo - £18,500} — 

Moor (Drawinga) .... Soo 


Moor will be required to bring in £200 to be used in pa)ring off the 
Creditors. This will reduce the debit of Moor's drawings to £600 
which will be written off against his credit of £600 (Capita £6,000 — 
Current Account £5,400). 

lUustration. F, R, and S are in partnership under the Limited 
Partnership Act, 1907, F and R being general p^nersfwith capitals 
of £4,000 and £3,000 respectively, and S, a limited partner with 
£1,500, his agreed contribution. At ist January, 1950, all profits 
had been distributed. The ratio of profit and los^ sharing is 
3:2:1. 

From the following details prepare partners’ accountsr- 


Profits 


Drawings 


F 

R 

s 


Year ended 313! Dec., 1950 

£ 

1,800 

£ 

500 

£ 

350 

£ 

370 

*. ,* 1951 

3.000 

1,700 

890 

250 

** *. „ .* 1952 Loss 

1,200 

400 

400 

180 

1953 

1,050 

500 

400 

120 

1954 

2,400 

600 

600 

130 


v.rii jxsi jL/e(;eiaLK;r, o leni ^loo 10 xne ni 

free of interest. 

Dr, Capitals of Gbnsral Partners Cr. 


Jan. X By Balances b/d 4,000 3,000 

Dr. S Loan Cr. 

X951 L 

Dec. 31 By Cumnt Aeoount xoo 

[The remaining accounts a{^ear on pages 743-45.] 

As has been seen, the debit balance on Capital Amount of a 
limited partner will be dealt mth according to whether the 
balance has arisen through excessive drawings or share of losses. 
If the balance arises by reason of excessive drawings, and the limited 
partner is unable to contribute by reason of his insolvency (unless 











743 



1950 ^ ;> 

)ec. 31 To Transfer from Current Account . 7® i i By Balance 



744 



CuRRBNT Account of Limitbu Partner S 



745 


1955 

Jan. I By Balance 
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the rule in Gamer v. Murray is barred), such 1 <^ must be borne 
by the continuing solvent partners in capital ratios ; on the other 
hand, that part of the balance arising through a limited partner's 
share of loss must be borne in profit and loss ratios. By excessive 
drawings is meant withdrawals in excess of the limited partner's 
share of profits. 

It may be mentioned that in the absence of judicial ruling other 
views are held in the profession. It is argued for instance that 
Garner v. Murray can never apply in a Limited Partnership. Others 
equally ardently maintain that whether the debit against the limited 
partner is — to employ the language used in this book — mere debit 
balance or an actual debt, the Garner v. Murray rule is applicable 
where the limited partner will not or cannot pay the amount in 
question to the firm, but it seems clear that unless the debit repre- 
sents a debt due by the Limited Partner and the deficiency arises 
through his insolvency the rule in Garner v. Murray is qot Applicable ; 
and in any case the general partner(s) admit him on tlje footing 
that he is not liable in respect of any sum that merely i^epresents 
the excess of losses over profits. The Limited Partner before partici- 
pating in profits earned in the future would be required to bring 
into account such excess, but this does not constitute a debt. 

Illustration. A, B, L, M are in partnership, sharing profits and 
losses in the ratio of 2 : 2 : i : i. Their capitals on ist January were 
£1,060, £700, £100, and £240 respectively. A and B are general 
partners, L and M being limited partners. The drawings for the 
year were A, £200 ; B, £150 ; L, £50 ; and M, £80. It was decided 
on 31st December that the partnership should be dissolved, the 
loss on realization being £900. Show the accounts of the partners, 
assuming that the limited partners cannot subscribe towards their 
deficiency. (See page 747.) 

SECTION (J) MISCELLANEOUS 

Reconstruction. 

Where a firm is in financial difficulties, the creditors may decide 
to give assistance so that the necessity for bankruptcy proceedings 
may be avoided. Such assistance may take the form of granting to 
the firm a moratorium, that is, an agreement to forbear for a defined 
period of time from suing or taking such other remedies for the 
payment of debts as the law permits. This forbearance is usually 
accompanied by an agreement for a cancellation of a portion of the 
firm's liability to the creditors. 

In addition, a person, whether a creditor or not, may advance 
money to the firm for purposes of paying creditors and for working 
capit^. In the latter circumstances the lender may stipiilate for 
an agre^ rate of interest, varying with profits or at a definite rate. 
In consideration of their forbearance, the creditors may stipulate 
for a share in the {X’ofits to cover the discount granted to the firm 
and reasonable interest. 
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Where a loanholder agrees to become a partner, the usual entries 
consequent upon the admission of a new partner will be made, 
except that the balance of loan will be credited to the Capital 
Account of the loanholder ; but in any case it is usual to open a 
Reconstruction Account to give effect to the terms of the arrange- 
ments entered into with the creditors where they agree to a reduc- 
tion of their claims. 

The Reconstruction Account will be debited with losses on re- 
valuation of assets and the expenses of reconstruction, assets and 
cash being respectively credited. In accordance with the principles 
previously stated, a revaluation of debtors will take the form of the 
creation of, or increase in, a Bad Debts Provision, Reconstruction 
Account being debited and the Bad Debts Provision credited. 

Increases in the value of assets and the profit arising from the 
reduction in the amount of liabilities to the creditors will be debited 
respectively to the assets and creditors and the Recbnstruction 
Account credited. \ 

The balance of Reconstruction Account will be transfe^ed to the 
Capital Accounts of the old partners in exactly the sanie manner 
as the balance of an ordinary Profit and Loss Account. 

Any subsequent profit or loss as compared with the revised book 
values will accrue to the new firm, so that if a lender has become a 
partner he will share such profit and bear such loss in the agreed 
ratio in the usual way. Where the creditors stipulate for a certain 
proportion of profit in consideration of the assistance rendered to the 
firm, their accounts will be credited (usually in the form of a total 
account) and Profit and Loss Appropriation Account debited 
with the amount to which they are entitled. Upon payment the 
creditors (or the total account) will be debited and cash credited. 

Illustration. The following is the Balance Sheet of Ryland at 
31st December, 19, . — 


Balance Sheet as at 31ST December, 19,. 


Creditors .... 

£ 

3.000 

Sundry Assets 

£ 

1,500 

Bank .... 

1,400 

Debtors .... 

3,500 

Fletcher — Loan . 

1,000 

Stock .... 

2,100 


£7,40° 

Ryland — Capital . 

300 

£7.400 


On 1st January following, a meeting of creditors was summoned 
owing to the serious financial position of Ryland, at which the 
creditors, other than the bank, agreed to accept 15s. in thfe £ in full 
settlement. Fletcher agrees to make a further advance of £4,500, 
and to be credited with £5»5oo as a partner. Stock is to be revalued 
at £1,840, and the debtors at £2,300. 

In due course the debtors realized £2,480. 
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Show accounts, assuming that the profit-sharing ratios are to be 
Ryland3 : Fletcher 2 . 


Dr. Reconstruction (or Capital Adjustment) Account Cr. 


19 

Jan. I 

To Bad Debta Provision 
„ Stock Provision 


1 

19.. 
Jan. 1 

By Creditors — 

Allowance 5s. in £ 
on £5,000 

„ Loea transferred to 
Ryland Capital 
Account 


£ 

x.aso 

sio 




£1,460 

1 



£1,460 


Dr. Capitals Cr. 





Ryland 

Fletcher 


j 


1 

Ryland 

Fletcher 

19. . 


b/d 

£ 

£ 

19.. 



£ 

£ 

Jan. 1 

To Balance 

300 


Jan. z 

By Cash . 



4,500 

„ Loss on Re- 





„ Transfer from 




construction 


azo 



Loan Ac- 




? 

„ Balance 

c/d 


5.572 

? 

count 

„ Bad Dcbt.s 



z,ooo 







Provision 

written back 


> zoft 

7a 







„ Balance 

c/d 

40a 




£510 

£5,57* 




£510 

£ 5 , 57 * 

? 

To Balance 

b/d 

402 


? 

By Balance 

b/d 




Dr. Cash Cr. 


19 ■ 1 



£ 

19. . 



£ 

Jan I 

To Fletcher — Capital 



Jan. ? 

By Bank 


r,400 


Account 


4,500 

? 

„ Creditors 


3.750 

? ' 

„ Debtors . 


3,480 

? 

„ Balance . 

c/d 

1,830 




£6,980 




1 £6,980 

? 

To Balance . 

b/d 

1,830 




! 


Balance Sheet as at ? * 



£ 


£ 

Fletcher — Capital 

5.572 

Sundry Assets 

Stock . . £2,100 




Less Provision . 260 

1,840 



Cash 

1.830 



Ryland — Capital 

402 


£5.57^ 


£5.57* 






^ The profit on realization of Debtors is a partnership profit, and is arrived 
at as follows — 

Debtors’ valuation is £3,500 less Provision £1,200. As the debts realize £2,480 
there will be a transfer from Debtors Accounts to the Bad Debts Provision of 
the loss on lx>ok values, viz. £1,020 (£3,500 less £2.480) . leaving a credit balance 
to Bad Debts Provision of £180, which is written back to Capitals in the ratio 
of 3 : 2. 

* After realization of debtors and payment of creditors. 
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Partnership Branch Accounts* Where a partnership is carried on 
at several distinct places it is often arranged to have one partner at 
each place or group of places, and for such partner in charge to have 
a profit ratio higher than the others. 

The accounting arrangements will vary according to circumstances ; 
for instance, the whole series of separate establishments may be 
regarded and dealt with as departments with all the assets, liabilities 
and capitals incorporated in the books of the chief place of business, 
or the establishments may be regarded as branches and treated 
accordingly. As will have been seen in Chapter XIX the particular 
form of branch accounting will vary considerably according to 
circumstances. Where the establishments are regarded as separate 
accounting units, the procedure will follow substantially the 
general pattern of ‘‘self-contained** Branches and the, incorpora- 
tion of the separate establishment profits or losses u[ill call for 
attention. 

The entries for the profit of each establishment are— 

(1) Profit of Local establishment : 

Debit Profit and Loss (Appropriation) Account of the establish- 
ment. 

Credit Resident Partner with his share. 

Current Account of each of the other establishments 

according to the ratio attributable to the resident partner there 

(2) Profit of other establishments: 

Debit Current Account of each respective establishment. 

Credit Local partner's Capital Account for the share attributable 

to him from the other establishments. 

(The treatment of losses will be the reverse.) 

Illustration. A, B and C are partners, managing establishments at 
Andover, Bournemouth, and Canterbury respectively, each place 
being self-contained. Each partner takes one-half of the profit 
of his local establishment, the remainder going equally to the non- 
resident partners. Assuming that the profits are Andover £3,000, 
Bournemouth £2,000, and Canterbury £800, show in abridged form 
the entries required for dealing therewith. 


Df. 


A's Books 

Profit and Loss Account 
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Dr. 


Cr. 



£ 

1,500 

500 

200 


2,200 


Dr. Bournemouth Current Account Cr. 


To 

„ Balance . 

c/d 

£ 

500 

250 

By Profit — i 


£ 

750 






£750 




By Balance. 

b/d 

250 


Dr. Canterbury Current Account Cr. 


To C—i 
„ Balance . 

c/d 

0 0 

0 

By Profit — i 


£ 

750 






£750 



■ 

By Balance. 

b/d 

550 

B's Books 

Dr. Profit and Loss Account 

Cr. 

To B — 1 

A-i . 

„ C-i . 


£ 

1,000 

500 

500 

By Balance. 


2,000 



£2,000 



£2,000 







Dr. 


1 

3 

Cr. 




By Profit — J 
.. Profit— i{^). 
Profit— i (C) . 


£ 

1,000 

750 

200 






1,950 


Dr. Andover Current Account Cr. 


To J 

■ 


By Profit — J 
„ Balance. 

c/d 

500 

250 



£750 



t 75 o 


To Balance . 


b/d 


250 
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Dr, Canterbury Current Account Cr. 


To C— t 

Balance . 

c/d 

L 

200 

300 

By Profit — i 


£ 

500 



£500 



£500 




By Balance. 

b/d 

300 



Dr. Andover Current Account Cr, 


• 1 

ToA-i . 

1 

1 

£ 

750 

By Profit — J 
,, Balance. .1 

c/d 

£ 

200 

550 



£750 



£750 

To Balance . 

b/d 

550 





Dr. Bournemouth Current Account Cr. 


To C—i 


£ 

500 

By Profit — J 

Balance. 

pid 

£ 

200 

300 



£500 



£50° 

To Balance . 

b/d 

300 
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The current accounts in each set of books agree, e.g. the credit 
(in Andover books) in favour of Canterbury is £ 550 , which agrees 
with the debit (in Canterbury books) against Andover. 

These balances will appear in the separate Balance Sheets of the 
three establishments and will disappear in the combined Balance 
Sheet of the firm (similar to Head Office Cuirent and Branch Current 
Accounts in Branch Accounts where the Branches are self-contained 
accounting units). 

[The figures in ordinary type illustrate rule (i) ; those in italics 
rule (2) (see page 750).] 


Foreign Exchange 

Illustration. J. Bull and U, Samson are in partnership as cotton 
merchants and brokers, Bull managing the Manchester Office and 
Samson the New York Office. The profit sharing ratios are — 
Manchester New York 

J. Bull — three quarters. J. Bull — one half. 

U. Samson — one quarter. U. Samson — one half. 


The profits for the year to 31st December, 19.., are (i) Man- 
chester, £ 2 , 000 ; and (2) New York, $4,480, a rate of $2-80 to £ to 
be taken. Show accounts. 

The profits will be split thus — 


y. Bull 

% I % 

Manchester 4,200 1,500 (a) 1,400 

New York 2,240 (c) 800 2,240 (d) 


(see p. 754) 




$3,640 


U. Samson 
£ 

500 {b) a + 6 = £2,000 
800 c -f t/ « $4,480 


Entries in the New York books — 

(1) Debit Profit and Loss Appropriation Account with J. Bull’s share of 

the American profits. 

Credit J. Bull's Current Account with his share of the American profits. 

(2) Debit J. Bull’s Current Account with the dollar equivalent of U. Sam- 

son's share of English profits. 

Credit Profit and Loss Appropriation Account with the dollar equiva- 
lent of U. Samson's share of English profits. 

Entries in the Manchester books — 

(1) Debit Profit and Loss Appropriation Account with U. Samson's share 

of the English profits. 

Credit U. Samson’s Current Account with his share of the English profits. 

(2) Debit U. Samson's Current Account with the sterling equivalent of J. 

Bull's share of the American profits. 

Credit Profit and Loss Appropriation Account with the sterling equiva- 
lent of J. Bull's share of the American profits. 

Converse entries would be made for losses. 
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Nbw York Books 

Dr , J. Buu. CuRRBi^T Account Cr. 


To Profit and Loss Appropri- 
ation Account: 
i Share of £2,000 at $2.80 
to £ 

S 

1,400 

By Profit and LossAppropri- 
ation Account: 

} Share of $4,480 

$ 

2,240 

Dr. Profit and 

Loss Appropriation Account 


Cr. 

To J . Bull Current Account ; 
1 share 

Balance — U. Samson 

$ 

2,240 

3.640 

By Profit 

„ Manchester Profit 

9 

4.480 

1,400 


15,880 

/ 

I5.880 



1 

1 



Manchester Books \ 

Dr. U. Samson Current Account \ Cr. 


To Profit and Loss Appropria- 
tion Account: 

1 share of $4,480 at $2*80 
to £ 

£ 

800 

By Profit and Loss Appro- 
priation Account : 

1 share of ;£2, 000 . 

£ 

500 

Dr. Profit and Loss Appropriation Account 

Cr. 

To U. Samson Current Account : 

^ share .... 
„ Balance — J. Bull 

1 

By Profit. 

„ New York Profit . 

IS) 

cob 

0 0 

0 0 




£2,800 


1 




Dissolution. On dissolution it will be necessary to adjust any 
profit or loss on exchange, such being treated as a profit or loss on 
realization. It is usual to treat the latter equally between the part- 
ners as it cannot strictly be said to arise in the course of trading 
operations of either of the businesses, but from a settlement of 
capital balances. 

Illustration. The following are the Balance Sheets of the partners 
in the foregoing illustration. 


Manchester Balance Sheet 


J. Bull — Capital . 

£ 


£ 

5,000 

Sundry Assets . 

U. Samson— Current Account 

4.000 

1.000 


£5.000 


£5.000 
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Nbw York Balamcb Shbbt 


Assets^ 

Sundry Assets • 

% 

58,800 

Liabilitus ^ 

U. Samson — Capital 

1 

50.000 



J. Bull — Current Account . 

2,800 


152,800 


$52,800 






On that date the partnership is dissolved and the assets realize : 
Manchester, £5,000; New York, $50,000. All the entries relative 
to the dissolution are to be put through the books at the rate of 
$2-8o to £. When the final remittance is made the rate is |2’6o to £. 
Show accounts. 


Manchbstbr Books 

Dr , Realization Account Cr. 


To Sundry Assets . 

,, Expenses 

„ Profit on Realization- 
J. Bull} . lyso 

U. Samson}. 250 


£ 

4.000 
? 

1.000 

By Cash 


i 

5,000 



;i 5 .ooo 



£5.000 







Dr. 

J, Bull Capital 


Cr. 

To Loss on Realization — 
New York $1,400 at 
$2-8o toi , 

,, Balance 

c/d 

■ 

By Balance 
„ Profit on Realiza- 
tion — Manchester 

b/d 

£ 

5,000 

750 



^5.750 



£5.750 




By Balance 

b/d 

5.^50 

Dr. U. Samson Current Account 


Cr. 

To Balance . 

b/d 

1 

By Profit on Realiza- 
tion — Manchester 
„ Loss on Realization- 
New York $1,400 
at $2-8o to 1 
„ Balance 

c/d 

£ 

250 

500 

250 



jfl.OOO 



£^.000 

To Balance . 

b/d 

250 





Dr. Cash Cr. 


To Realisation Account. 5.ooo{ 

^ In accordance with American practice. 
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It will be seen that the total of the Cash and U. Samson Current 
Account equals the balance due to J. Bull as shown in his Capital 
Account. 


New York Books 

Dr. Realization Account Cr. 


To Sundry Assets 
„ Expenses 


1 

52,800 

? 

By Cash . 

„ Loss on Realiza- 
tion— 1 

IJ. Samson \ 1,400 
J.Bull i 1,400 


$ 

50,000 

2,800 

$52,800 

$52,800 



Dr. 


U. Samson — Capital 

\. . 



$ 


\ 

$ 

To Loss on Realiza- 



By Balance 

b/d 

50,oou 

tion — New York 


1,400 

,, Profit on Realiza- 



„ Balance 

c/d 

49.300 

tion— Manchester 






£250 at $2-8o tol 


700 



$50,700 



$50,700 




By Balance 

b/d 

49.300 


Dr. J. Bull — Current Account Cr. 


To Profit on Realiza- 
tion — Manchester 
£250 at $2*80 to 
„ Loss on Realiza- 
tion — New York 
„ Balance 

c/d 

00 0 

00 0 

By Balance 

b/d 

$ 

2,800 



$2,800 



$2,800 




By Balance 

b/d 

700 

Dr. 


Cash 


Cr. 

j 

To Realization Account 


$ 

50,000 





As the rate of exchange at the date of the final remittance is $2*60 
to the £ the dollar price of £250 is $650, hence a profitc^of $50; as 
this profit is shared equally, U. Samson will retain $25 of the $700, 
remitting $675 due to J. Bull, i.e. $650 plus his share of profit on 
exchange of $25. The remittance of $675 at $2*60 to £ (ignoring 
expenses) will produce £259 12 ^, 4d. 
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The final entries will be — 


Manchesteb Books 

Dr. J. Bull— Capital CV. 




£ 

S. 

d. 



£ 

5 . 

d. 

To Balance . 

c/d 

5.259 

12 

4 

By Balance . 

b/d 

5,250 

0 

0 






„ Profit on remit- 









tance — $25 
at |2*6 o to £ 


9 

12 

4 



£5.^59 

12 

4 



£5.^59 

12 

4 






By Balance 

b/d 

5.259 

12 

4 


Dr. 


U. Samson — Current Account 


Cr. 




£ 

s. 

d. 



£ 

S. 

d. 

To Balance , 

b/d 

250 

0 

0 

By Draft 


259 

12 

4 

„ Profit on remit- 








tance — $25 
at $2-6otO;^ 


9 

12 

4 





1 

i 



£■^59 

11 

4 



£^59 

12 

1 

4 




1 






1 ^* 



Dr. Cash Cr. 


To Balance . 

„ Remittance — 

U. Samson 
Current Ac- 
count — I 675 
at |2-6o to £ . 

b/d 

£ 

5,000 

259 

5 . 

0 

12 

d. 

0 

4 

By Balance 

c/d 

5.*59 

12 

4 



ji5,259 

12 

4 



;£5.259 

12 

4 

To Balance . 

b/d 

5.259 

12 








New York Books 
Dr. 


U. Samson Capital 


Cr. 



1 



1 

c/d 

49.325 

By Balance 
„ Profit on remit- 

b/d 

49,300 



tance — ;£ 9 i 2 S. 4 d. 
at | 2 ‘ 6 oto^ 


25 


< 49.325 



<49.3*5 



By Balance 

b/d 

49.323 
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o. 


To Draft — 

£2$g I as. 4(1. at 
$2*60tO;^ 

„ Profit on remit- 
tance ^^9 12S. 4d. at 
|2'6 o to£ . 



% 

675 

By Balance 

b/<J 

$ 

700 


25 




1 

$700 



$700 


Dr. Cash Cr. 


To Balance 

b/d 

1 

60,000 

By Remittance — 

J. Bull Current 

Account -^259 12 S. 

4d. at $2*6o to 1 . 
.. Balance 

;C/d 

1 

675 

49.325 



$50,000 


\ 

\ 

$50,000 

To Balance 

b/d 

49.325 


\ 



The cash in hand in each country is now sufficient to pay out the 
Citpital Accounts of J. Bull and U. Samson. 

Examination Problem. A, B, and C were in partnership, sharing 
profits in the proportions of 5, 4, and 3, and accounts were prepared 
annually as on 31st December. Interest at 5 per cent per annum was 
allowed on capital accounts, but no interest was charged on drawings. 

The partnership agreement provided that in the event of the 
death of a partner during any year no special accounts should be 
prepared until the end of the year, when the amount due to the 
deceased partner's estate was to be calculated as follows — 

(a) Profits (before charging partnership interest) were to be appor- 
tioned on a time basis in months up to the end of the calendar 
month in which the partner died, the profits accruing up to such 
date to be divided as though the partner had lived to the end of 
the month. 

(b) Goodwill was to be calculated on the basb of two years* pur- 
chase of the average profits (after deducting partners* interest) for the 
three years imm^iately preceding the end of the month in which 
the partner died, a year's profits to be apportioned (in months) if 
necessary. 

(c) The deceased partner's capital and current accounts, share of 
profits under (a) above and of goodwill under (6) above to be added 
together, and the total so found to carry interest at the rate of 5 
per cent {^r annum from the first day of the month fo^owing his 

< death until pmd.^>" 

The surviving partners, failing any other agre^ent, were to 
continue sharing subsequent profits in the same ratio as had previ- 
ously applied as between themselves. 

A dira on 20th June» 1933. 
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On 1st October, 1953, D was admiUed as a partner, and the 
profit sharing ratio from that date as between B, C, and D was 5, 
4, and 2; the profits of the year in which D became a partner 
were agreed to be apportioned on a time basis. 

Profits before charging any interest, were as follows — 


Year to 31st December, 1950 

o .. .. 1951 

.. .. 1952 

.. .. 1953 


£5.142 

£4.192 

£3.627 

£3.976 


At no time previous to 1953 did the Balance Sheet include any 
Goodwill Account. A’s Capital Account stood at £10,000 through- 
out the whole period up to his death, and B's at £6,000. C had 
l4,ooo up to 1st August, 1953, when he brought in a further £1,200. 
On 1st October, 1953. D brought in £3,200. of which £2,000 was 
credited to his Capital Account, while the balance, agreed as repre- 
senting his share of goodwill, was credited to the Capital Accounts 
of B and C in their old profit sharing ratios. These several sums 
were paid over to A*s executors immediately they were received, 
and, in addition, £1,000 was paid over on ist December, 1953, out 
of cash in hand. 

As on 31st December, 1952, A's Current Account was in credit 
to the extent of £805, and during 1953 he had drawn £100 at the 
commencement of each month. 

You are required to calculate the balance due to A’s estate and 
the division of profits between the other partners as on 31st Decem- 
ber, 1953, (Calculations to the nearest £ and income tax ignored.) 

( Institute of Chartered Accountants Final,) 

Relevant accounts appear on page 760. 


The division of the Interest on the amount due to A's executors is as 


follows 


£ 

£ 

Interest @5% 

per annum for i month on £i^,6So . 

57 



,, „ 2 months on 12,480 . 

104 

161 

i # 3# 

,, ,, 2 months on £9,280 . 

77 


ft 3 # 

,, .. I month on £8,280 

35 

112 

£■^71 


Notet fi) Computation of Goodwill — 

One-half of profits to sxst December, X950 
Profits to 31st December, 1951 . 

.. M M M 1952 . 

Oae-balf of profits to 3zst December, 1953 . 

Less Interest on Capital (£z,ooo annually) 


Average 


£ 

2 371 
4 , 19 * 


1,988 

^a.378 


• 3.000 


£ 3 . 1*6 


a years* purchase .... . . £6,333 


A's $kmrt thereof ^ x £6,353 .... £3,605 


33— (B.3083) 



6 moDths to 3 months to 3 months to 6 months to 3 mcmths to 3 months t 

30th June 30th Sept. 31st Dec. t 30th June 30th Sept. 31st Dec. 



Dec. 3x „ Interest on £13,680 ... 6 34a xs,66o 

,, Balance of Interest from Contra 27$ 
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(li) Statement of Capital AccounU of B and C— 3 

Jan- X, Balances 6,000 

June 30. Lass Share of Goodwill credited to A . 1,489 ^ 

Balances at sofA /fma . 4,511 


Aug. X. Cash brought in . 

Balances at xsf August . 

Oct. I. Share of Goodwill purchased by D 

Adjustment between B and C ra purchase 
of share of goodwill consequent upon 
change of profit-sharing ratios (per 

Statement iii) 

Balances at ist October . 


4 * 5 “ 

686 

5»X97 


86 

£5.383 


761 


1,300 


(ill) Statement of Goodwill Adjustment — 

GoodwiU (£6,600) 


Old ratio of of Goodwill [i.e. £5,400] 
New ratio of of Goodwill 


Cr. 


£ 

3,086 

3,000 

£86 


£ 

3.314 

2,400 

£86 


The amount of £6.600 is ^ x £x,2oo — D paying £1,200 lor ^ share. 

As B previously had if as against $ to C and is now to have g he is a seller of ^ 
rojmrtion of of £6,600 equals £86. L 83 J 

Treating the Go^will 00 the “Share sold ’* method the computation is — 

(Goodwill £6,600) 

B C 

Old ratio . 5 ^ 

New ratio . ft fi 

Cr. A -(,772 Cr • £428 'f. - £1,2. 

Thus D having paid the £x,aoo, the adjustment as between B and C is — 

B C 

£ £ 


Share of Goodwill due 

773 

428 

Credited in accounts 

686 

514 

Adjustment 

Cr. £86 

Or. £86 


(iv) Statement of Interest on Capital — 

Intkrkst oh Capital 


Dates 

M’ths 

A 

B 

C 

D 

In- 

terest 

Capi- 

tal 

In- 

terest 

Capi- 

tali 

In- 

terest 

Capi- 

tal 

In- 

terest 

Capi- 

tal 

, 1953 


£ 

£ 

£ £ 

£ 

£ £ 

£ 

£ 

£ 

Jan. I to June 30 

6 

260 

zo,ooo 

160 

6,000 

wmm 

4.000 



July I to July 3x 

X 



19 

4.33 X 

12 

2,884 



Aug. z to Sept. 30 

2 



38 

4,311 

34 

4,084 







— 67 


— 46 




Oct. z to Dec. 3Z . 

3 



66 

3,383 

66 

4,513 

25 

3,000 



£260 


£273 


£202 


£23 













(v) The balances of the Current Accounts of B and C assumed to be kept sepaeaiely from the CapiUd 
Accounts 

^ Per Capital Statement (see note ii). 









CHAPTER XXIIl 
LIMITED COMPANY ACCOUNTS 
SECTION (A)— INTRODUCTION 
GENERAL PRINCIPLES 

The subject-matter comprised under this head is probably the 
most important of all for the examination student, special papers 
being set in almost all the examinations of the professional bodies 
on the subject of Limited Company Accounts. 

Before proceeding to the accounts proper, it is essential to outline 
briefly certain important general principles. 

These may be summarized as follows — \ 

1. A limited company is a body corporate, that is, an\ aggregation 
of persons and individuals, arising by Statute or Royal Charter, 
having the status of a separate ''being" or person, the, liability of 
whose members is limited according to circumstances. 

The type of limited company which most concerns the account- 
ancy profession is that formed under the Companies Acts, 1929 
and 1947, now consolidated in the Companies Act, 1948.^ The 
company may have a share capital with the liability of the share- 
holders limited to the amount remaining unpaid on the shares for 
which they have subscribed ; or it may have no share capital, the 
liability being limited to the amount members agree in the form of a 
guarantee. It must always be considered as a separate "being," 
irrespective of the individuals who have subscribed the necessary 
capital. As such, it is able to sue or be sued, hold land, carry 011 
business, and, subject to the obvious fact that it must exercise these 
activities through the medium of animate persons, is generally 
capable of exercising the functions of an individual, with certain 
penalties for transgression. Penalties of a monetary nature can be 
enforced against the company; in addition, companies, like in- 
dividuals, are liable to have their property seized, e.g. by distress ; 
but clearly, many penalties of a more "physical" nature must be 
visited upon the individuals in control. Although it is beyond the 
scope of this work to deal with legal topics, it may be stated that a 
limited liability company is incapable of committing a felony ; the 
law of slander has a limited application thereto ; wdiilst the criminal 
code is but partly applicable to companies. The company begins its 
legal life by being incorporated, which is evidenced by/ certificate 
of incorporation, and closes it when it is dissolved through the legal 
process known as "liquidation." 

2. Share Capital must always be kept quite distinct from the 


^ And older companies incorporated under previous Companies Acts, 
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balance of profit and loss. In partnership, the proprietors transfer 
their proportions of profit or loss either to their respective Capital 
Accounts or to their Current (or Drawings) Accounts. In limited 
companies, however, no member is entitled to receive a share of the 
profits until there has been a “declaration of a dividend" by the 
directors, approved by the members. In addition, it will be remem- 
bered that partners (subject to contrary agreement) share profits 
or losses equally, but members of a company share on a capital 
basis whenever a distribution of profits is made. 

3. There are frequently distinct grades or classes of share capital, 
distinguished generally by one class having a privilege not possessed 
by another, e.g. a prior right to the payment of dividends or the 
first right to capitd repayment as against another class of share 
capital if the company goes into liquidation. 

4. A person who lends money to a limited liability company 
usually receives an acknowledgment imder seal (which, when wit- 
aessed by authorized persons, is the evidence of an act done by 
a limited liability company). Such lender is termed a Debenture- 
holder. A loan may or may not be accompanied by a charge 
on some of the assets of the company ; but the existence of a charge 
is not a necessary legal element, however desirable from a business 
point of view. It is therefore of the greatest importance to note the 
contrast between the position of a member and a debenture-holder. 
Where one person holds both shares and debentures, then his rights 
as a member are distinct from those as a debenture-holder. 

The main distinctions between debentures (and debenture-holders) 
and shares (and members) are summarized thus — 

(«) A member is a part owner, i.e. a co-proprietor, whilst a 
debenture-holder is a creditor, so that — 

(h) In a liquidation the latter claims payment as a creditor, 
whilst the member together with his co-members may receive 
repa5mient wholly, or in part, only after the costs of liquidation and 
the liability to creditors, including debenture-holders, have been met. 

(c) The right to interest on a debenture is not dependent upon 
profits. It is a right, varying according to the terms of the deben- 
ture, which may be enforceable against the company — even if 
during the period in which the interest is accruing the company 
has sustained a loss; it therefore constitutes a definite charge 
against profits ; in other words, profits cannot be said to have been 
earned unless and until full provision has been made in the accounts 
for debenture interest. Furthermore, the right to payment is not 
dependent upon any declaration as in the case of a dividend. On 
the other hand, the member obtains a dividend only when — 

(i) there have been profits earned ; followed by 

(ii) declaration of dividend; which will rarely be such as to 
di\n(ie the whole of the profits earned. 

Therefore, such a payment of dividend is a disposition, 
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DISTRIBUTION, or APPROPRIATION of profits and in no way a charge 
against them. In short, it may be stated: “no profits and declara- 
tion, no dividend.** 

(d) A debenture may be issued at par, premium, or at a discount, 
whilst a share (i.e. a portion of the capital) may be issued at par or 
at a premium; but only subject to important restrictions 
laid down in the Companies Act, 1948, may it be issued at a discount. 
Further, capital (with one exception) is not ordinarily repayable 
to the members other than in liquidation. Debentures, however, 
may be either redeemable or permanent. 

On the other hand, a common feature is that upon payment 
income tax at the standard rate must be deducted from the gross sum 
payable by way of interest on debentures or dividends on shares. 

5. A limited liability company can only exercise such functions 
as come within the scope of its powers as laid down |by the objects 
clause of the Memorandum of Association — one of ^e documents 
that must be filed with the Registrar of Companies, \ before incor- 
poration; whilst the directors are endowed with certain powers 
as laid down in the Articles of Association (which must be filed along 
with the Memorandum). The Memorandum is the vitul document 
because no confirmation of an act improperly done in contravention 
of the Memorandum can give validity to the act ; being in sharp 
contrast to the Articles which, as it were, form the by-laws of the 
company, for an act done beyond the powers defined in the Articles 
may be confirmed or ratified by the members of the company. 

6. The Companies Act, 1948, requires the registration of many 
acts and transactions. In addition, it compels the company to 
furnish details of members and their holdings and many other 
particulars in a document called the Annual Return ; whilst certain 
books, called Statutory Books, must be kept, and subject to certain 
limitations, some of them, e.g. register of members, are open for 
inspection by the public, 

7. The Companies Act, 1948, contains provisions as to keeping 
accounts, furnishing accounts to members and debenture-holders, 
the holding of meetings, the voting rights of the members, and 
the contents of the Profit and Loss Account and Balance Sheet. 

8. In certain exceptional cases, subject to the sanction of the 
Court, the share capital of the company may be reduced, modified, 
or re-arranged. 

Alphabetical Summary. In order to assist the student to observe 
the essential differences between non-limited company and limited 
company matters the following alphabetical summary is given — 

A = Articles ; authority of directors ; agency of directors and 
their strict accountabilitv to members ; auditor necessary. 

B = Borrowing powers ; no Bill of Sale can be given as security 
nor can there be bankruptcy of a limited company ; books 
of account. 
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C = Capital; control; importance of case law re limited com- 
panies. 

D = Direction by directors ; debentures only in a limited com- 
pany; no drawings in limited companies; dividends; 
disclosure of certain details, e.g. directors' names, etc.; 
distringas notice ; death of member does not dissolve the 
company ; disclosure of required details. 

E — Enlargement of scope of company activities limited by 
statute ; legal entity of a limited company. 

F = Forfeiture of shares in limited companies ; foreign holders 
of shares do not affect domicile of company ; regulations 
regarding companies registered in foreign countries; 
fiduciary position of directors; filing documents. 

G = Governing Act — Companies Act, 1948 ; [Partnership Act, 
1890; Limited Partnership Act, 1907; Business Names 
Act, igi6, the latter applying equally to sole traders, 
partnerships, and Limited Companies]. 

H = Home or domicile, 

I = Income tax position ; invalidity of certain acts beyond the 
scope of the company : Interest on Construction Capital : 
Investigation relations. 

J = (Usually) joint and several liability of holders of shares to 
pay the amount necessary on the shares. 

K = Keeping open certain Statutory Books in the case of a 
limited company. 

L = Liability of members limited ; lien of company on shares ; 
lunacy or insanity of member of company does not give 
any right to dissolve ; liquidation. 

M = Meetings ; Memorandum ; management ; minutes. 

N = Notices of meetings ; name of company ; numbers of mem- 
bers and directors, minimum and maximum, 

0 = Ofl&ce (registered) ; objects clause ; officers. 

P = Prospectus ; profits ; preliminary expenses ; priorities of 
classes of members to dividends and capital; polls; 
proxies ; public and private companies. 

Q = Qualification shares of directors; quorum. 

R = Reserves; Reduction of Capital; Reports of Directors and 
Auditors; Requisitionist meetings; Registered office. 

5 = Stamp duties ; seal of company ; Stock Exchange quotation ; 
secretary. 

T = Transfer of shares ; termination of company ; time limits 
for registering documents, notices, etc.. Table A; Tax, 

U Underwriting. 

V = Voting powers. 

W 5= Winding-up provisions. 

The above alphalwstical indicator, it must be understood, does 
no more than point out to the student the dominant legal topics 
connected with the affairs of limited companies. 
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Before proceeding with the treatment of the accounts a brief 
summary is appended showing the chief differences between a part- 
nership and a limited company; and private and public companies. 


Points 

Partnership 

Limited Company 

X. Regulating Act(s) 

Partnership Act, 1890. 

Limited Partnership Act, 1907. 
Busmess Names Act, 1916.^ 

Companies Act, 1948. 

Business Names Act, 1916.' 

a. Members . 

Limited to 30 — except banking 

partnership, which is 10. 

Private company — minimum of 3 and 
maximum of 50 (exclusive of certain 
individuals). 

Public company — minimum of 7 and 
no maximum fezeept there can be 
no more members than shares). 

3. Entity 

Not a legal entity, except in Scotland. 

Is a legal entity, j 

4 Liability . 

Unlimited, except in a limited partner- 
ship as regards the limited partner. 

Limited. [DirecUra’ Liability may be 
made uulimitedU 

3. Capital 

As partners agree. 

Alterations as partners agree. 
Withdrawals as partners agree. 

Maximum issued uare capital must 
not exceed authorized capital upon 
which a dut^ of kos.% is payable 
Alterations a rignts must conform 
to certam formalities , capital can- 
not usually be withdrawn. 

6. Profits 

As partners agree, otherwise equally. 
May be added to capitals. 

Distribution of profits depends upon 
declaration based upon type and 
numbers of shares held 

Cannot be added to capital unless by 
way of bonus shares. 

7. Management 

All entitled to take part (excepting a 
limited partner) ; inspect books and 
take copies. 

Management vested in a number of 
individuals, visually but not nece';- 
sanly shareholders, called directors. 
Members cannot inspect account 
books, but must be sent Balancf* 
Sheets and Profit and Loss Accounts. 

8. Tax . 

AU income receivable by a partner 
from tbe firm is included m the 
partnership assessmen ts for Income 
Tax and Sur-t.ix. 

No tax deduction on distribution, and 
all profits are “earned" income. 

Upon a change of partners the business 
may be assessed as a continuing or 
a new business. 

Not liable to Profits Tax. 

Remimeration of directors is a proper 
charge against company profits 
Dividends must have tax deducted 
at standard rate of Income Tax and 
are “ unearned ” income.* 

Special provisions m regard to sur-tax 
Uj)on partners converting the business 
into a hmited company, the income 
tax rules relating to a discontinued 
business (re partners) and to a new 
business (re limited company) must 
be observed. Wear and Tear allow- 
ances unused by partnership will 
be lost, but losses unused may be 
set off against the income of the 
partners who are shareholders in 
the new company. 

Liable to Profits Tax. 

9. Audit 

Not compulsory. 

Compulsory. 

10. Winding-up 

Carried out under bankruptcy rules 
if bankrupt. 

Carried out in alternative ways uoder 
the Companies Act. 

XT. Books 

No legal necessity to keep books of 
account but, in practice, books of 
account are necessary and open to 
inspection of all partners. 

Proper books of account must be kept. 
Not accessible to 'inembers (unless 
regulations so pro^dc). 

* Tbe Registrar can refuse to register names he considers undesirable, bothl n the case of partnerships 
and sole traders, and ^so companies (Sect. 116, Companies Act, 1947). 

• But usually^ in private companies, directors will take profit ^ form of directors' fees as far a* 
possible to obtain maximum earned income allowance. 
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Polats 

Partnership 

Llnitod Company 

12. Powers 

Can cany on sudi trade or business 
agreed upon : and subject to any 
change agreed upon. 

limited to what is prescribed in the 
Memorandum of Association. [la 
practice, very wide powers are pire- 
senbed m the memorandum.] fur- 
ther powers can be acquired within 
certain stated limits. Powers of 
Directors can by special resolution 
be curtailed or vaned. 

13, Control 

! 

Equal, subject to contrary agree- 
ment. 

Immediate control by Directors. 
Ultimate control by the members, 
but in both cases voting power is 
deddtng factor. As shares can be 
issued carrying no voting power 
real control might be exercis^ by 
Directors without holding more 
than a very small amount of the 
capital. 

14. Devolution and 
Transfer . 

Share transferable only if remaining 
partners agree. Death dissolves 
firm (unless partnership agreement 
provides otherwise) and deceased's 
share must be paid as agreed. 

1 

1 

i 

Shares (subject to restrictions or 
couditiens in Articles) are trans- 
ferable, thus on death of member 
share is more readily rendcrable. 
Death of member does not dissolve 
the company. Shares are not repay- 
able : personal representative must 
either (a) hold, (6) sell, or (c) trans- 
fer lo a legatee where empowered to 
do so. 

15. Death Duties 

Payable alwavs on value of partner’s 
share based on asset values” [in- 
cluding goodwill]. 

Payable on market value of shares 
held by decreased member, based on 
asset values in certain cases under 
Sect. 55 Finance Act, 1940. See 
Chap. XXVII, valuation of shares. 

ifi. Statutory Re- 
quurements 

No special stamp duties. No publicity 
or returns. (Except m Limited 
Partnership.) 

Special stamp duties on formation. 
Pubhcity of the mfomiation re- 
quired on registration : on creating 
charges or through annual return 
to Registrar of Companies. 


Private Companies. A private company is defined by the Com- 
panies Act, 1948, Sect. 28, as follows — 

A company which by its articles 

(fl) restricts the right to transfer its shares ; 

(b) limits the number of its members to fifty, not including 
persons who are in the employment of the company and persons 
who, having been formerly in the employment of the company, 
were while in that emplo5nnent, and have continued after the 
determination of that employment to be, members of the com- 
pany; and 

(c) prohibits any invitation to the public to subscribe for any 
shares or debentures of the company.^ 

Joint-holders of shares are counted for this purpose as one person. 

^ Including an ofier or invitation made to any section of the public, whether 
selected as members or debenture-holders of the company concerned, or as 
clients of the person issuing the prospectus or in any other manner. But the 
ofier or invitation will not be so treated if in all the circumstances it can 
properly be regarded as not being calculated to result, directly or indirectly, 
in the shares or debentures becoming available for subscription or purchase 
by persons other than those receiving the offer or invitation, or otherwise as 
l)eing a domestic concern of the persons making and receiving it. so that a 
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Exempt Private Companies. Both public and private companies 
are required to ^'publish" their accounts by annexing a copy to the 
Annual Return (see page 778), but a private company may claim 
exemption provided that — 

(1) The number of debenture-holders (like the shareholders) does 
not exceed 50. 

(2) No body corporate is a director and no arrangement is per- 
mitted whereby the company's affairs can be directed by any 
persons otlier than directors, shareholders, debenture-holders or 
trustees for debenture holders. 

(3) No body corporate is a holder of shares or debentures except, 
in certain cases, for shares held by an ''exempt” private company. 

(4) No person other than the holder is interested in the shares or 
debentures (vide Sect. 129 and 7th Sch.). 

In regard to (4) there are provisions to deal with shares or 
debentures charged; the estates of deceased persons, pending 
completion of the administration ; where a purchased has bought 
shares or debentures and not yet registered ; and whei\e the holder 
is under a disability and his property is vested in an administrator. 

An “exempt” private company need not forward to the Registrar 
of Companies a printed copy of a resolution or agreement required 
under the Companies Act, 1948, Sect. 143 (i), provided a copy is 
forwarded in some other form approved by the Registrar ; nor is it 
prohibited from making loans to its directors (Sect. 190). 

Certain privileges and exemptions are gi'anted to private com- 
panies. The differences between private and public companies may 
be tabulated thus — 


Polata 


Private 


PubUc 


1, Minimum number of memben 

а. Maximum number of members 

3. Transfer of shares .... 

4. Invitations to the public to subscribe 

5. Statutory report and meetmg 

б. Minimum number of directors 

7. Restrictions on appomtment of directors 

8. Filing of statement in lieu of prospectus 

9. Restrictions as to minimum subscription 

and allotment ..... 
10. Restrictions as to commencement of 

business 

XI. Annual Return — inclusion therein of the 
last Profit and Loss Account and Bal- 
ance Sheet and Auditor's Report and 
other documents. 


12. Share warrants . 

13. Proxy holders 


Two. 

Fifty [cf. above). 

Restricted. 

Not allowed. 

Not necessary. 

One. 

Not applicable 

Not required. 

Not applicable. 

Not applicable. 

“Exempt ” company need 
not include Balance 
Sheet, etc., but officers 
must sipn declaration 
of compliance with re- 
gard to number of mem- 
bers, and conditions 
allowing exemption. 

Cannot issue. 

May speak at meetings. 


Seven. 

Unlimited {cf. above). 
Unrestricted. 

Allowed. 

Necessary. 

Two. 

Applicable. 

Required. 

Applicable. 

Apphcable. 

Must include such Balance 
Sheet, etc. 


May issue. 

May not |peak at meetings 


provision in a company's articles prohibiting invitations to the public to 
subscribe for shares or debentures shall not be taken as prohibiting an 
invitation to members or debenture-holders which can properly be regarded 
as conforming to the above conditions (vide Companies Act, 1948, Sect. 55)- 
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Point of 
I^orence 

Statutory Company 

Joint Stock Company 

Chartered Company 

Constitution 

Special Act of Parliament 

Companies Acta 

Royal Charter 

Laid down by Royal 
Charter and unalterable 
(except by new Charter) 

Powers 

Laid down by Act; and 
alterable thereunder 

Laid down by Memoran- 
dum of Association* 
with right to amend 
within certain stated 
limits 

Liability 

Limited 

Usually limited; maybe 
unlisted if laid down 
by Memorandum of 
Aiisociation 

Limited 

Numbers 

Limited by number of 
shares 

Limited by number of 
shares in a public com- 
pany. Linoited to 50 
(excluding past or pres- 
ent employees) in a 
pnvate company. Mini- 
mum numbers, public 
7; private a 

Limited by shares; or 
may be unlimited ac- 
cording to the terms of 
the Charter 

Control 

Directors 

Directors 

Directors (or Governors) 

Accounts 

Compulsory (each Act 
lays down particuLar 
requirements ) 

Compulsory 

As laid down by Charter 
— usually compulsory 

Audit 

Do. 

Do. 

Do 


LIMITED COMPANY ACCOUNTS 

The general principles of accounting apply to the accounts of 
limited companies, modified in detail to fit the special peculiarities 
of such companies and in certain instances to comply with legal 
requirements. In addition, certain books are required to be kqpt, 
and certain information furnished to the Registrar of Companieis. 

It will readily be perceived that some measure of protection ipust 
be afforded to the members of the company, who, unlike partners, 
cannot usually personally direct the business of the company ^d 
(in the case of a large company) will not be acquainted with eich 
other. The Companies Act, 1929, modified in the light of the px- 
perience gained from the operation of previous Companies Aqts, 
permitted the exercise of reasonable powers by the persons in control 
of the company free from unwarranted interference from the body 
of members, whilst at the same time it made numerous provisions 
for the safeguarding of the interests of the members. 

The Companies Act, 1947 (substantially enacting the recommen- 
dations of the Cohen Committee's Report, made after a very ex- 
haustive inquiry into the deficiencies, ambiguities and weakness of 
the Companies Act, 1929) considerably stabilized this relationship 
between directors and members. 

In order to obtain a thorough mastery of company accounting, 
the essential requirements of the Companies Act, 1948, so far as they 
have bearing on the accountancy aspect, must be assimilated. 
Below are enumerated the vital matters, full treatment of which 
cannot be contemplated here as much of the explanation lies within 
the scope of a leg^ treatise. 
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1. The definition ot a joint-stock company. 

2. The classdfication of incorporated bodies. 

3. The method of formation of an incorporated body. 

4. The distinction between private and public companies. 

5. The contents and significance of the Memorandum of Associa- 
tion, particularly in relation to objects. 

6. The contents and sigi^cance of the Articles of Association. 

7. The contents and significance of Table “A.” 

8. Prospectus; minimum subscription. 

9. Statement in lieu of prospectus. 

10. Certificate of incorporation and certificate entitling company 
to commence business. 

11. The meaning of the company terms: vendor, promoter, etc. 

12. Common and official seal. 

13. Officers of the company. ' 

14. Share certificates and share warrants. \ 

' 15. Types of meetings: procedure, quorum, polls, proxies, and 
resolutions. * 

16. Stamp duties. 

17. Preliminary expenses. 

18. Auditors* report and Directors’ report. 

19. The law relating to transfers, particularly blank transfers, 
forged transfers, and certified transfers. 

20. Income tax, profits tax (and sur-tax in certain cases). 

In addition the following matters relating to the accounting side 
will be specifically dealt with as under — 

{A) In Chapter XXIII {b). 

21. Profit and Loss Account and Balance Sheet ; the keeping of 
accounts; the furnishing of accounts to members; Auditors’ and 
Directors* Reports. 

22. Statutory Books; Annual Return. 

23. Statistical Books. 

24. Registration and filing of resolutions and documents. 

(B) In the following sub-chapters limited company accounting 
will be dealt with in detail. 

25. Share capital : issue, alteration, reduction, consolidation and 
subdivision, reorganization, forfeiture and reissue of shares. (Chap- 
ters XXIII (r), and XXIII (e).) 

26. Debentures: issue, interest, and redemption. (Chapter 
XXIII (i).) 

27. Opening and ‘‘acquisition’* entries of a company; under- 
writing commis.sion and final accoimts. (Chapter XXIII (/).) 

28. Profits: divisible, capital, prior to incorporation (gnd losses). 
(Chapter XXIII (g) , and XXIII (/) .) 

29. Dividends, including arrears of cumulative preference dividends; 
forfeiture ; scrip dividends and bonus shares. (Chapter XXIII (A).) 

30. Reconstructions, amalgamations, and absorptions. (Chapter 
XXIII (*).) 
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SECTION (B)— BOOKS, RETURNS, ACCOUNTS, ETC* 

Books of Account* The Companies Act, 1948, provides that every 
company must keep proper books of account as to — 

(a) All sums of money received and expended by the company 
and the matters in respect of which the receipts and expenditure 
take place. 

(b) All sales and purchases of goods by the company. 

(c) Assets and liabilities of the company. (Sect. 147 (i).) 

The books of account must be such as are necessary to give a 
true and fair view of the state of the company’s affairs and to ex- 
plain its transactions (Sect. 147 (2) ). 

When books of account are kept outside Great Britain, such 
accounts and returns with respect thereto as will disclose with reason- 
able accuracy the financial position, at intervals not exceeding six 
months, must be — 

(a) sent to, and 

(b) kept at a place in Great Britain. 

They must be open to inspection at all times by the directors 
and be such as will enable the company’s Balance Sheet and Profit 
and Loss Account to be prepared (Sect. 147 (3) ). 

Reasonable steps must be taken to comply with the accounting 
provisions of the Act, but a director will not be liable if he can show 
that he had reasonable ground to believe, and did believe, that a 
competent and reliable person was charged with the duty of comply- 
ing with such provisions and was in a position to discharge that 
duty (Sect. 147 (4) ). 

Books of account other than bound books are permitted provided 
adequate precautions are taken against falsification (Sect. 436). 

Profit and Loss Accoimt, Balance Sheet, and Reports. Not later 
than eighteen months after the incorporation of the company and 
subsequently once in every calendar year, the directors must lay 
before the company in general meeting a Profit and Loss Account 
(or in the case of a non-trading company, an Income and Expendi- 
ture Account) for the period since the company’s incorporation 
(as regards the first accoimt), and subsequently, since the preceding 
account, made up to a date not earlier than nine months before the 
general meeting (or twelve months where a company carries on, or 
has business interests abroad) subject, however, to the power of 
the Board of Trade to extend the above-mention^ periods. 

In addition, a Balance Sheet as at the date to which the Profit 
and Loss or Income and Expenditure Account is made up, must, 
each calendar year, be laid before the company in general meeting 
accompanied by the Directors' Report and the Auditors’ Report. 
The Balance Sheet must give a true and fair view of the company’s 
affairs and the Profit and Loss Account similarly of the profit or 
loss of the company. Both the Balance Sheet and the Profit and 
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Loss Account must comply with the requirements of the eighth 
schedule to the Complies Act, 1948. Any change in the nature 
of the company's business or its subsidiaries or in the class of 
business in which the company has an interest, unless such changes 
are not material or disclosure would be harmful to the company, 
must be dealt with in the Directors' Report. 

Illustration of Directors’ Report. 

[Name of Company] 

DIRECTORS' REPORT 

To THE Members, 

The Directors submit herewith their Report and Accounts for 
the year ended 31st January, 19. .. j 

The presentation of the Accounts has been delayed vowing to the 
fact that the accounts from the Northland Branch were\not received 
until the 31st May. \ 


The Trading Profit for the year amounted to 

Less — 

Directors' Fees ...... 

Depreciation ....... 

li,ooo 

7,200 

141,000 



10,200 

Deduct : Taxation oa current profits — 

Profits Tax ....... 

Income Tax ....... 

58,500 

130,800 

75,000 

Leaving a balance of ... . 

Add— 

Balance brought forward from previous Accounts . 


• 55.800 

7,600 

Deduct — 

Preference Dividend (less Tax) to ist February, 19. 


63,400 

3,000 

Leaving a net balance of . 


60,400 


Your Directors recommend that this sum be dealt with as 
follows — 

£ 

To General Reserve ........ 10,000 

Writing off the whole of the expenses of Issue of Capital . 10,350 

Stafif Superannuation Fund ...... 2,000 

,, Payment of a Dividend of 20% on the ordinary Shares, 

which, after deducting Income Tax, will require . f, 24,625 

Leaving a balance to be carried forward of . I3i425 

£60,400 

[NoU* The placing of dividends last in the list of appropriations.] 
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The Directors are pleased to be able to report that the business 
of the company during the past year continued to progress in every 
department, and that the Sales for the first three months of the 
current year show an increase over the corresponding period of last 
year. 

{Note. This will usually be brief, as the Report will, as a rule, be accom- 
panied by the Chairman's review.] 

Adequate provision has been made for all contingencies before 
arriving at the profits for the year. 

Messrs. A. Light and B. Sound retire from the Board by rotation, 
but, being eligible, offer themselves for re-election. 

The auditors, Messrs. A. Lert & Co., are willing to continue in 
office. 

It is proposed to post the Dividend Warrants on 15th August, 
19... 

On behalf of the Board, 

D. HEAT, 

^oih June, 19... Chairman. 


The Balance Sheet must be signed by two of the directors or the 
sole director (Sect. 155) and the Directors' Report (Sect. 157), 
Profit and Loss Account and Auditors' Report (Sect. 156) must be 
attached. 

A copy of the Balance Sheet and Profit and Loss Account (with 
group accounts if applicable) together with all documents required 
by law to be annexed thereto, must be sent to all the members 
and debenture-holders not less than twenty-one days before the 
meeting takes place (Sect, 158). If sent less than twenty-one days 
before the meeting, it will be deemed to have been duly circulated 
if all members entitled to attend and vote so agree (Sect. 158 (i) (c)). 
The above requirements apply equally to private as well as public 
companies. 

Where a company has subsidiaries, group accounts must be circu- 
lated to members and laid before the company in Annual General 
Meeting, subject to certain exceptions, e.g. where the company is 
itself a wholly-owned subsidiary of a body corporate in Great Britain. 

Auditors. Sect. 162 of the Companies Act, 1948, provides — 

(1) The auditors shall make a report to the members on the accounts 
examined by them, and on every Balance Sheet, every Profit and Loss 
Account, and all group accounts laid before the company in general meeting 
during their tenure of office, and the report shall contain statements as to 
the matters mentioned in the Ninth Schedule to this Act. 

(2) The auditors’ report shall be read before the company in general 
meeting and shall be open to inspection by any member. 

(3) Every auditor of a company shall have a right of access at all times to 
the books and accounts and vouchers of the company, and shall be entitled 
to require from the officers of the company such information and explanation 
as he thinks necessary for the performance of the duties of the auditors. 

(4) The auditors of a company shall be entitled to attend any general 
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meeting of the company, and to receive all notices of and other communica- 
tions relating to any general meeting which any member of the company is 
entitled to receive and to be heard at any general meeting which they attend 
on any part of the business of the meeting which concerns them as auditors. 

The ninth schedule (see Sect. 162 (i) above) provides that the 
auditors shall state expressly in their report — 

(1) Whether they have obtained all the information and explana- 
tions which to the best of their knowledge and belief were necessary 
for the purposes of their audit. 

(2) Whether, in their opinion, proper books of account have been 
kept by the company, so far as appears from their examination of 
those books, and proper returns adequate for the purposes of their 
audit have been received from branches not visited by them. 

(3) — (i) Whether the company's Balance Sheet an(i (unless it is 

framed as a consolidated Profit and Loss Account) Pjrofit and Loss 
Account dealt with by the report are in agreement with the books 
of account and returns. \ 

(2) Whether, in their opinion and to the best of theit, information 
and according to the explanations given them, the said accounts 
give the information required by the Act in the manner ,so required 
and give a true and fair view — 

(a) in the case of the Balance Sheet, of the state of the com- 
pany’s affairs as at the end of its financial year ; and 

(b) in the case of the Profit and Loss Account, of the profit or 

loss for its financial year ; 

or, as the case may be, give a true and fair view thereof subject to 
the non-disclosure of any matters (to be indicated in the report) 
which by virtue of Part III of the Eighth Schedule to this Act are 
not required to be disclosed. 

Furthermore subsection (8) of Sect. 196, which requires disclosure 
of the amounts of Directors' Emoluments, Salaries, Pensions, Com- 
pensation, etc. [see page 794], provides that — 

If in the case of any accounts the requirements of this section 
are not complied with, it shall be the duty of the auditors of the 
company by whom the accounts are examined to include in their 
report thereon, so far as they are reasonably able to do so, a state- 
ment giving the required particulars. 

Reserve Liability. This term (which is to be seen on the liabilities 
side of the Balance Sheet of some limited companies) is given to 
that part of the subscribed capital of a limited company that can 
only be called up in the event of, and for the purpose of, liquidation. 
Under Sect. 60, Companies Act, 1948, a company may, by special 
resolution, take power to determine that a specified part of each 
share shall remain uncalled, except for the above-mentioned purpose. 

A considerable reserve liability is maintained by most of the 
large banks for the protection of depositors. 

The Statutory Report and Meeting. Every public company which 
has a share capital, whether limited by shares or guarantee, must 
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hold a general meeting of the company not less than one, and not 
more than three, months from the date at which the company is 
entitled to commence business. (Sect. 130 (i). ) 

At least FOURTEEN DAYS before this meeting the directors must 
forward to every member of the company a copy of the statutory 
report. 

The statutory report must be certified by not less than two 
directors of the company, or where there are less than two directors, 
by the sole director and manager. It must contain the following — 

(i) The total number of shares allotted, distinguishing shares 
allotted as fully or partly paid up otherwise than in cash, and 
stating in the case of shares partly paid up the extent to which 
they are paid up, and in either case the consideration for which they 
were allotted. 

(ii) The total amount of cash received by the company in respect 
of all the shares allotted, distinguished as in (i) above. 

(lii) An abstract of the receipts and payments of the company 
made up to a date within seven days of the date of the report, 
showing under separate headings the receipts in respect of shares 
and debentures and other sources, and the payments thereout, and 
the particulars of the balance in hand. 

(iv) An account or estimate of the preliminary expenses of the 
company. 

(v) The names, addresses, and descriptions of the directors, 
auditors (if any), managers (if any), and secretary of the company. 

(vi) The particulars of any contract, the modification of which 
is to be submitted to the meeting for its approval, together with the 
particulars of the modification or proposed modification. 

The statutory report shall, so far as it relates to the shares allotted 
by the company, and to the cash received in respect of such shares, 
and to the receipts and pa5nnents of the company on capital account, 
be certified as correct by the auditors, if any, of the company. The 
above provisions do not apply to a private company. 

Illustration. On ist January a company was formed under the 
name of Stationers Co., Ltd., to take over the business of A. Page, 
wholesale stationer. On 15th January a prospectus was issued by 
the company inviting applications for 90,000 shares of £i each 
payable 5s. on application, 5s. on allotment, and 5s. three months 
after allotment, and 5s. six months after allotment; the vendor 
was to receive 10,000 fully paid shares as part discharge of the pur- 
chase consideration of £40,000. The offer was fully subscribed, and 
the vendor duly paid. 

The trading receipts to 3rd March amounted to £10,500 and 
trading payments to the same date £1,800 ; the date to which the 
Cash Account is drawn is 3rd March. 

The preliminary expenses amounted to £4,500, and it was esti- 
mated that they would eventually reach £7,000. 
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A furtlier £ 16,000 was expended on ist March on the purchase of 
additional plant. 

The company received the certificate entitling it to commence 
business on 26th January, the statutory meeting being held on 21st 
March, and the report dated 6th March. 

THE COMPANIES ACT, 1948 
No. of Company 

REPORT pursuant to Sect. 130 of the Companies Act, 1948, of 

Stationers Company, Limited. 

(a) The total number of shares allotted is 100,000 of which 

10,000 are allotted as fully paid up in consideration of part 

of the purchase price of sundry assets acquired by the compan^ and upon 

each of the remaining shares the sum of 10s has been paid in cash. 

{b) The total amount of cash received by the Company ip respect of the 

shares issued wholly for cash is £45,000 and on die shares issued 

partly for cash is ;£ nil 


(c) The Receipts and Payments of the Company to the Third day of March 
are as follows — 


Particulars of Receipts 

1 Particulars of Payments 


To Amount Received on Application and 

£ 

By Preliminary Expenses . 

i 

4,600 

Allotment of 90,000 shares . 

45,000 „ Purchase of Plant 

16,000 

„ Trading Receipts .... 

10,600 „ Vendor 

30,000 


,, Trading Payments 

1,800 


„ Balance on Deposit and Current Ac- 



1 counts at the Central Bardt, Ltd. . 

3,200 


£55,600 

£56,600 


The following is an account (estimate) of the Preliminary Expenses of the 
Company — 


Contract Stamps, Solicitors' Fees, etc. £7,000 






COMPANY ACCOUNTS — BOOKS, ETC. 


777 


(e) Particulars of any Contract the modification of which is to be submitted 
to the Meeting for its approval, together with particulars of the modification 
or proposed modification — 


VVe hereby certify this Report. 



We hereby certify that so much of this Rejwrt as relates to the shares allotted 
by the Company and to the Cash received in respect of such shares and to the 
receipts and payments of the Company on Capital Account is correct. 

Auditors. 

Dated this Sixth. day of Match, 19... 

Statutory Books. The statutory books are — 

(a) Register of members, (b) Annual return, (c) Minute book. 

(cl) Register of directors and their shareholdings. 

(e) Register of charges. 

(/) A copy of every instrument creating a charge, although 
this is not strictly a book; but if a debenture is issued without 
conferring upon the lender any charge (which includes mortgage) 
there is no compulsion to keep a debenture register.^ 

Register of Members. A person acquiring shares becomes a 
member of the company on the date of the entry into the register, 
except for the signatories to the memorandum who become mem- 
bers from the date of incorporation of the company. 

A member ceases to be such upon the date of the entry of 
cessation in the register. 

A person may become (or cease to be) a member by transfer or 
transmission; become a member by allotment; and cease to be a 
member by surrender, forfeiture, rescission, repudiation, expro- 
priation, enforcement by the company of its lien, and by the 
winding-up of the company. 

The Register which contains the details required by the Companies 
Act, 1948, must be kept open at the prescribed office for inspection 
by members (gratis) and other persons (upon payment). 

The office above mentioned is (a) the Registered Office of the com- 
pany, (b) that where the work of making up the register is done, or 
(c), where the work of making it up is done by an agent, e.g. Regis- 
trar employed by the company, at that agent's office. 

The Register must be kept in England by an English Company 
and in Scotland by a Scottish Company. The Registrar of Companies 
must be notified of the place where the Register of members is kept 
and of any change in that place, unless it has always been and is 
still kept at the Registered office (Sect. no). 

^ Whether the debenture is secured or not, there is no legal necessity to keep 
a register of debenture-holders, although this will usually be essential in 
practice. If one is kept, Sections 86 and 87 of the Act apply. 
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Annual Return. The return must be made within forty-two days 
after the annual general meeting (whether or not that meeting is the 
first or only ordinary general meeting, or the first or only general 
meeting of that year) and forwarded to the Registrar of Companies^ 
forthwith (Sect. 126). \ 

If a company has a share capital, it must in every year make a- 
return of all persons who, on the fourteenth day after the annual 
general meeting of the company for the year, are members of the 
company and of all persons who ceased to be members since the 
date of the last return. 

The company need not make up an annual return in the year of 
its incorporation, or, if it is not required to hold an annual general 
meeting during the following year, in that year (Sect. 124). 

The return is required from all companies — public andj private — 
and, except for exempt private companies, must include-^ 

(а) A written and certified true copy of every Balance Sheet laid 

before the company in general meeting during the period^ to which 
the return relates, and \ 

(б) A copy of the Directors’ Report accompanying any such 
Balance Sheet (and prescribed annexable documents) certified in 
the same way as the Balance Sheet. 

The Annual Return, the certificate as to any Balance Sheet 
included therein, and any certificate as to the annual return of a 
private company must be signed by both a director and the secretary 
of the Company (Sects. 127 and 128). 

The Annual Return of an exempted private company must in- 
clude a certificate, signed by the persons signing the other certificates 
^n the return, stating that to the best of their knowledge and belief 
thfe conditions as to exemption have been satisfied (Sect. 129). 

Miia,ute Book. The Companies Act, 1948 (Sects. 145 and 146), 
requires'^vthe keeping and availability for inspection by members, 
of a bool^^ontaining the minutes of every general meeting of the 
COMPANY ; lin addition, there must be a Minute Book of the Sectors 
— not availaii^c for general inspection. It should be observed that 
where a com^iny adopts Table A it must keep a Directors' 
Attendance B(poK. 

An auditor is^-ntitled to inspect the minute books at any time. 

Roister of Directors. This book contains the prescribed details 
of directors and/ secretary, and may be kept at a place other than 
the registered! office of the company. 

Register of Dfirectors* Shareholdings. Every company is required 
to keep a regijj«ter of Directors' shareholdings sliowing the number, 
description ar/id amount of shares in or debentures of the company 
or other bod;^ corporate, being the company's subsidiary dr holding 
company or ‘ ^ subsidiary of the company’s holding company, held 
by or in tf 'ust for each director, or of which he has any right to 
become tlyfe holder (except as to shares in a body corpprate which is 
a whollw owned subsidiary of another body corporate). 
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The nature and extent of a directors* interest in or rights over the 
shares or debentures recorded gainst his name in the register shall, 
if he so requires, be indicated in the register. 

The register must be kept at the registered office and open for at 
least two hours per day during business hours fourteen days before 
the company’s annual general meeting and three days thereafter for 
inspection by a member or debenture-holder : and by the Board of 
Trade without restrictions as to period. The register must be pro- 
duced and remain accessible at the annual general meeting to any 
person attending the meeting (Sect. 195). 

Register of Charges. A charge created by the company for or in 
respect of the following purposes or matters must be entered in 
the register, and the prescribed details thereof filed with the Registrar 
jDf Companies within 21 days of creation of the charge — 

(а) For the purpose of securing any issue of debentures. 

(б) A charge on uncalled share capital of the company. 

(c) A charge created or evidenced by an instrument which, if 
I executed by an individual, needs registration as a bill of sale. 

(d) A charge on land, wherever situate, or any interest therein 
} (except for a charge for any rent or other periodical sum issuing out 
I of land), 

(e) A charge on book debts of the company. 

A floating charge on the undertaking or property of the 
Anpany. 

A charge on calls made but not paid. 

\i\) A charge on a ship or share in a ship. 

radM ^ charge on goodwill, a patent or licence under a patent. 

. V, mark, copyright, or licence under copyright (Sect. 95). 

lebt w. failure to file invalidates the security, but not the 

insecurii^h the result that the creditor is on the same ** level ” as 

^ . J ^d creditors of the company. 

Statisb 

according ^ Books. The statistical books of a company will vary 
of meeting, fo circumstances, e.g. nature of the business, frequency 
whilst not e. 5 » and the number of members. The following list, 
no legal comjyhaustive, contains the chief statistical books. There is 

Register of aulsion to keep books under this heading, 
or debenture stJcbenture-holders (compulsory if Table A is adopted) 

Interest on deif^ho^ers. 

Registers and register. Register of transfers. 

Application shee?cuments relating to issue of shares, e.g.~ 

Shwe ce^cates. ’• Allotment sheets. Calls. 

Notices in lieu of „ Transfers. Transfer fees. 

Certification. distringas. Powers of attorney. 

Directors’ Attendar Probate. Sealed documents. 

Dividends Register.tce Book (optional unless Table A is adopted). 

Agenda Book. 
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The chief documents to be filed with the Registrar of Com- 
panies are — 

1. Those required on incorporation. (See Chapter XXIII (/),) 

2. Prospectus or statement in lieu of prospectus. (Public Com- 
p)anies.) 

3. Return of particulars of directors and secretaries (within 
14 days of appointment of first directors). 

4. Return of changes in the list of directors and secretaries 
(within 14 days of such change). 

5. A return of details of the allotment of shares within one 
MONTH. If the shares are issued otherwise than for cash, particulars 
of the consideration therefor must be stated, and in addition — 

6. The contract evidencing the allotment, or if not ^eady ero 
bodied in writing, the prescribed particulars of the contract. ^ 

\ I 

7. In respect of charges — ' 

(a) Certain details within 21 days of creation of charge. ( 6 ) Mem 
orandum of satisfaction of charge together with declaration o 


verification. 

8. In respect of capital changes — 

(a) Notice of consolidation, subdivision, conversion of sheaf 
into stock or stock into shares, (b) Notice of increase, (c) Cop 
Court Order authorizing reorganization or reduction. >t 

9. Statutory Report. 

10. Copy of every extraordinary or special resolution wit). 

DAYS of its being passed. id 

11. The Annual Return. 

ng 
j c 

Specimen Rulings and Forms. 


Specimens are now shown of the rulings of the mo* importai 
books, etc., referred to in this chapter. g 

pi 


.on 


no’ 

tU’ 


S S' 

xo\< 

\ h-^ 




No. of 
Allotment 

No. of Transfer 

Date of 
Allotment or 
Entry of Transfer 

No. of Shares 
Allotted or 
Transferred 


Transferor’s Folio 
(iJ so Acquired) 


Date when Called 

Description of 
Payment of 
N o. of Call 

Amount per Share 


Cash Book Folio 


No. of Transfer 




S'?*? JP 


J- III 

2. O' 2. 

o la? 

Transferee's Folio 


IfMl ? 


REGISTER OF MEMBERS AND SHARE LEOTH 
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Pitch Black. Ltd. 

(Incorporated under the Companies Act. 1948 ) 

ISSUE OF 30.000 ORDINARY SHARES OF £1 EACH 

N0....25..-. ' 

ALLOTMENT LETTER 

65 Barker's Lane, 

C. Light, Esq., Manchester. 

10 Dark Lane, 28 th April, 19 . . 

Heaton . . 


Sir (Madam). 

In reference to your application, I am pleased to inform 

you that 2,000 Ordinary Shares of £1 each in the 

Capital of the above Company have been allotted to you 
by the directors. 

The amount payable on application and £ s. d. 
allotment, viz. 7s. 6d. per share 
on 2,000 shares is . . 750 - - 

You have already paid on application 250 - - 

Making the amount due from you £500 - - 

upon allotment n ■ 1 ■■■■ ■ ■ 

This amount is now due from you, and should be paid 
forthwith to the Company's Bankers, the Central Bank. 
Ltd., Hatton Street, Manchester. Due notice will be 
given when the share certificates are ready, and they 
will then only be delivered in exchange for this letter, 
accompanied by the receipts from the Bankers for the 
amounts paid on application and allotment. 

By Order of the Board, 


Secretary. 

{Perforation) 

BANKERS’ RECEIPT FOR ALLOTMENT MONEY 
Pitch Black, Ltd. 

RECEIVED this... Fifth day of May, ... 19 . .. ., the sum 

of £500 , due in respect of allotment No. 25 


Stamp 


Cashier. 


{Perforation) 

Pitch Black, Ltd. 

(This slip to be detached and retained by Bankers) 
No . 25 . .. Amount £500 . . 

. Fifth day of . ... May 19 . 
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CERTIFICATE for Shares forwarded to he Company’s Office by 


I. 


TBAMBTSB 

in * consideration of the sum of 
paid by 

hereinafter called the Transferee, 

DO hereby bargain, sell, assign and transfer, to the said Transferee 


of and in the undertaking called 

TO HOLD unto the said Transferee, Executors, Administrators and 
Assigns, subject to the several conditions on which held the 

same immediately before the execution hereof, and the said Transferee 
do hereby agree to accept and take the said j 
subject to the conditions aforesaid. ! 

AS WITNESS our Hands and Seals this day of 

in the year of our Lord, One thousand nine hundred 


t| 

s 


tl 


SIGNED, sealed, and delivered by the above-named 
in the presence 

i Signature 
Address 
Occupation 


SIGNED, sealed, and debvered by the above-named ' 
in the resenec c 

! Signature 
Address 
Occupation 


SIGNED, sealed, and delivered by the above-named ' 
in the presence c ' 

Signature 
Address 
Occupation 


t I 

s 


SIGNED, sealed, ami delivered by the above-named ' 
ID the presence r ' 

{ Signature 
Address 
Occupation 


ed^ 

1 

;-named 'N 
senee of I 

amed 'I 
ice of I 

ned 

sof 


SIGNED, sealed, and delivered by the above-named 
ID the presence of 

i Siraature 
Address 
Occupation 


Seal 


Seal 


Seal 


Seal 


lay d 

receive, owing to sub-sales by the original Buyer; the Stamp Act requires that in such cases the 
consideration-money paid by the Sub-purcliaser shall be Ibc one inserted in the Deed, as regulating the 
ad valorem Duty ; the following is the Clause in question — 

‘‘Where a person, having contracted for the purchase of any Property, but not having obtained a 
Conveyance thereof, contracts to sell the same to any other person, and the Property is in conse' 
quence conveyed immediately to the Sub-purchaser, the Conveyance is to be charged with 
ad valorem Duty in respect of the Consideration moving from the Sub-purchaser.” — (54 & 55, Vic., 
39> sec. 58, sub-sec. 4.) ^ 

Xastrootloiif lor executing Tranif ere. 

t Wkart a Transfer »s executed out of Great Br%ta\n %i is recommended that the Sigrtatures be attested by 
H.M. Cottsul or Vice-Consul, a Clergyman, Magistrate, Notary Public, or by some other Person holding 
a public position — as most Companies refuse to recognue Signatures not so attested. IVhen a Witness ts e 
Female she must state whether she is a Spinster, Wife, or Widow ; and if a Wife shemust give her husband t 
Name, Address and Quality, Profession or Occuptdum. The Date must be inserted in Words and not w 
Figures. 
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WlMN ttM TMUbr if madf lor 1 Bominf] oooiiteBtloii lad It nqiiM to bo ftonpid with tho 
fliS duty of lOi. the toUowiar OertUooto mint be filled np oad flgned. 

By (x) both trtntforor mttd trmnaforot, or (a) a Soliciior or « momibor of m Stock Ejtekmtgt 0a%ng for om$ 
or etktr of the parties, or (;s) on accredited representatwe of a Bank, In the case of (3) the certi^ctAe may, 
where the Bank or its offiM nominee is a party to the transfer, be to the effect that '* the transfer m excepted 
from Section 74 oftheFirumce (1909/10) Act, 1910.** 


I HEREBY CERTIFY that this Transfer is made on the occasion of — 

(а) On the appointment of a new trustee of a pre-existing trust, or on the 
retirement of a trustee. 

(б) A transfer as for a nominal consideration to a mere nominee of the 
transferor where no beneficial interest in the property passes. 

(c) A security for a loan; or a re-transfer to the original transferor on 
repayment of a loan. 

(d) A transfer to a residu^ legatee of stock, etc., which forms part of the 
residue divisible under a Will. 

(e) A transfer to a beneficiary under a Will of a specific legacy of Stock, etc. 

(/) A transfer of Stock, etc., being the property of a person dying intestate 

to the party or parties entitled to it. 

(g) A transfer to a beneficiary under a settlement, on distribution of the 
trust funds, of Stock, etc., forming the share, or part of the share, of those 
funds to which the beneficiary is entitled in accordance with the terms of the 
settlement. 

Strike out all those clauses not applicable. 


Dated this day of 19.. 

Signed 
A ddress 

[Various declarations and certificates under the Exchange Control Act, 
1947, must also be annexed.] 


CONTENTS OF THE BALANCE SHEET AND ACCOUNTS 

The Companies Act, 1929, introduced for the first time in the 
history of Company Law numerous provisions concerning disclosure 
of information in the published accounts of limited companies. 

Subsequent events have shown that those provisions were not 
sufficiently comprehensive to give that amount of information 
which, particularly having regard to the continued growth of holding 
companies, is regarded as necessary to serve the public need. 

The constant endeavours of the Professional Accountants' organ- 
izations to set a standard of good accounting practice and the 
recommendations of the Cohen Committee bore fruit in the passing 
of the Companies Act, 1947, which embodied in the main the 
recommendations and suggestions so made. 

The provisions of the 1947 Act, together with many of the 1929 
Act, are now consolidated in the Companies Act, 1948 and are, so 
far as they are of an accounting nature, given in the succeeding 
pages. It is important to observe that — 
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(1) the accounting provisions generally concern the accounts 
of aU limited companies, and 

(2) in addition, certain provisions concern the accounts of 
holding companies and subsidiaries. These are dealt with in 
detail in the next chapter. 

General 

(A) Every Balance Sheet of a company shall give a true and fair view of 
the state of affairs of the company as at the end of its financial year, and 
every Profit and I^ss Account of a company shall give a true and fair vieAv 
of the profit or loss of the company for the financial year. (Sect. 149 (i).) 

A company’s Balance Sheet and Profit and Loss Account shall comply 
with the requirements of the Eighth Schedule to this Act, so far as applicable 
thereto. (Sect. 149 (2).) 

The Board of Trade may, on the application or with thei consent of a 
company’s directors, modify in relation to that company any of the require- 
ments of this Act as to the matters to be stated in a company's ^alance Sheet 
or Profit and Loss Account (except the requirements of subsection (i) of this 
section) for the purpose of adapting them to the circumstances\of the com- 
pany. (Sect. 149 (4).) 

Subsections (i) and (2) of this section shall not apply to a company’s Profit 
and Loss Account, if — 

(a) The company has subsidiaries ; and 

(fi) The Profit and Loss Account is framed as a consolidated Profit and 
Ix>ss Account dealing with all or any of the company’s subsidiaries as well as 
the company, and — 

(i) complies with the requirements of this Act relating to consolidated 
Profit and I.oss Accounts ; and 

(ii) shows how much of the consolidated profit or loss for the financial 
year is dealt with in the accounts of the company. (Sect. 149 (5),) 

(B) The Profit and Loss Account and, so far as not incorporated in the 
Balance Sheet or Profit and Loss Account, any group accounts laid before a 
company in general meeting shall be annexed to the Balance Sheet and 
approved by the board of directors before the Balance Sheet is signed on 
their behalf. The auditors' report shall be attached thereto (Sect. 156 (i) 
and (2).) 

Every Balance Sheet of a company shall be signed on behalf of the board 
by two of the directors of the company, or, if there is only one director, by 
that director. 

In the case of a banking company registered after the fifteenth day of 
August, eighteen hundred and seventy-nine, the Balance Sheet must be 
signed by the secretary or manager, if any ; and where there are more than 
three directors of the company by at least three of those directors, and where 
there are not more tlian tliree directors by all the directors. (Sect. 155 (i) 
and (2).) 

(C) The authorized share capital, issued share capital, liabilities and assets 
shall be summarized, with such particulars as are necessary to disclose the 
general nature of the assets and liabilities, and there shall be specified — 

(a) Any part of the issued capital that consists of redeemable preference 
shares, and the earliest date on which the company has power to xiMeem those 
shares. 

[b) So far as the information is not given in the Profit and Loss Account, 
any share capital on which interest has been paid out of capital durii^g the 
financial year, and the rate at which interest has been so paid. 

(r) The amount of the Share Premium Account, 
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[d) Particulars of any redeemed debentures which the company has power 
to reissue. (Para. 2, Part I, 8th Sch.) 

(D) The reserves, provisions, liabilities, and fixed and current assets shall 
L>e classified under headings appropriate to the company’s business — 

Provided that — 

{a) Where the amount of any class is not material, it may be included 
under the same heading as some other class ; and 

(b) Where any assets of one class are not separable from assets of another 
class, those assets may be included under the same heading. (Para. 4 (i), 
Part I, 8th Sch.) 

(E) (i) For the purposes of this Schedule, unless the context otherwise 
requires — 

[a) The expression “provision” shall, subject to sub-paragraph (2) of 
this paragraph, mean any amount written off or retained by way of pro- 
viding for depreciation, renewals or diminution in value of assets or re- 
tained by way of providing for any known liability of which the amount 
cannot be determined with substantial accuracy ; 

(ft) The expression “reserve” shall not, subject as aforesaid, include 
any amount written off or retained by way of providing for depreciation, 
renewals or diminution in value of assets or retained by way of providing 
for any known liability ; 

{c) The expression “capital reserve” shall not include any amount 
regarded as free for distribution through the Profit and Loss Account, and 
the expression “revenue reserve” shall mean any reserve other than a 
capital reserve; 

and in this paragraph the expression “liability” shall include all liabilities 
m respect of expenditure contracted for and all disputed or contingent 
liabilities. 

(2) Where — 

(a) Any amount written off or retained by way of providing for depre- 
ciation, renewals or diminution in value of assets, not being an amount 
written off in relation to fixed assets before the coming into force of this 
Act;^ or 

(ft) Any amount retained by way of providing for any known liability ; 
IS in excess of that which in the opinion of the directors is reasonably necessary 
for the purpose, the excess shall be treated for the purposes of this Schedule 
as a reserve and not as a provision. (Para. 27, Part IV, 8th Sch.) 

Share Capital 

(A) (i) Where a company Issues shares at a premium, whether for cash or 
otherwise, a sum equal to the aggregate amount or value of the premiums on 
those shares shall be transferred to an account, to be called " the Share Pre- 
mium Account,” and the provisions of this Act relating to the reduction of 
the share capital of a company shall, except as provided in this section, 
apply as if the Share Premium Account were paid up share capital of the 
company. 

(2) The Share Premium Account may, notwithstanding anything in the 
foregoing subsection, be applied by the company in paying up unissued 
shares of the company to be issued to members of the company as fully-paid 
bonus shares, in writing off — 

(a) The preliminary expenses of the company ; or 

(ft) The expenses of, or the commission paid or discount allowed on, 
any issue of shares or debentures of the company ; 
or in providing for the premium payable on redemption of any redeemable 
preference shares or of any debentures of the company. 

(3) Where a company has before the commencement of this Act^ issued 
any shares at a premium, this section shall apply as if the shares had been 
issued after the commencement of this Act : 

* ist July, 1948. 
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Provided that any part of the premiutas which has been so applied that it 
does not at the commencement of this Act^ form an identifiable part of the 
company's reserves within the meaning of the Eighth Schedule to this Act 
shall be disregarded in determining the sum to be included in the share 
premium account. (Sect. 56.) 

(B) Redeemable Preference Shares — see page 870, 

(C) Interest on Construction Capital — see page 944. 

A^ts 

(A) (i) Fixed assets shall also be distinguished from current assets. 

(2) The method or methods used to arrive at the amount of the fixed 
assets under each heading shall be stated. (Para. 4 (2) and (3), Part 1 , 8th Sch.) 

(B) (1) The method of arriving at the amount of any fixed asset shall, 
subject to the next following sub-paragraph, be to take the difierence between . 

(а) Its cost or, if it stands in the company's books at a valuation, the 
amount of the valuation ; and 

(б) The aggregate amount provided or written off since .the date of 

acquisition or valuation, as the case may be, for depreciation oir diminution 
in value ; \ 

and for the purposes of this paragraph the net amount at whicl^ any assets 
stand in the company's books at the commencement of this Act^ (^iter deduc- 
tion of the amounts previously provided or written off for dep^ciation or 
diminution in value) shall, if the figures relating to the period before the 
commencement of this Act cannot be obtained without unreasonable expense 
or delay, be treated as if it were the amount of a valuation of those assets 
made at that date and. where any of those assets are sold, the said net amount 
less the amount of the sales shall be treated as if it were the amount of a 
valuation so made of the remaining assets. 

(2) The foregoing sub-paragraph shall not apply — 

(а) To assets for which the figures relating to the period beginning with 
the commencement of this Act^ cannot be obtained without unreasonable 
expense or delay ; or 

(б) To assets, the replacement of wliich is provided for wholly or partly 
by making provision for renewals and charging the cost of replacement 
against the provision so made; or by charging the cost of replacement 
direct to revenue ; or 

(c) To any investments of which the market value (or, in the case of 
investments not having a market value, their value as estimated by the 
directors) is shown either as the amount of the investments or by way of 
note; or 

(d) To goodwill, patents or trade marks. 

(3) For the assets under each heading whose amount is arrived at in 
accordance with sub- paragraph (i) of this paragraph, there shall be shown — 

[а) The aggregate of the amounts referred to in paragraph (a) of that 
sub-paragraph; and 

(б) The aggregate of the amounts referred to in paragraph (6) thereof. 

(4) As respects the assets under each heading whose amount is not arrived 
at in accordance with the said sub-paragraph (i) because their replacement 
is provided for as mentioned in sub-paragraph (2) (b) of this paragraph, there 
shall be stated — 

(а) The means by which their replacement is provided for ; and 

(б) The aggregate amount of the provision (if any) made for renewals 
and not used. (Para. 5. Part I, 8th Sch.) 

Investments 

There shall be shown under separate headings the aggregate amounts 
respectively of the company's trade investments, quoted investments other 
than trade investments, and unquoted investments other than trade invest- 
ments. (Para. 8 (i) (a). Part I, 8th Sch.) 

^ 1st July, 1948. 
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The heading showing the amount of the quoted investments other than 
jade investments shall be subdivided, where necessary, to distinguish the 
Qvcstments as respects which there has, and those as respects which there 
las not, been granted a quotation or permission to deal on a recognized stock 
(xchange. (Para. 8 (3), Part I, 8th Sch.) 

For the purposes aforesaid, the expression "quoted investment" means an 
nvestment as respects which there has been granted a quotation or per- 
nission to deal on a recognized stock exchange, or on any stock exchange of 
epute outside Great Britain, and the expression "unquoted investment" 
ihall be construed accordingly, (Para. 28, Part IV, 8th Sch.) 

goodwill, Patents and Trade-marks 

(A) There shall be shown under a separate heading ... if the amount of 
:he goodwill and of any patents and trade-marks or part of that amount is 
*hown as a separate item in or is otherwise ascertainable from the books of 
,hc company, or from any contract for the sale or purchase of any property 
.0 be acquired by the company, or from any documents in the possession of 
:he company relating to the stamp duty payable in respect of any such con- 
ract or the conveyance of any such property, the said amount so shown or 
iscertained so far as not written off or, as the case may be, the said amount 
;o far as it is shown or ascertainable and as so shown or ascertained, as the 
:asc may be. (Para. 8 (i)(&). Part I, 8th Sch.) 

(B) Nothing in the foregoing sub-paragraph shall be taken as requiring the 
imount of the goodwill, patents and trade-marks to be stated otherwise than 
IS a single item. (Para. 8 (2). Part 1 , 8th Sch.) 

liabilities 

(A) Where any liability of the company is secured otherwise than by 
ipcrahon of law on any assets of the company, the Balance Sheet shall include 
i statement that that hability is so secured, but it shall not be necessary to 
.pccify in the Balance Sheet the assets on which the liability is secured. 
Para. 9, Part I, 8th Sch.) 

[Operation of Law — where a creditor in addition to being able to sue for 
he debt has also the right to some type of security given to him under statute 
)r by the general body of law, e.g. (i) lien of an unpaid vendor; (2) charge 
m a house or land by a local authority in respect of road -making charges.] 

(B) Where a company has power to re-issue debentures which have been 
edeemed, particulars with respect to the debentures which can be so re- 
ssued shall be included in every Balance Sheet of the company. {Vide 
Para. 2 {d), Part I, 8th Sch.) 

(C) Where any of the company's debentures are held by a nominee of or 
.rustee for the company, the nominal amount of the debentures and the 
imount at which they are stated in the books of the company shall be stated. 
Para. lo. Part I, 8th Sch.) 

(D) There shall be shown under a separate heading the aggregate amount 
if bank loans and overdrafts. (Para. 8 (i) {d), Part I, 8th Sch.) 

Reserves and Provisions^ 

(A) The aggregate amounts respectively of capital reserves, revenue re- 
serves, and provisions (other than provisions for depreciation, renewals or 
liminution in value of assets) shall be stated under separate headings — 
Provided that : 

(a) This paragraph shall not require a separate statement of any of the 
said three amounts which is not material ; and 

(b) The Board of Trade may direct that it shall not require a separate 
statement of the amount of provisions where they are satisfied that that 
is not required in the public interest and would prejudice the company, 
but subject to the condition that any heading stating an amount arrived 

1 See page 787 for definitions. 
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at after taking into account a provision (other than as aforesaid) shall be 
so framed or marked as to indicate that fact. (Para. 6, Part 1 , 8th Sch.) 
(B) (i) There shall also be shown (unless it is shown in the Profit and Loss 
Account or a statement or report annexed thereto, or the amount involved 
is not material) — 

(а) Where the amount of the capital reserves, of the revenue reserves 
or of the provisions (other than provisions for depreciation, renewals or 
diminution in value of assets) shows an increase as compared with the 
amount at the end of the immediately preceding financial year, the source 
from which the amount of the increase has been derived ; and 

(б) Where the amount of the capital reserves or of the revenue reserves 

shows a decrease as compared with the amount at the end of the immedi- 
ately preceding financial year; or the amount at the end of the immedi- 
ately preceding financial year of the provisions (other than provisions for 
depreciation, renewals or diminution in value of assets) exceeded the 
aggregate of the sums since applied and amounts still retained for the 
purposes thereof; the application of the amounts derived from the 
difference. I 


(2) Where the heading showing any of the reserves or provisions aforesaid 
is divided into sub-headings, this paragraph shall apply to e^h of the separate 
amounts shown in the sub-headings instead of applying to the aggregate 
amount thereof. (Para. 7, Part I, 8th Sch.) ' 


Preliminary and Issue Expenses 

There shall be stated under separate headings, so far as they are not 
written off — 


{af* The preliminary expenses. 

(b) 4|py expense incurred in connection with any issue of share capital or 
debenti^lM. 

(c) Any^ums paid by way of commission in respect of any shares or 
debentures!^ 

{(1) Any s!^s allowed by way of discount in respect of any debentures, 
and 


(e) The amoum 
discount. (Para. 3 


the discount allowed on any issue of shares at 
.rt I, 8th Sch.) 


a 


Proposed Dividend 

There shall be stat^^ under a separate heading in the Balance Sheet the 
net aggregate amount Wter deduction of income tax) which is recommended 
for distribution by way Jp dividend. (Para. 8 (i) {e). Part I, 8th Sch.) 

Subsidiary Com] 

Where any of th ts of a company consist of shares in, or amounts 
owing (whether on unt of a loan or otherwise) from a subsidiary company 
or subsidiary com ies, the aggregate amount of those assets, distinguishing 
shares from indeb ness, shall be set out in the Balance Sheet of tiie first- 
mentioned com separately from all its other assets, and where a com- 

pany is indebted, hether on account of a loan or otherwise, to a subsidiary 
company or subsi , companies, the aggregate amount of that indebtedness 
shall be set out i: the Balance Sheet of that company separately from all its 
other liabilities. -^(Para. 15 (2), Part II, 8th Sch.) 

See also next chapter for detailed requirements, group accounts, etc. 


Balance Sheet Notes 

(1) The matters referred to in the following sub-paragraphs shall be stated 
by way of n/ote, or in a statement or report annex^, if not otherwise shown. 

(2) The number, description, and amount of any shares in the company 
which any person has an option to subscribe for, together with the following 
particul ars of the option, that is to say — 
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(a) The pericxl during whidi it is exercisable. 

(b) The price to be paid for shares subscribed for under it. 

(3) The amount of any arrears of fixed cutnulative dividends on the com- 
pany's shares and the period for which the dividends or, if there is more than 
one class, each class of them are in arrear, the amount to be stated before 
deduction of income tax, except that, in the case of tax free dividends, the 
amount shall be shown free of tax and the fact that it is so shown shall also 
be stated- 

(4) Particulars of any charge on the assets of the company to secure the 
liabilities of any other person, including, where practicable, the amount 
secured. 

(5) The general nature of any other contingent liabilities not provided for 
and, where practicable, the aggregate amount or estimated amount of those 
liabilities, if it is material. 

(6) Where practicable, the aggregate amount or estimated amount, if it is 
material, of contracts for capital expenditure, so far as not provided for. 

(7) If in the opinion of the directors any of the current assets have not a 
value, on realization in the ordinary course of the company's business, at 
least equal to the amount at which they are stated, the fact that the directors 
are of that opinion. 

(8) The aggregate market value of the company's quoted investments, 
other than trade investments, where it diflfers from the amount of the invest- 
ments as stated, and the Stock Exchange value of any investments of which 
the market value is shown (whether separately or not) and is taken as being 
higher than their Stock Exchange value. 

(9) The basis on which foreign currencies have been converted into sterling, 
where the amount of the assets or liabilities afiected is material. 

(jo) The basis on which the amount, if any, set aside for United Kingdom 
income tax is computed. 

(11) Except in the case of the first Balance Sheet laid before the company 
after the coming into force of this Act,^ the corresponding amounts at the end 
of the immediately preceding financial year for all items shown in the Balance 
Sheet. (Para, ii. Part I, 8th Sch.) 

Loans to Employees for Purchase of Shares in the Company 

Subject as provided in this section, it shall not be lawful for a company to 
give, whether directly or indirectly, and whether by means of a loan, guarantee, 
the provision of security or otherwise, any financial assistance for the purpose 
of or in connection with a purchase or subscription made or to be made by 
any person of any shares in the company; or where the company is a sub- 
sidiary company, in its holding company. 

Provided that nothing in this section shall be taken to prohibit — 

(а) Where the lending of money is part of the ordinary business of a com- 
pany, the lending of money by the company in the ordinary course of its 
business. 

(б) The provision by a company, in accordance with any scheme for the 
time being in force, of money for the purchase by trustees of fully-paid shares 
in the company to be held by or for the bench t of employees of &e company, 
including any director holding salaried employment or office in the company. 

(c) The making by a company of loans to persons, other than directors, 
bona fide in the employment of the company with a view to enabling those 
persons to purchase fully-paid shares in the company to be held by them- 
selves by way of beneficial ownership. (Sect. 54 (i).) 

The aggregate amount of any outstanding loans made under the authority 
of provisos (b) and (r) to sub-section (z) of Section 54 of this Act shall be 
shown as a separate item in every Balance Sheet of the company. (Para. 8 
\) {e). Part I, 8th Sch.) 

^ ist July, 1948. 
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Items to be shown in the Profit and Loss Account 

(1) There shall be shown — 

(а) The amount charged to revenue by way of provision for depreciatiou, 
renewals or diminution in value of hxcd assets. 

(б) The amount of the interest on the company's debentures and other 
fixed loans. 

(c) The amount of the charge for United Kingdom income tax and other 
United Kingdom taxation on profits, including, where practicable, as United 
Kingdom income tax any taxation imposed elsewhere to the extent of the 
relief, if any, from United Kingdom income tax and distinguishing where 
practicable between income tax and other taxation. 

(d) The amounts respectively provided for redemption of share capital 
and for redemption of loans. 

(e) The amount, if material, set aside or proposed to be set aside to, or 
withdrawn from, reserves. 

(/) Subject to sub-paragraph (2) of this paragraph, the amount, if material, 
set aside to provisions other than provisions for depreciation, renewals or 
diminution in value of assets or, as the case may be, the aiijiount, if material, 
withdrawn from such provisions and not applied for the purposes thereof. 

(g) The amount of income from investments, distinguishing between trade 

investments and other investments. \ 

(h) The aggregate amount of the dividends paid and proposed. 

(2) The Board of Trade may direct that a company shall not be obliged 
to show an amount set aside to provisions in accordance with sub-paragraph 

(i) (/) of this paragraph, if the Board is satisfied that that is not required in 
the public interest and would prejudice the company, but subject to the 
condition that any heading stating an amount arrived at after taking into 
account the amount set aside as aforesaid shall be so framed or marked as to 
indicate that fact. (Para. 12, Part I, 8th Sch.) 

Profit and Loss Account Notes 

(i) The matters referred to in the following sub-paragraphs shall be stated 
by way of note, if not otherwise shown, 

(2) If depreciation or replacement of fixed assets is provided for by sonn* 
method other than a depreciation charge or provision for renewals, or is not 
provided for, the method by which it is provided for or the fact that it is not 
provided for, as the case may be. 

(3) The basis on which the charge for United Kingdom income tax is 
computed. 

(4) “WTiether or not the amount stated for dividends paid and proposed is 
for dividends subject to deduction of income tax. 

(5) Except in the case of the first Profit and Loss Account laid before the 
company after the coming into force of tliis Act,^ the corresponding amounts 
for the immediately preceding financial year for all items shown in the Profit 
and Loss Account. 

(6) Any material respects in w’hich any items shown in the Profit and Loss 
Account are affected — 

(a) By transactions of a sort not usually undertaken by the company or 

otherwise by circumstances of an exceptional or non-recurrent nature ; or 
{b) By any change in the basis of accounting. (Para. 14, Part I, 8th Sch.) 

Auditors* Remuneration 

Where the remuneration is not fixed by the company in ^neral meeting, 
the amount shall be shown under a separate heading in the company's Profit 
and Xx>ss Account. 

For the purposes of this subsection, any sums paid by the company in 
1 ist July, 1948. 
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respect of the auditors' expenses shall be deemed to be included in the 
expression “remuneration." (Para. 13, Part I, 8th Sch.) 

Exceptions for Certain Classes of Company 
Such banking and discount companies as the Board of Trade may designate 
are exempted from complying with certain of the foregoing requirements, 
but where in the Balance Sheet of such a company capital reserves, revenue 
reserves or provisions (other than provisions for depreciation, renewals or 
diminution in the value of assets) are not stated separately, any heading 
stating an amount arrived at after taking into account such a reserve or 
provision shall be so framed or marked as to indicate that fact. (Para. 23, 
Part III, 8th Sch.) 

Assurance companies are also exempted from compliance with certain of 
the foregoing requirements. {Vide Para. 24, Part III, 8th Sch.) 

Loans to Directors and Officers of the Company 

(A) Prohibition of loans to directors — 

(1) It shall not be lawful for a company to make a loan to any person who 
is its director or a director of its holding company, or to enter into any 
guarantee or provide any security in connection with a loan made to such a 
person as aforesaid by any other person : 

Provided that nothing in this section shall apply either — 

(a) To anything done by a company which is for the time being an 
exempt private company ; or 

(b) To anything done by a subsidiary, where the director is its holding 
company; or 

(c) Subject to the next following subsection, to anything done to pro- 
vide any such person as aforesaid with funds to meet expenditure incurred 
or to be incurred by him for the purposes of the company or for the pur- 
pose of enabling him properly to perform his duties as an officer of the 
company; or 

{d) In the case of a company whose ordinary business includes the 
lending of moneys or the giving of guarantees in connection with loans 
made by other persons, to anything done by the company in tlie ordinary 
course of that business, 

(2) Proviso (c) to the foregoing subsection shall not authorize the making 
of any loan, or the entering into any guarantee, or the provision of any 
security, except either — 

(а) With the prior approval of the company given at a general meeting 
at which the purposes of the expenditure and tlie amount of the loan or 
the extent of the guarantee or security, as the case may be, are disclosed ; or 

(б) On condition that, if the approval of the company is not given as 
aforesaid at or before the next following annual general meeting, the loan 
shall be repaid or the liability under the guarantee or security shall be dis- 
charged, as the case may be, within six months from the conclusion of that 
meeting. 

(3) Where the approval of the company is not given as required by any 
such condition, the directors authorizing the making of the loan, or the 
entering into the guarantee, or the provision of the security, shall be jointly 
and severally liable to indemnify the company against any loss arising 
therefrom. (Sect. 190.) 

(B) Disclosure in accounts — 

(i) The accounts which, in pursuance of this Act, are to be laid before 
evexy company in general meeting shall, subject to the provisions of this 
section, contain particulars showing — 
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(a) The amount of any loans made during the company's financial year 
to— 

(i) Any officer of the company ; or 

(ii) Any person who, after the making of the loan, became during that 
year an officer of the company ; 

by the company or a subsidiary thereof or by any other person under a 
guarantee from or on a security provided by the company or a subsidiary 
thereof (including any such loans which were repaid during that year) ; and 

(b) The amount of any loans made in manner aforesaid to any such 
officer or person as aforesaid at any time before the company's financial 
year and outstanding at the expiration thereof. 

(2) The foregoing subsection shall not require the inclusion in accounts of 
particulars of — 

(a) A loan made in the ordinary course of its business by the company 
or a subsidiary thereof, where the ordinary business of the company or, as 
the case may be. the subsidiary, includes the lending of money ; or 

(b) A loan made by the company or a subsidiary therec^ to an employee 
of the company or subsidiary, as the case may be, if tte loan does not 
exceed two thousand pounds and is certified by the direcrors of the com- 
pany or subsidiary, as the case may be, to have been maqe in accordance 
with any practice adopted or about to be adopted by tiie company or 
subsidiary with respect to loans to its employees ; 

not being, in either case, a loan made by the company under a guarantee 
from or on a security provided by a subsidiary thereof or a loan made by a 
subsidiary of the company under a guarantee from or on a security provided 
by the company or any other subsidiary thereof. 

(3) If in the case of any such accounts as aforesaid the requirements of 
this section are not complied with, it shall be the duty of the auditors of the 
company by whom the accounts are examined to include in their report on 
the Balance Sheet of the company, so far as they are reasonably able to do 
so, a statement giving the required particulars. 

(4) References in this section to a subsidiary shall be taken as referring to 
a subsidiary at the end of the company’s financial year whether or not a 
subsidiary at the date of tlie loan). (Sect. 197.) 

Payments to Directors and Officers of the Company. 

Sect. 128 of the 1929 Act has been repealed in so far as it relates 
to Directors' Remuneration and new obligations have been laid 
down in the 1948 Act for the disclosure in the accounts of the aggre- 
gate amount of Directors' emoluments, including those of the 
managing director and all directors' salaried remuneration and other 
benefits, including past and present directors' pensions and com- 
pensation for loss of office. Moreover, the 1948 Act prohibits the 
making of ‘'tax free" payments to Directors, except for those 
arising under a contract in force on i8th July, 1945. There are also 
exceptions for remuneration due or in respect of a period before the 
Act comes into force. The relevant sections of the 1948 Act are — 

(A) Prohibition of tax free payments (Sect. 189) — 

(i) It shall not be lawful for a company to pay a direetbr remuneration 
(whether as director or otherwise) free of income tax or of income tax other 
than sur-tax, or otherwise calculated by reference to or varying with the 
amount of bis income tax or his income tax other than sur-tax, or to or with 
the rate or standard rate of income tax, except under a contract which was 
in force on the eighteenth day of July, nineteen hundred and forty •five, and 
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provides expressly, and not by reference to the Articles, for payment of re- 
muneration as aforesaid. 

(2) Any provision contained in a company *s Articles, or in any contract 
other than such a contract as aforesaid, or in any resolution of a company or 
a company’s directors, for payment to a director of remuneration as afore* 
said shall have effect as if it provided for payment, as a gross sum subject to 
income tax and sur-tax, of the net sum for which it actu^ly provides. 

(3) This section shall not apply to remuneration due before the commence- 
ment of this Act or in respect of a period before the commencement of this 
Act.^ (Sect. 189.) 

(B) Pa5anents for loss of office or on retirement (Sect. 191) — 

It shall not be lawful for a company to make to any director of the com- 
pany any payment by way of compensation for loss of office, or as considera- 
tion for or in connection with his retirement from office, without particulars 
with respect to the proposed payment (including the amount thereof) being 
disclosed to the members of the company and the proposal being approved 
by the company. 

The next two sections (192 and 193) deal with payments involving 
the transfer of a company's property to a director for loss of office, 
etc., the approval of the company being again necessary. 

(C) Particulars in accounts of directors' salaries, etc. (Sect. 196) — 

(1) In any accounts of a company laid before it in general meeting, or in a 
statement annexed thereto, there shall, subject to and in accordance with the 
provisions of this section, be shown so far as the information is contained in 
the company's books and papers or the company has the right to obtain it 
from the persons concerned — 

(a) The aggregate amount of the directors' emoluments; 

(h) The aggregate amount of directors' or past directors’ pensions; and 
(c) The aggregate amount of any compensation to directors or past 
directors in respect of loss of office. 

(2) The amount to be shown under paragraph (a) of subsection (i) of this 
section — 

(a) Shall include any emoluments paid to or receivable by any person 
in respect of his services as director of the company or in resiiect of his 
services, while director of the company, as director of any subsidiary 
thereof or otherw'ise in connection with the management of the affairs of 
the company or any subsidiary thereof ; and 

(b) Shall distinguish between emoluments in respect of services as 
director, whether of the company or its subsidiary, and other emoluments ; 

and for the purposes of this section the expression “emoluments,” in relation 
to a director, includes fees and percentages, any sums paid by way of expenses 
allowance in so far as those sums are charged to United Kingdom income tax. 
any contribution paid in respect of him under any pension scheme and the 
estimated money value of any other benefits received by him otherwise than 
in cash. 

(3) The amount to be shown under paragraph (6) of the said subsection (i) — 
{a) Shall not include any pension paid or receivable under a pension 

scheme if the scheme is such that the contributions thereunder are sub- 
stantially adequate for the maintenance of the scheme, but save as afore- 
said shall include any pension paid or receivable in respect of any such 
services of a director or past director of the company as are mentioned in 
the last foregoing subsection, whether to or by him or, on his nomination 
or by virtue of dependence on or other connection \<dth him, to or by any 
other person ; and 


1st July. 1948. 



796 


ACXX>UNTANCY 


(6) Shall distinguish between pensions in respect of services as director, 
whether of the company or its subsidiary, and other pensions ; 
and for the purposes of this section the expression “pension" includes any 
superannuation allowance, superannuation gratuity or similar pa3rment. and 
the expression “pension scheme" means a scheme for the provision of pen^ 
sions in respect of services as director or otherwise which is maintained in 
whole or in part by means of contributions, and the expression “contribu- 
tion" in relation to a pension scheme means any payment (including an 
insurance premium) paid for the purposes of the scheme by or in respect of 
persons rendering services in respect of which pensions will or may become 
payable under the scheme, except that it does not include any payment in 
respect of two or more persons if the amount paid in respect of each of them 
is not ascertainable. 

(4) The amount to be shown under paragraph (c) of the said subsection (i) ; 

(a) Shall include any sums paid to or receivable by a director or past 

director by way of compensation lor the loss of office a^s director of the 
company or for the loss, w’hile director of the company jor on or in con- 
nection with his ceasing to be a director of the company, od any other office 
in connection with the management of the company’s iffairs or of any 
office as director or otherwise in connection with the mai^agement of the 
affairs of any subsidiary thereof ; and \ 

(b) Shall distinguish between compensation in respect pf the office of 
director, whether of the company or its subsidiary, and compensation in 
respect of other offices ; 

and for the purposes of this section references to compensation for loss of 
office shall include sums paid as consideration for or in connection with a 
person’s retirement from office. 

(5) The amounts to be shown under each paragraph of the said sub- 
section (i) — 

(a) Shall include all relevant sums paid by or receivable from the com- 
pany, and the company’s subsidiaries, and any other person ; except sums 
to be accounted for to the company or any of its subsidiaries or, by virtue of 

section one hundred and ninety-three of this Act, to past or present members 
of the company or any of its subsidiaries or any class of those members; 
and 

(b) Shall distinguish, in the case of the amount to be shown under para- 
graph (c) of the said subsection (i), between the sums respectively paid 
by or receivable from the company, the company’s subsidiaries and persons 
other than the company and its subsidiaries. 

(6) The amounts to be shown under this section for any financial year 
shall be the sums receivable in respect of that year, whenever paid, or, in 
the case of sums not receivable in respect of a period, the sums paid during 
that year, so, however, that where — 

{a) Any sums are not shown in the accounts for the relevant financial 
year on the ground that the person receiving them is liable to account 
therefor as mentioned in paragraph (a) of the last foregoing subsection, 
but the liability is thereafter wholly or partly released or is not enforced 
within a period of two years ; or 

(f>) Any sums paid by way of expenses allowance are charged to United 
Kingdom income tax after the end of the relevant .financial' year ; 
those sums shall, to the extent to which the liability is released or not en- 
forced or they are charged as aforesaid, as the case may be, be shown in the 
first accounts in which it is practicable to show them or in a statement 
annexed thereto and shall be distinguished from the amounts to be shown 
therein apart from this provision. 
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|y) Where it is necessary so to do for the purpose of making any distinc^ 
tion required by this section in any amount to be shown thereunder, the 
directors may apportion any payments between the matters in respect of 
which thay have been paid or are receivable in such manner as they think 

appropriate. 

(8) If in the case of any accounts the requirements of this section are not 
complied with, it shall be the duty of the auditors of the company by whom 
the accounts are examined to include in their report thereon, so far as they 
are reasonably able to do so, a statement giving the required particulars. 

(9) In this section any reference to a company's subsidiary — 

(d) In relation to a person who is or was, while a director of the com- 
pany, a director also, by virtue of the company's nomination, direct or 
indirect, of any other body corporate, shall, subject to the following para- 
graph, include that body corporate, whether or not it is or was in fact the 
company’s subsidiary ; and 

(b) Shall for the purposes of subsections (2) and (3) be taken as referring 
to a subsidiary at the time the services were rendered, and for the purposes 
of subsection (4) be taken as referring to a subsidiary immediately before 
the loss of office as director of the company. 

As will be seen in the next chapter, neither Sect. 196 nor Sect. 197 
of the Act apply for the purposes of consolidated accounts.^ (Para. 
19, Part II, 8th Sch.) It may be noted that there is still no obligation 
to disclose the payments to individual directors. 

Statements or Documents Annexed to the Accoimts 
References in this Act to a document annexed or required to be annexed 
to a company's accounts or any of them shall not include the directors' 
leport or the auditors’ report: 

Provided that any information which is required by this Act to be given in 
accounts and is thereby allowed to be given in a statement annexed may be 
given in the directors’ report instead of the accounts and, if any such informa- 
tion is so given, the report shall be annexed to the accounts and this Act 
shall apply in relation thereto accordingly, except that the auditors shall 
report thereon only so far as it gives the said information. (Sect. 163.) 

General Observations 

(1) Minimum information is extended to the Profit and Loss 
Account. 

(2) Accounts are to be filed with the Annual Return except in 
the case of an exempt private company. 

(3) Alternative means are afforded in certain instances of giving 
information by way of note or statement or report annexed. 

{4) The Board of Trade have power to modify certain of the 
requirements (at the company's request). 

(5) The Board have power by regulation to alter the provisions 
dealing with accounts, but such alterations are not to make the 
requirements more onerous unless the draft is approved by both 
Houses of Parliament. 

^ But Sect. 196 does apply to emoluments, etc., of directors of a parent 
company where the option is taken under Sect. 149 (5) of showing the parent 
company’s Profit and Loss Account framed as a consolidated Profit and Loss 
Account. 
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(6) Four types of fixed asset are excepted from the rule for 
disclosure of such assets at cost (or valuation) less aggregate depre- 
ciation, etc., written off, e.g. — 

(a) assets for which the necessary figures cannot be obtained 
without unnecessary cost or delay (relating to the period com- 
mencing with the operation of the Act) ; 

(b) assets to be replaced by the renewal method wholly or in 
part (means of replacement and unused provision therefor must 
be shown in the Balance Sheet) ; 

(c) investments in subsidiaries, and investments where the 
market value (or directors' estimate, if no market value) is shown 
as the amount of the investments or by way of note ; so that 
only Trade Investments and unquoted investments where no 
valuation is made by the directors come within thf rule ; 

(d) goodwill, patents, and trademarks. \ 

(7) There are extensive requirements for disclosure of amount 
and movement of reserves (Capital and Revenue being distinguished) 
and provisions. The objects are to make a clear distinction between 
what are virtually liabilities (or diminished assets) and undistributed 
profits of a revenue or capital nature. No adjustments are necessary 
in respect of amounts written oft (but not excess provisions for 
depreciation or diminished value) before the commencement of the 
Act. 

(8) As will be seen in the next chapter, profit or loss of a subsidiary 
arising before purchase by a holding company is to be regarded as 
Capita. 

(9) Investments are to be divided into the following classes — 

(а) In subsidiaries. 

(б) Trade. 

\c) Quoted (not being trade investments). 

(d) Unquoted (not being trade investments). 

Where investments are shown at a market value which is taken 
as being higher than the stock exchange value, the latter must be 
disclosed. 

(10) Elaborate provisions are made for the disclosure of directors’ 
emoluments (including "expenses"), pensions and compensation for 
loss of office, and in each case a distinction is made between the 
payments in respect of services as director and those in respect of 
services connected with the management of the company. 

(11) Material alterations are made in respect of the auditor's 
qualifications, duties, powers, and position. 

The following skeleton Balance Sheet and Profit and Loss Account 
are given as a guide to the reader. 
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it is not necessary to group all assets as either Fixed or Current. When the grouping of any asset under either of these 
headings would prejudice the “true and fair \dew,’' such asset may be shown separately. 



800 

ACCOUNTANCY 


Dr. 

Profit and Loss Account 

Cr 

Corre- 

iMuding 

Figures 

of 

Previous 

Period 

for the [period] ended 

Corre- 

spondmg 

Figures 

of 

Previous 

Period 



£ 


To Loss ou Trading 
,, Provision for Deprecia- 
tiorit Renewals, or 
Diminution in value 
of Fixed Assets 
„ Interest on Debentures 
and other Fixed I^ans 
„ Aggregate Directors’ 
Emoluments ; 

As Dmectors 
As Executives 
„ Aggregate Directors* or 
Past Directors' Pen- 
sions : 

As Directors 
Other Pensions 
„ Aggregate Compensation 
for Loss of Office to 
Directors or Past 
Directors • 

Office as Directors 
Other Offices 
,, Auditors’ Remunera- 
tion (when not fixed 
by Company in (ien- 
eral Meeting) 

,, Provisions (other than 
Depreciation, etc., 
above) 

„ United Kingdom Taxa- 
tion on Current Profits : 
Income Tax 
Profits Tax 

,, Balance carried down. 


By Profit on Trading 
„ Income from Invest- 
ments: 

Trade 

Others 

„ Miscellaneous non- 
trading Profits and 
Income (e.g. Trans- 
fer Fees) 


\ 


\ 

\ 


£ 


£ i i. 


£ 


Profit and Loss Appropriation Account 


To Amounts set aside for £ 
Redemption of ; 

Share Capital 
Loans 

,, Amounts set aside, or 
so proposed, to Re- 
serves 

„ Dividends paid and 
proposed (net) 

,, Balance earned forward 


By Net Profit for the 
[penodl brought down 
,, Balance brought for- 
ward from last period 
,, Withdrawals from Re- 
serves 

„ Provisions no longer 
required 


£. L 


(1) Any necessary notes will be added (see Para. 14, Part I, 
8th Sch). 

(2) When relevant, Income and Expenditure will be substituted 
for Profit and Loss, and Trading will be deleted. 

(3) Certain items need not be included in the above account 

unless the amounts are material. T 

Many dif&cult problems arise in practice in the application of 
the Companies Act, 1948 ; for guidance on such matters the reader 
is recommended to study the booklet entitled “The Companies Act 
1947/* issued by the Institute of Chartered Accountants. 
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SECTION (C) SHARE CAPITAL 

Shares. Before a company can begin Its operations it must raise 
the necessary capital^ either by subscription amongst the friends of 
the promoters or by means of a public offer.* In either case, the 
shares may be issued at par or at a premium ; moreover, they may 
be all of one class or of different classes; whilst the amounts of 
subscription may be payable in instalments, or the whole sum at 
once, provided that the sum payable on application amounts at 
least to 5 per cent of the nominal amount, e.g. if the shares 
are to be £i each the minimum amount payable on application is 
IS, per share. 

Issue of Shares of One Class at Par, Payable in One Sum. This 
procedure is the simplest. The entries are — 

Debit Sundry Members. Credit Share Capital 

Debit Cash. Credit Sundry Members 

Issue of Shares Payable in Instalments. The entries are (for each 
allotment class, if more than one) : 

(a) Upon receipt of money from applicants for shares — 

(1) Debit Cash. Credit Application Account. 

(2) Debit Application Account. Credit Share Capital. 

(b) Upon shares being allotted to the applicant and cash received 
therefor — 

(1) Debit Allotment Account. Credit Share Capital. 

(2) Debit Cash. Credit Allotment Account. 

It should be carefully observed that in (b) the Allotment Account 
should first be debited so that the cash receipt entry is the second 
and not the first in the set ; but both (a) and {b) result in the same 
thing, viz. a debit of cash and a credit to Share Capital Account. 

Notification of all shares allotted must be made to the Registrar 
of Companies within one month of allotment. 

(c) Upon the occasion of each call and cash received therefor — 

(1) Debit Call Account, Credit Share Capital. 

(2) Debit Cash. Credit Call Account. 

^ Subject to Capital Issues Committee (Treasuiy) approval in certain cases. 

* Where an allotment is made by a company issuing a prospectus stating 
that an application has been (or will be) made for permission for the shares 
or debentures offered therein to be dealt in on any Stock Exchange, the allot- 
ment is void if permission has not been applied for before the third day after 
the first issue of the prospectus ; or if permission is refused before the expira- 
tion of three weeks from the closing of the subscription lists, or such longer 
period not exceeding six weeks as may within the said three weeks have been 
notified to the applicant by the Stock Exchange. 

Where there is no application as mentioned above, or it has been refused, 
the company must repay moneys to the applicants forthwith, and in the 
meantime the application moneys must have been kept in a separate banking 
account. {Vide Sect. 51. Companies Act, 1948.) 
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Illustration. On ist January, 19.., X Ltd. makes an issue of 
10,000 ordinary shares of £1 each and 10,000 6 per cent preference 
shares of £1 each, both at par, payable as below — 



Ordinary Shares 

Preference Shares 


5. > . 

s. d. 

On Application 

On Allotment 

2 6 

2 6 

5 0 

7 6 

On First Call 

10 0 

7 6 

On Second Call 

5 0 



Journalize and post, assuming that the precise numbers are 
applied for and all payments are made at due datesj 

For the purpose of giving a clear view of the liransactions the 
cash entries are journalized, although, in practice, ^hese would be 
made in the Cash Book and posted &ect to the Ledger. 


Journal 


1 

Cash ...... Dr, 

To Application (Ordinary Shares) 

Being 2s. 6d. per share application money 
on 10,000 ordinary shares. 


i 

1.250 

Cash ...... Dr. 

To Application (Preference Shares) 
Being 5s. per share application money on 
10,000 preference shares 


2,500 

Application (Ordinary Shares) Dr. 

To Share Capital (Ordinary) 

Being 2S. 6d. per share on 10,000 shares as 

per minute dated vide Minute 

Book, p. . . 


1.250 

Application (Preference Shares) Dr. 

To Share Capital (Preference) 

Being 5s. per share on 10,000 shares as per 

minute dated vide Minute Book, 

p. .. 


2,500 

Allotment (Ordinary Shares) . Dr. 

To Share Capital (Ordinary) 

Being 2s. 6d. per share on 10,000 shares as 

per minute dated vide Minute 

Book, p. . . 


1,250 

Allotment (Preference Shares) . Dr, 

1 To Share Capital (Preference) 

j Being 7s. 6d. per share on 10,000 shares as 

1 per minute dated vide Minute 

' Book. p. . . 


3.750 


£ 

l,2$0 


2,500 




2,500 


1.250 


3.750 
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Cash ...... Df. 

To Allotment (Ordinary Shares) 

Being 2s. 6d. per share allotment money 
on 10,000 ordinary shares. 

Cash ...... Dr.\ 

To Allotment (Preference Shares) 
Being 7s. 6d. per share allotment money 
on 10,000 preference shares. 

First Call (Ordinary Shares) . . Dr. 

To Share Capital (Ordinary) 

Being 10s. per share on 10,000 shares as| 

per minute dated vide Minute 

Book, p. , . 

First Call (Preference Shares) . Dr. 

To Share Capital (Preference) 

Being 7s. 6d. per share on 10,000 shares as| 

per minute dated vide Minute 

Book, p. . . 

Cash ...... Dr. 

To First Call (Ordinary Shares) 
Being first call money of los. per share on 
10,000 ordinary shares. 

Cash . . . . . .Dr. 

To First Call (Preference Shares) 
Being first call money of 7s fid. per share 
on 10,000 preference shares. 

Second Call (Ordinary Shares) . Dr. 

To Share Capital (Ordinary) 

Being second call of 5s. per share on 

10,000 shares as per minute dated 

vide Minute Book, p. . . 

Cash ...... Dr. 

To Second Call (Ordinary Shares) 
Being second call money of 5s. per share 
on 10.000 ordinary shares. 


£ £ ’ 
1.250 

1,250 


3.750 

3.750 


5,000 

5,000 


3*750 

3.750 


5.000 

5,000 


3.750 

3.750 


2,500 

2.500 


2,500 

2,500 


Note, In practice cash entries will be made direct into the Cash Book. 


Dr. 


Shars Capital (Ordinary) 


Cr. 


By Application Moneys 
„ ARotment Moneys 
„ First CaU . 

„ Second Call . 


£ 

1 . 3 ! 

5 .o< 

a. 3 < 


kio,o* 
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Dr, 


Cash (Ordtnary Shares) 


Cf. 


To Applicatioa Moneys 
„ Allotment Moneys 

First Call 
,, Second Call . 


i 

1,350 

5,000 

*1500 




£xo,ooo 



Df. Application (Ordinary Shares) Cr. 




£ 




To Share Capital 


1,250 


By Cash .... 



Dr. Allotment (Ordinary Shares) ( C>. 


To Share Capital 


£ 

1,250 


By Cash . . \ . 


L 





\ 




Dr. First Call (Ordinary Shares) Cr. 


To Share Capital 


£ 

5,000 


By Cash .... 


L 

5,000 









Dr. Second Call (Ordinary Shares) Cr. 


To Share Capital 


£ 

3,500 


By Cash . 



£ 

2,500 










Dr. Share Capital (Preference) Cr. 






By Application Moneys 
„ Allotment Moneys 
„ First Call 


£ 

2,500 

3.750 

3.750 







£10,000 


Dr. Cash (Preference Shares) Cr. 



To Application Moneys 
„ Allotment Moneys 
„ First Call . . , 


£ 

2,500 

3.750 

3.750 








£xo,ooo 






Dr. Application (Preference Sh/Lres) Cr. 


To Share Capital 

1 



By Caah .... 


£ 

3.300 


■ 

■i 
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Cr. 


Dr. 


To Shore Capital 


3,750! 


By Cash 


€ 

3*750 


Dr. First Call (Preference Shares) Cr, 


To Share Capital 


£ , 
3 . 750 ] 


By Cash . 


£ 

3.750 


Note. The Cash Accounts have been shown separately, although in practice 
one combined account would normally be employed. 

It is, however, more usual to combine the Application and 
Allotment Accounts, in which case the Journal entries will appear 
(illustrating merely the ordinary shares) — 


Journal 


Cash ... . , Dr. 

To Application and Allotment (Ordin- 
ary Shares) .... 

Being 2s. 6d. per share application money 
on 10,000 ordinary shares. 

Application and Allotment (Ordinary 
Shares' ..... Dr. 

To Share Capital (Ordinary) 

Being 5s. per share (2S. 6d. on application! 
and 2s. 6d. on allotment) on 10,000 
ordinary shares of £i each allotted as 
per minute dated . . . vide Minute Book, 
P 

Cash ...... Dr. 

To Application and Allotment (Ordin- 
ary Shares) .... 

Being 2s. 6d. per share allotment money on 
10,000 ordinary shares. 


£ £ 

1,250 


1,250 


2,500 

2,300 


1.250 


1.250 


In examination work it is permissible to combine in one Journal 
entry the above entries with other classes of shares, e.g. the fhst 
entry would be (reverting to the above illustration), ignoring 
narrative — 


Journal 


Cash Dr. 3.750 

To Application and Allotment — 

Ordinary Shares 
Preference Shares 


1,250 

2,500 
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Calls. Calls are the instalments due by members of a company 
otherwise than by way of allotment in respect of shares allotted, 
and are specified in the prospectus, if any ; otherwise, the directors 
may mike the calls at discretion or according to the company's 
regulations. Where Table A is adopted members are entitled to 
14 days* notice of the call, which must not exceed — exclusive of 
premium — ^more than one-fourth of the nominal amount of each 
share (e.g. 5s. on a £1 share) and the call must not be payable at 
less than one month from the last call. 

Most companies take power to accept pa5anent of calls before 
their due dates and allow interest on the sums so prepaid. Where 
Table A is adopted the company may pay interest at a rate not 
exceeding 5 per cent per aimum,^ unless the company otherwise 
directs by resolution at a general meeting ; but so ilong as calls in 
advance are bearing interest, the holder in question! is entitled to a 
dividend only upon the called-up portion. In otherlwords, he does 
not receive both interest and dividend on the prep^d call. 

A call in advance is a debt against the company, ^d the interest 
(if any), unlike a dividend, is a definite charge against the company’s 
profits. 

The call in advance is credited to Calls in Advance Account and 
upon appropriation when the call is due for payment is transferred 
to the Call Account. 

Illustration. X, Ltd., has made an issue of 10,000 shares of £1 
each, los. of which has been received by way of application and 
allotment. The first call of 5s. is made and all members pay, including 
several members holding 400 shares, who pay for the balance due in 
full. Later the final call is made and fully met. 

Show Journal entries relating to the calls, ignoring narratives. 


Journal 


First Call 

To Share Capital 


. Dr. 


2,500 

£ 

2,500 

Cash .... 
To First Call , 

„ Calls in Advance 


. Dr. 


2,600 

2,500 

100 

Final Call 

To Share Capital . 


. Dr. 

. 


2,500 

2,500 

Cash .... 
Calls in Advance . 

To Final Call . 


. Dr\ 
. Dr. 


2,400 
100 / 

2,500 


Calls in Arrear. The treatment here is to transfer the amount of 
the arrears to the debit of Calls in Arrear Account, or to bring 

^ Six per cent per annum under the 1929 Table A. 
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the balance down on the Call Account. Upon payment cash 
will be debited, and the Calls in Airear Account or the CaU 
Account credited. A failure to pay a call at due date may imperil 
the holding of the member where the company has power to forfeit 
shares. This will be dealt with on page 815 et seq. 

Illustration. The facts are the same as in the preceding example, 
except that members holding 400 shares fail to pay the first call, 
but owing to special reasons the directors permit the members to 
postpone pa3mient imtil the final call is made. The defaulting mem- 
bers pay up in full on the final call. 

Show Journal entries relative to the calls (ignoring narratives). , 


Jou rnal 





i 

i 

First Call 

Dr. 


2,500 


To Share Capital 



2,500 

Cash . 

Dr. 


2,400 


Calls in Arrear 

Dr. 


100 


To First Call . 




; 2.500 

Final Call 

Dr. 


2,500 

To Share Capital 



2,500 

Cash 

Dr. 


2,600 


To Final Call . 



2,500 

„ Calls in Arrear 




100 

A Iternatively — 





Cash .... 

Dr. 


2,400 


To First Call . 



2,400 

[This leaves automatically 

a debit of ;iioo 




on First Call.] 

Cash .... 

Dr. 


2.600 


To Final Call . 




2,500 

„ First Call ' 




100 


If Table A is adopted the company may charge interest at a rate 
not exceeding 5 per cent per annum upon calls in arrear, although 
the practice of public companies at all events is to fix a rate (often 
as high as 10 per cent) in the articles. 

Further, Table A provides for dividends only upon the amounts 
PAID up on shares, although, again, articles may provide for some 
other mode, e.g, upon the nominal amount. 

Interest on Calls in Advance and In Arrear. The book-keeping 
entries are — 

(a) Calls in advance — 

(1) Debit Interest on Calls in Advance 
Credit Sundry Members 

(2) Debit Sundry Members ) 

Credit Cash (for payment of Interest. 

Credit Income Tax Account* ) 


for Interest. 


( 3 ) 


Debit Profit and Loss Account 
Credit Interest on Calls in Advance 


for transfer of Interest 
charged to Profit and 
Loss Account 


^ This clears the balance on First Call Account. 

* This sum will be accounted for to the Inland Revenue AuthoritieB, [See 
Chapter XXL] 
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(6) Calls in aixear — 

The entries are converse to the above, the name of the Interest 
Account being Interest on Calls in Arrear Account. 

The company may deem it a matter of prudence to carry forward 
the interest on calls in arrear instead of crediting it to Profit and 
Loss Account except to the extent of cash actually received for 
interest ; but the charge for interest on calls in advance must be 
transferred to the debit of Profit and Loss Account. A company 
may, unless its Articles state otherwise, set off interest on calls in 
arrear against a dividend payable to the member whose calls are 
in arrear. 

Illustration. Holders of 400 shares pay their call of 5s. in ad- 
vance. The due date of the call is ist July, the date of payment in 
advance being ist June. The interest ^owed is |6 per cent per 
annum. Show Ledger Accounts. 


Dr. 


Sundry Members 


Cf. 




i 

s. 

a 

19 • 


To Cash . 



5 

6 

July I 

By Interest on Calls in 

,, Income Tax 





Advance Account * 

[g%. in £] 



4 

6 


[Interest on £ioo for 
one month at 6 per 







cent per annum.] 




10 

0 




t * 


xo 


10 


Converse entries will be made for interest on calls in arrear if 
the payments therefor be received by the company in the usual 
way. If, however, a member holding 200 shares (400 being in 
arrear) pays his interest, the Ledger would be — 

Dr. Sundry Members Ct. 


19.. 

July I To Interest on Calls iu 

Arrear 

£ 

r. 

xo 

d. 

0 

19 . 

July X By Cash . 

„ Income Tax 
[9s. in iG 
,, Balance 

1 

xo 

0 

July 2 To Balance b/d 


] 

5 

0 



Dr. Interest on Calls in Arrear Cr. 


■'.v- 

To Profit and Loss 


£ 

s. 

d. 

Ju?y I 

By Sundry Members . 


£ 

s. 

xo 


Account . 



5 

0 





? 

.. Balance* 

c/d 


S 

0 










xo 

0 





xo 







»9 • 











? 

By Balance 

b/d 


5 


' Transferred to the debit of Profit and Loss Account. 

* That is, 5s. only is credited to Profit and Loss Account, the balance being 
brought down. This has the effect of creating a lull provision in respect of 
the debt due by members. 
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The Balance Sheet of a company usually shows the calls in arrear 
—a debit balance — as a deduction from the issued share capital, 
whilst the calls in advance, a credit balance, is added thereto, but 
as a separate item, the former appearing before the latter. 

Interest outstanding on the above accounts is shown separately, 
respectively in assets and liabilities ; a provision may be created in 
respect of the former. 

The following shows the presentation indicated — 

Liabilities Side of Balance Sheet 

£ 

Authorized Capital (details) 

Issued Share Capital — 

5,000 Shares of £1 each, 15s. called. . 3,750 

Less Calls in Arrear . . . . 250 


Add Calls m Advance 


Interest on Calls in Advance (in Creditors) . 

Assets Side of Balance Sheet 

Interest on Calls in Arrear (in Debtors) ... 7 

Less Provision ....... 3 

— 4 

Over-subscription. It very rarely happens, in practice, that the 
exact amount required by the company is applied for. If less, the 
entries will be made on the basis of the number of shares applied 
for if the company goes to allotment ; if greater, some applications 
may be totally rejected and the application money returned; others 
may receive a smaller allotment than that applied for, and the 
excess application money returned or held on account of amounts 
due on allotment and calls. 

It will be necessary to prepare application and allotment lists 
and this usually entails a considerable amount of detail work. 
The book-keeping entries are (other than the normal entries) — 

1. Debit Application and Allotment Account, credit cash (in 
respect of amounts returned). 

2. Debit Application and Allotment Account, credit Calls Account 
(in respect of amounts held on account of calls). 

Illustration. The following list shows the details of application 
moneys, allotments, and cash retained and returned in an over- 
subscribed issue of shares. 


3.500 

350 

3,850 

10 
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Std 


Issue Of i,ooo Shakes of £1 Ieach 


Applicant 

Shares 

Applied 

Shares 

Allotted 

Amounts 
Paid on 
Applica* 

, tionfss.) 

£ 

1 Amount 
Due on 

1 Applica- 
tion and 
Allotment 
( 158 .) 

£ 

Balance 

Due 

£ 

1 Amounts 
Trans- 
ierred to 
Calls in 

1 Advance 
Account j 

I £ ‘ 

Amounts 

Returned 

£ 

A 

300 

100 

75 

75 




B 

200 

120 

50 

90 

40 



C 

1,820 

400 

455 

300 


100 

55 

D 

800 

300 

200 

225 

25 



E 

200 

30 

50 

22^ 


7 * 

20 

F 

100 

Nil 

25 




25 

G 

160 

50 

40 

37 i 


24 



3,580 

1 

1 ,000 

i »95 (a) 

£750 (6) 

£f >5 {c) 

£r^o W 

0 

0 


_ U) 

..w. 

( 3 } . J 

—M... 

( 5 ) 

\ (6) 

( 7 ) 


Sole. Column 3 = 5s. in £ being application money, i.e. ^ of column i. 

Column 4 = 15s. in £ being application and allotmept money, i.e. J 
of column 2. 

Columns 4 -}- 6 -j- 7 columns 3 + 5 

Show entries in Ledger form. 


Dr . Application and Allotment Cr . 


To Share Capital 

(b) 



By Cash (Application) 

„ „ (Allotment) . 

(») 

£ 

895 

,, Calls in Advance 

{d) 

xio 


(c) 

65 

,, Cash returned 

(^) 

100 






£960 




£960 
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Upon the making of future calls, the proportion of calls in ad- 
vance absorbed by the calls made will be debited to Calls in Advance 
Account and credited to Call Account. 

Illustration, Assuming for simplicity that the balance of 5s. per 
share is called up in one sum there will be received £140, which 
with the transfer from Calls in Advance Account will make up the 
requisite credit to Call Account of 1,000 shares at 5s. In summary 
form the entries are : 


Journal 





L 

i 

Cash 

. Df. 


140 


Calls in Advance 

. Dr. 


110 [ 

1 

To Call 



1 

250 


The amounts receivable are — 


Applicant 

i 

Shares Allotted 

i i 

! Call— 5fc. I 

1 

Ainuuiit Brought 
Forward (Calls 

1 lu A(ivaiKp) 

£ 

Balance Due 

1 £ 

A 

100 

25 


25 

B 

T20 

30 

1 

30 

C 

400 

100 

100 

Nil 

D 

300 

75 


75 

E 


7 l 


Nil 

F 

Nil 



Nil 

G 

50 

124 

24 

10 


1,000 

£^50 

£110 

£140 







If separate Application and Allotment Accounts were used, they 
would be as follows — 


J^r. Application Cr. 


To Share Capital 
„ AUotment Account . 

,, Calls in Ailvauce 
,, Cash returned 


£ 

250 

4S6 

tio 

too 


By Cash 





£895 

I 



£«95 



1 






Dr. Allotment Cr. 


To Share Capital 


£ 

500 


By Applicahon Account 
„ Cash .... 


JL 

65 



m 

■ 

# 


£500 


■ 

EB 

■1 
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It will be observed that the combination of the two accounts 
gives the same result as is shown by the Application and Allotment 
Account, the italicized items cancelling themselves out. 

The amount of £435 is arrived at by taking the cash received £895 
less transferable to calls and cash returnable £210, leaving £685 net 
as against application money allocable against the amount due in 
respect of shares allotted, ^250. 

The components of the item of ^435 are : 


Appli- 

cant 

Effective 

Applications 

Paid 

“Over" (i.e. 
transferable to 
Allotment 
Account) 

Transferred to 
Calls or Repay- 
able (per previous 
List — 

1 Columns 6 and 7) 


i 

L 

i 

i 

A 

100 at 5s. 25 

75 

50 

\ 

B 

120 at 5s. 30 

50 

20 

\ 

C 

400 at 5s. 100 

455 

200 

\ 

D 

300 at 5s. 75 

200 

125 

\ 

E 

30 at 5s. 7i 

5« 

15 

27i 

F 

nil nil 

-25 


25 

G 

50 at 5s. 12I 

40 

25 

2i 



£895 

£435 

£210 


(•) 

(*) 

(3) 

(4) 


Note. Columns i 3 -f 4 = 2. 


Issue of Shares at a Premium. A company may, owing to the 
attractiveness of its shares, be able to make an issue of shares at 
a premium by which it will receive an amount per share exceeding 
the nominal amount or the paid up amount, e.g. a {1 share, fully 
paid, issued at 22s. 6d. ; or a 2s. share, fully paid, at 2s. 3d. ; or 
a £i share, los. paid, at ns. 3d. The premiums are 2s. 6d., 3d., and 
IS. 3d. respectively. 

Many successful companies are, by reason of continuous develop- 
ment and expansion, constantly requiring further capital, which they 
raise by an issue of shares to the public, or by offering to the members 
the right to take up a certain number at a stipulated price which 
usually is lower than the quoted market price. The member thus 
obtains a valuable saleable right. 

The premium receivable is credited to a separate account called 
Share Premium Account, the class of share (where necessary) being 
described. The amount must be regarded as capital, but it may be 
used wholly or in part towards paying the premium on the redemp- 
tion of redeemable preference shares, writing off preliminary ex- 
penses, commissions and discounts on issue of shares or debentures. 

Illustration^ X, Ltd., issues 10,000 shares of at 23s. payable 
5s. on application, 8s, on allotment (including the premium of 3s.) 1 
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los. call. AU the shares are subscribed, allotted, and paid for at 
due dates. Show Journal ^tries, openii^ a combined Application 
and Allotment Account, entering the cash entries in the Cash Book 
and posting to Ledger. 


Journal 



Application and Allotment . Dr. 

To Share Capital .... 

„ Share Premium .... 

Being 5s. per share on application and 8s. 
per share on allotment inclusive of pre- 
mium of 3s. on 10.000 shares oi £1 
allotted as per directors* resolution 
dated vide Minute Book, p. . . . 


£ 

6,500 

£ 

5.000 

1.500 


Call ...... Dr. 

To Share Capital .... 

Being los. per share on 10,000 shares of ;£i 
each for the first and final call made in 
accordance with terms of issue as per 

directors* resolution dated vtde 

Minute Book, p. . . , 


5,000 

5,000 


The following is the Cash Account, which, as already stated, may 
be journalized in examination work, where the posting to the Ledger 
is not called for — 


Df. Cash Cr. 


To 


Applicalioo and Allotment 
Account — 

Sundry Applicants, Re- 
ceipt of Application 
Moneys, js. per Share 
on 10,000 Shares of £1 
each 

Receipt of Allotment 
Moneys, Ss. per Share 
on xo,ooo Shares of £x 
each, viz. 5s. Allot- 
ment, 38. PKmium . 

Call Account — 

Receipt of Call Moneys, 
los. per Share on 
10,000 Shares of £1 
each . 


£ 


2.500 


4,000 


5,000 


Dr. 


Share Capital 


Cr. 





By Application and Allotment 
Account 

J. 




„ Call Account , 

J. 


£ 

5,000 

5,000 


Dr. Share Premium Cr. 






By Application and Allotment 






Acconat 

J. 
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Df . Application and Ajllotmsnt Cr. 



To Sham Capital. 

M Share Premium 

j: 

M 


By Caah : Application Moneys 
„ „ Allotment M<M)eya 

(including Premiiun) 

C,B. 

C.B. 

£ 

*.500 

4.000 




£ 6,500 




£6.500 









Dr. 

Call 



Cr. 


To Share Capital 

J. 

£ 

5,000 


1 By Cash . . . . 

C.B. 

£ 

5.000 










Note. J signifies posting from Journal. 

i 

It is clear that without further transactions, th^ Balance Sheet 
will be — \ 

Balance Sheet \ 


Authorized Capital 

? 

t P- 

Cash . . . *! 

11,500 

Issued Share Capital : 

10,000 Shares oi £i each 
fully paid . 

Share Premium Account 

10,000 

1,500 


£11,500 


Issue of Shares at a Discount. Until the passing of the Companies 
Act, 1929, it was illegal to issue shares at a discount. The severity 
of this rule has been modified by permitting an issue of shares at a 
discount, provided that the company conforms to Sect. 57 of the 
Companies Act, 1948. 

The material requirements of this section are — 

1. The shares are of a class already issued. 

2. More than one year has elapsed since the date on which the 
company was entitled to commence business. 

3. The issue must be authorized by an ordinary resolution passed 
in general meeting, such resolution to specify the maximum rate of 
discount. (This resolution is not effective unless filed with the 
Registrar of Companies within 15 days.) 

4. Sanction of the Court must be obtained (the issue must be made 
within either one month from the date of the sanction or such 
extended time as the Court may allow). The Court may give 
sanction on such terms and conditions as it thinks fit^:^ 

It is essential that every prospectus relating to the issue of shares 
and every subsequent Balance Sheet issued by the company shall 
contain particulars of such discount as has not been written off at 
the date of the issue of the prospectus or Balance Sheet in question. 
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Illustration. A company finds itself in need of further capital and 
the directors decide to m^e a further %isue of £i ordinary shares, 
which are at present quoted at 15s. It is decided to apply to the 
Court for an order under Sect. 57 sanctioning the new issue to be 
made at a discount of 25 per cent. The necessary formalities are 
carried out and 50,000 shares are issued, the whole number being 
applied for and allotted (5s. on application, los. on allotment). 

Show Journal entries. 

Journal 


Cash ...... Dr\ 

To Application and Allotment 

Being application and allotment moneys of 
5s. per share on application, los. per share 
on allotment issued in accordance with 

ordinary resolution dated vide 

Minute Book, p. . . 


£ 

37.500 

£ 

37.500 

Application and Allotment . . Dr. 

Discount on Shares . . . Dr. 

' To Ordinary Share Capital . 

Being 50,000 ordinary shares issued at a dis- 
count of 25% in accordance with ordinary 

re.so]ution dated and sanction of 

the Court dated vide Minute Book, 

p. .. 


37.500 

12.500 

50,000 


Forfeiture of Shares. As a matter of practice almost every com- 
pany takes power, either by the adoption of Table A or by an express 
provision in its articles, to forfeit the shares of members who have 
failed to pay the due calls ; otherwise no right of forfeiture of shares 
exists. Table A provides that notice must be given by the com- 
pany to the defaulting member of the intention to forfeit; such 
notice must state the amount due, with interest, if any, and intimate 
that if payment is not made within 14 days (or such longer time as the 
directors may decide) from the date of the notice the shares 
will be forfeited. If the notice is not properly complied with by the 
member, the directors may pass a resolution of forfeiture. Under 
Table A, the person whose shares have been forfeited remains 
liable to the company for all calls owing as at the date of forfeiture 
until the company has received payment in full — it matters not 
from whom. 

After forfeiture the company is entitled, subject to any contrary 
provision in the articles, to reissue the shares at any price what- 
soever so long as the amount received on reissue, added to the 
^oimt received on the shares reissued from the original holder, 
is at least equal to the called-up value in the case of shares not 
fully paid or to the nominal value in the case of fully paid shares. 

Upon reissue of the forfeited shares and the pajrment by the 
new holder of the ;unpaid balance on the shares, the original holder, 
notwithstanding any proviso in the company's anicles, is pro iatUo 
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absolved, and can never be called upon to pay more than the net 
balance remaining, i.e. the balance unpaid as at the date of for- 
feiture, less the amount paid by the new holder. 

The entries in the boo^ of account are — ^ 

1, Debit Share Capital Account with the number of shares forfeited 

at the CALLED-UP value. 

Credit Forfeited Shares Account. 

2. Debit Forfeited Shares Account. 

Credit Call Account 

in respect of the unpaid call of the defaulting member. 

Two very frequent mistakes common to most students may be 
mentioned. 

1. The debit to share capital must be proportionate /to the amount 

in terms of money standing to the credit of this atcount. Many 
students debit the account with the number of shares forfeited at 
the nominal value, e.g. £i. \ 

The debit must be based, as mentioned, upon thfe called-up 
value and may be alternatively stated thus : the amount to be debited 
to share capital is the amount produced by the number of shares 
forfeited, divided by the whole numbeT of shares of that class issued, 
multiplied by the amount standing to the credit of share capital 
of that class. Expressed briefly the formula is — 

number of shares forfeited i x oi. i 

^ ; X credit balance of Share Capital 

number of shares issued Account 

2. The balance of unpaid calls must not be transferred to the 
debit of share capital, but to the debit of Forfeited Shares Account. 

Illustration. 10,000 shares oi £1 each have been issued upon 
which 15s. has been called. Owing to failure to pay the call of 2s. 
a member's shares numbering 1,000 are forfeited. 

The requisite debit to share capital is 1,000 times 15s., i.e. 3^750, 
or computed in the alternative way — 


number of shares forfeited 
number of shares issued 


credit balance of Share Capital Account 


X 17,500 = £750 


The balance of Forfeited Shares Account may always be proved 
because it represents the excess of amounts called on the defaulting 
member over those unpaid by him, i.e. the amount actually paid, 
which is the member's loss and the company's gain. In the above 
illustration, the amount called is 15s., and the aipount unpaid 
2S.; hence there is a profit of 13s, per share on i,ck)o shares, as 
shown below. (Narratives ignored.) 

* It will be recollected that the Share Capital Account is credited on the 
occasion of each call and is, in the normal course of eveikts, reflected in Cash 
or Debtors (Call Account). 
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Journal 


Share Capital . 

To Forfeited Shares. 

. Dr. 


£ 

750 

Forfeited Shares' . 

To Call . 

. Dr. 

1 

TOO 


In examination work it is permissible to combine the two entries 
thus — 


Journal 


Share Capital 
To Call . 

„ Forfeited Shares 


Dr 750 

100 ’ 
650^ 


Illustration. Prosperity. Ltd., made an issue of 50,000 ordinary 
shares of £1 each. The los. payable on application, allotment, and 
first call has been paid in full. A second call of 5s. a share is made, 
and V. Jones a holder of 100 shares fails to meet the call. After due 
notice the directors passed a resolution effecting the forfeiture of 
his shares. Show Journal entries relative to the second call and the 
forfeiture and Share Capital Account. 

Journal 

Ordinary Share Capital . . Dr. 

To Forfeited Shares 

Being 100 ordinary shares, 15s. called up 
forfeited in accordance with resolution 

of directors dated vide Minute 

Book, p 


L i 

75 

75 


Forfeited Shares .... Dr. 25 

To Second Call .... 25 

Being transfer of amount unpaid by J ones! 
on second call on 100 ordinary sharesj 
forfeited as above. 


Dr. Ordinary Share Capital Cr. 




No. of 
Shares 

1 





No. of 
Shares 

£ 

To Forfeited Shares 
Account 
„ Balance 

c/d 

100 

49,900 

75 

37 , 4*5 


By Balance 
,, Second Call 
count 

Ac- 

b/d 

50,000 

23,000 

12,500 



30,000 

£37,500 





50,000 

£37,500 

- . - 1 





By Balance 


b/d 

49,900 

37 , 4*3 


> I.e. 13s. on 1,000 shares *» £(>50. 
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Cr 


Second Call 


To Ordlnarjr Share Capital i 
Account . . . ; 


By Cash . . 

,, Forfwted Shares Account! 


£ 

**•475 

*5 


t3,5oo| 


12,500 


Dr. 

Forfeited Shares 

Cf. 

To Second Account 

1 

25 

By Ordmary Share Capitalj 

£ 

,, Balance 

c/d 50 

Account 

75 ‘ 


£75 


£75 



By Balance b/d 

50 


4- 


Alternatively, the crc<lit 
Account, leaving £50 to be 
thus — 

of £75 may be made to ' 
transferred to Forfeited £ 

the second Call 
jhares Account, 

Dr. 

Second Call 

Cr. 

To Ordinary Share Capital i 
Account . 1 

„ Forfeited Sh.irea Aaxiunt 

£ 

By Cash 

X2.50o!| „ Share Capita) 

■t 50;! 

!! i 

i **.475 
l| 75 

ij 

1 

'I'l 5 *'.152 ! 

£!l *2.550 


The credit balance on forfeited shares is the total calls on loo 
shares at 15 s., less 5 s. per share unpaid, leaving a profit to the 
company of £ 50 , that is, the amount actually paid by Jones. 

The profit on forfeiture is legally available for dividend, subject 
to any contrary provisions in the articles of the company, but until 
the shares have been reissued and fully paid no profit can arise. 

The Balance Sheet, after giving effect to the above entries, will 
contain the following items on the liabilities side — 

Issued Share Capita] — 

49,900 Ordinary Shares of each, 15s. paid . 37.423 

Forfeited Shares . . ... 50 


This will equal the bank balance of £ 37,475 shown as an asset 
in the ordinary wav. 

Reissue of Forfeited Shares. It has been seen that the company 
may reissue shares at a discount provided that it receives (in all) at 
least the amount per share with which the memBer is credited 
after the reissue, e.g. if a share is credited with 15 s. at least this 
sum must have been received by the company in respect of such 

* I.e, 100 at the called-up value of 15s, or — X £^7,500 ■■ £7$ 
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share; if it is a £1 share credited as fully paid the sum received 
must be at least £1. 


Entries on reissue are — 

(i) Debit Sundry Members j for the amount payable by 


Credit Share Capital 5 new member, 
(li) Debit Forfeited Shares 
Credit Share Capital 


I for discount on reissue. 

j for receipt of 
Credit Sundry Members) new member. 


(iii) Debit Cash \ for receipt of amount payable by 


Or more shortly — 

(i) Debit Sund^ Members. 

Forfeited Shares. 

Credit Share Capital. 

(li) Debit Cash. 

Credit Sundry Members. 

Illustration. X, Ltd., has received from a member, on 100 shares ^ 
of £1 each the sum of 15s., but the subsequent call of 2s. 6d. thereon 
being unpaid the shares are forfeited. As there is a profit of 15s. 
on each share, the company may pass on this gain to the person 
who takes up the reissued shares, and if they are to be credited as 
fully paid the applicant must pay on each share at least 5s., so 
that in all the company has received £1 on each sjiare credited as 
fully paid. If the company's price for reissue of the shares as fully 
paid is 8s., it has still a profit of 3s. for it has received 15s. plus 
8s, for a £1 share; in other words, the discount on reissue is 12s., 
i.e. £1 less 8s., but the previous profit was 15s., still leaving a gain 
of 3s. for the company. 

If the company reissues the shares at a premium, this is in the 
nature of further profit. 

Some accountants prefer to open a new accoimt called Forfeited 
Shares Reissued Accoimt, in which case the entries are — 


(i) Debit Forfeited Shares Reissued 
Credit Share Capital 

(ii) Debit Sundry Members 

Forfeited Shares 

Credit Forfeited Shares Reissued 

(iii) Debit Cash 

Credit Sundry Members 


for the number ol shares 
at the price at which the 
shares are to be credited, 
for amount due payable 
by new members, 
for discount on reissue, 
for the number of shares 
at the price at which the 
shares are to be credited, 
for amount paid by new 
members. 


If the shares are reissued at a premium the amount thereof will 
be credited to Share Premium Account or Premium on Shares 
Reissued Account. 


Illustration. Assume that in the illustration on page 8x8 xoo 
shares are reissued to G. Smith at 14s. a share to be credited as fully 
paid, the Ledger entries (entering only the last set of entries) are— 
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Dr, Ordinary Sharb Capital Cr. 










No. of 
Sharaa 

£ 







By Balance 

bid 

49,900 

1 

S 7,425 


Dr. Ordinary Share Capital » Cr. 










No. of 
Shares 

£ 







By Forfeited Shares ! 
Reissued Account 

1 


100 

lOo 


Dr. Forfeited Shares Reissued 



£ 


£ 

To Ordinary Share Capital 


By Smith • . 

70 

Account . 

100 

„ Forfeited Shares Account 

30 


£100 


£zoo 


Dr. 


Forfeited Shares 


Cr. 


To Forfeited Shares Reissued By Balance 

Account 

„ Balance (a) c/d 


£30 


bjd 


£50 


By Balance 


b/d 


(a) Unless there are othex shares which may be reissued, the balance of this 
account may be transferred to a Share Premium Account or used to write off 
Preliminary Expenses; or even to Profit and Loss Account, although the 
latter procedure violates the principles of sound financial policy. It must be 
observed that the second or final call will be on 49,900 and not 50,000 shares, 
and when disposed of, the two Share Capital Accounts may be merged. 

Dr. G. Smith Cr. 


To Forfeited Sharet Account 



By Cash 


£ 

70 


^ Until the other shares are fully paid it is preferable to open a separate 
account of those reissued as fully paid. 

• Shown separately for clarity. 
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Dr. Cash Cr. 


■ 

To Balanc* 

bfd 

£ 

S 7 , 47 S 





„ Snojth .... 


70 





Note. Items in italics are the balances as shown on pages 817 and 818 . 

The final profit on the 100 shares is proved by taking the total cash received 
in respect of the 100 shares, and deducting from it the amount at which the 
shares are credited, viz, cash received los. (from first holder) plus 14s. (from 
the second holder), in all 24s. a share credited as fully paid; hence, a profit 
on 100 shares at 4s. per share, viz. £20. 

Treatment of Balance of Forfeited Shares Account. It will be 
clear that until the shares are fully paid the credit balance on for- 
feited shares cannot be considered as a final profit, because the 
company may, on reissue, allow a discount to the purchaser of the 
shares forfeited to the full extent of the amount in credit therefor 
in Forfeited Shares Accoimt. Thus, if there were loo shares previ- 
ously forfeited upon which there was a credit balance on Forfeited 
Shares Account of 8s. per share the company might reissue them 
as fully paid for 12s. per share. When, therefore, part of the 
shares forfeited are reissued, only such portion of the amount in 
credit in Forfeited Shares Account may be taken as final profit 
representing profit on the shares reissued as fully paid. Thus, if of 
the foregoing 100 shares upon which there is a credit on forfeited 
shares of £40 (8s. a share) sixty are reissued for 15s. per share to be 
credited as fully paid, the final profit will be 60 x (8s. + 15s. ~ 20s.) 
3s. = £9. The company has finally credited share capital with £60, 
but it has received in aU 23s. per share, against wliich 20s. per share 
stands to the credit of share capital. The balance of Forfeited Shares 
Account will be brought down, pending the result of the further 
reissue in respect of the forty shares. 

The Ledger entries would be — 


Dr. Forfeited Shares Cr 


I'o Loss on Reissue of Shares 
Credited as fully paid 
[60 at 5s ] 

„ Profit ou Shares Reissued 
Account . 

, Balance 

c/d 

£ 

13 

9 

z6 


By Balance 

b/d 

L 

40 



£40 




£40 





By Balance » . . . 

b/d 

z6 


Dr. 


Cash 


Cr, 




£ 


Account 


45 



[60 at 15$.] . 


^ The balance represents amounts paid in respect of 40 shares forfeited and 
yet reissued, i.e. 40 at 8s. 
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Profit on Sharks Reissubd Cr. 


1 



By Forfeited Shares Ac- 


1 



count * , 



Df* Share Capital Cr 




! 


By Cash . . . . 






„ Forfeited Share* Account 



The Forfeited Shares Account can be the more readily under- 
stood by splitting the account as follows — 


Dr. Forfeited Shares Cr 





Shares 

60 ! 
Shares 


1 

1 

1 

40 1 

Share* 

1 60 

Sharei 


To I-o«, etc 
,, Profit, etc. . 
,, Balance 

c/d 

£ 

16 

£ 

15 

9 

1 

Bv Balance 

1 

b/d 


£ 

34 




lif> 

£24 




£16 

£24 







By Balance 

b/d 

16 



Reissue of Forfeited Shares Previously Issued at a Premium and 
Forfeited. Where shares have been issued at a premium, it has 
already been seen that the premium must be credited to Share 
Premium Account which can only be reduced in the special ways 
permitted by Sect. 56, Companies Act, 1948. If, therefore, shares 
are forfeited in respect of which a premium has already been 
received, the premium cannot be transferred to the credit of For- 
feited Shares Account. The Share Premium Account will accordingly 
be no longer proportionate to the balance on Share Capital 
Account. 

Illustration. A, Ltd., whose authorized share capital is £10,000 
in £i shares, issued the whole of its capital to the public at a 
premium of 2s. per share, payable as follows : On application and 
allotment 12s. per share (including premium), first call of 2s. per 
share. 

The application and allotment moneys were received in full, but 
members holding 1,000 shares failed to pay the call of 2s., and in 
consequence the shares were forfeited. At a later date and before 
further calls were made, 500 of these shares were reissued as fully 
paid for a consideration of i6s. per share. Wrjite up Ledger 
Accounts. 

^ The balance represents the sum of the payments on 60 shares (i) by the 
original allottee of 8s., and (2) by the subsequent holder of 15s., amounting 
to 23s. less the amount credited in respect thereof, i.e. 20s. This gives s 
profit of 3s. on 60 shares. 
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Cr. 



1 


Shares 

£ 




Shares 

£ 


To Forfeited Shares 
Account 
„ Balance . 

c/d 

1.000 

9.000 

600 

3.400 


By Application and 
Allotment Ac* 
count 

„ First Call Account 


10,000 

3.000 

1.000 

1 



10,000 

£6,000 




10,000 

£6,000 







By Balance 

b/d 

9,000 

5,400 


Dr. Share Capital (Fully Paid) Cr. 


i 


Shares 

£ 




1 Shares 

1 

£ 


To Balance . 

c/d 

300 

300 


ByCash . 

„ Forfeited Shares 
Account . 


300 

400 

100 




300 

£300 




500 

£500 







By Balance . 

b/d 

500 

300 


As soon as tlie amount owing on the balance of 9,000 shares has 
been fully paid, the two accounts will be merged and made into one 
account. 


Dr. 


Share Premium 


Cr. 


Shares! I £ 


jSbaresll £ 


By Cash . 




io,ooo|| 1,000* 


Dr. 


First Call 


0. 


||Share$|| £ || | ||Share8|| £ 

'Tl 


To Share Capital 
Account 



By Cash . 

9,000; 900 


„ Forfeited Shares 


Account , 

i,0(»| 100 

£1,000 


£1,000 


‘ The premium received on the subsequently foiieited shares must remain in this account, los. per 
share being transiened from Share Capital Account to Forfeited Shares Account. 

a7~(B,ao8i) 
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Df. Forfeited Shares C>. 


By Share Capital Account j | 600 

By Balance . | b/d 

By Balance . . . | b/d 

Dr. Profit on Shares Reissued Cr. 

By Forfeited Shares Account zjo 


To First Call Account . 100 

„ Balance 5ooj 

JJ^ \ 

To Share Capital Account looi 

,, Profit on Shares Reissued I 

Account ... i5o| 

Balance .c/d 250 

£5oo | 


Notes, (i) The accuracy of the book-keeping in respect of the 500 shares 
reissued may be verified as follows — £ 

Cash received from original allottee (excluding pre- 
mium), 500 at los. ...... 250 

Cash received from new holder, 300 at i6s. . . 400 

Total cash received £^50 


Since the Share Capital Account is credited with £500, there is a profit on 
the reissue of £150. The profit is thus 500 x 6s. 

(2) 'T' balance on Forfeited Shares Account represents the temporary- 

profit < ^ T ^felted and not yet reissued, i.e. 500 shares at los 

— £^5^’ 'If' account shows the maximum amount the com- 
pany may 1 f reissued shares to keep within the law [i.e. 500 at los. 

=» ^250]. If t**jrefore the company reissues the 500 shares as fully paid for los 
it will have received in all 22s., viz. los. plus 2s. premium from original 
allottee and los. from the new holder. 

(3) The student must bear in mind that the Share Capital Account will be 
debited and Forfeited Shares Account credited with the full amount called 
up, and not the amount which has been paid up on the shares to the date of 
the forfeiture. 


Reissue of Forfeited Shares Issued at a Discount. Where shares 
issued at a discount are forfeited, a proportionate part of the 
discount should be written off to Forfeited Shares Account. On 
reissue, discount proportionate to the shares reissued may be rein- 
stated in the books, so that the discount on shares will always 
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remain in proportion to the shares actually issued. This treatment 
differs from that in respect of premiums, outlined in the preceding 
paragraph. 

The Discount on Shares Account will be opened on allotment when 
the company becomes liable to allow the discount. 

Illustration. A, Ltd., makes an issue of 10,000 £1 ordinary shares 
at a discount of 2s. per share, payable as follows— 


On Application and Allotment 

8s. 

On First Call . 

5s. 

On Second Call 

5s. 


Members holding 400 shares do not pay the second call and the 
shares are duly forfeited, 200 of which are reissued as fully paid at 
los. per share. 

Show Ledger Accounts. 


Dr. Ordinary Share Capital 


Cr. 


To Forfeited Sham Account 
„ Balance 


c/d 

£ 

400 

9,800 


By Apphcation and Allot' 
ment Account . 

„ Discount on Shares 
Account . 

„ Fir«t Call Account 
„ Second Call Account 
„ Forfeited Sham Account 


£ 

4.000 

1.000 
2,500 
2,500 

200 

£ 

10,200 



£ 

10,200 




By Balance 

b/d 

9,800 


Dr. 


Discount on Shares 


Cr. 







■ ’“ * ‘ 



To Ordinary Share Capital 
Account . 

,, Forfeited Shares Account 


£ 

1,000 

20 


By Forfeited Sham Account 
„ Balance 

c/d 

£ 

40 

9B0 



£1,020 




£z,020 

To Balance 

b/d 

9S0 






Dr. Second Call Cr. 


To Share Capital Account . 


£ 

2,500 


By Caih .... 
„ Forfeited Sham Account 


£ 

2,400 

zoo 



BSK 
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ForI' SITED Shares 


Cr. 


To Discount on Shares 

Account ... 40 

,, Second Call Account too 

„ Share Capital Account . 200 

„ Preston Shares Reissued i 

Account^ , 50 

,, Balance ■ c/d 130 


£^20 


By Share Capital Account 400 

„ Cash ... 100 

,, Discount on Shares 
Account . 


By Balance 


£520 
b/d 130 


Surrender of Shares. Without the sanction of the Court, shares 
can only be surrendered as a short cut to forfeiture, and, generally 
speaking, surrender takes place where the purchase consideration 
satisfied in shares has turned out to be excessive. j 
Illustration. Spes, Ltd., purchased from Trader his business as 
a going concern, the consideration being the allotn^ent to him of 
10,000 shares of £i each, credited as fully paid. OWing to over- 
valuation of certain assets at the date of ssde it wak agreed that 
Trader should surrender 2,000 of his shares. The Court sanctioned 
the agreement. 

Show JoiuTial entries in the books of the company. 

Journal 


Share Capital .... Dr. 2,000 

To Assets (as specified) . . . 2,000 

Being the surrender of 2,000 shares oi £i 
each fully paid in respect of adjustment 
of purchase consideration by reason ofj 
over-valuation of assets as per agree- 
ment dated per directors' resolu-| 

tion and sanctioned by the Court vide\ 

Minute Book, p 

The issued share capital, obviously, is now £8,000. 

General Illustration. Anti-Grab, Ltd., make an issue of 10,000 
shares of £i each at 22s. fid. per share, as follows — 


^ This is a final profit on 200 shares as the combined net sum received is 
23s. [i.e. 13s. and los.] to which must be added 2s. discount (this loss being 
shown in Discount on Shares Account), showing 25s. as against 2os. per 
share credited to share capital, this giving a profit of 5s. on 200 shares ss £5^ 

It would be advisable to write off the above-mentioned 2S. discount on 
the 200 shares by debiting Profit on Reissued Shares Account and crediting 
Discount on Shares Account. 

* The balance represents 200 shares forfeited aud not yfet reissued upon 
which 13s. has been received per share. The account has been debited with 
the discount of £^o less £20 (which wiU be written back when the remaining 
shares are reissued as fully paid), so that the balance brought down is the 
net receipt and not the 15s. per share. 

The Discount on Shares Account shows a net debit of £9^0, which is 2s. m 
£ on the issued share capital of £9,800. * 
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Payable on Application 

Payable on Allotment (including Premium) 

First Call ...... 

Second Call ...... 

Third Call 


Amount 


s. 

d. 

2 

6 

5 

0 

10 

0 

3 

0 

2 

0 


Date 


1st August 
loth August 
30th September 
31st October 
30th November 


The application and allotment moneys are duly received and in 
addition holders of 5,000 shares pay in full on aflotment, interest 
being credited to them at 6 per cent per annum.^ Holders of 200 
shares fail to pay the first call, and after due notice their shares are 
forfeited. The amounts payable on the second call (made after 
the forfeiture) are paid in fuU, except that a holder of 100 shares 
fails to pay. On the 15th November, 150 of the 200 shares forfeited 
are reissued, credited with i8s. paid for 13s. per share. The new 
holder pays for these shares in full, the balance of 2s. per share being 
counted as a call in advance. The final call is met in full, including 
the arrears of the second call, on which has been charged interest 
at 5 per cent per annum. 

Show Journal entries including cash (ignoring narratives) assum- 
ing that cash has not been received or paid in respect of interest on 
calls in arrear and in advance. Income tax to be ignored. 


Journal 


19.. 




1 

5. 

d. 


s. 

d. 

Aug. I 

Cash 

Dr. 


7.500 

0 

0 





To Application and Allotment 






2,500 

0 

0 


„ Calls in Advance . 






3/7.50 

0 

0 


„ Share Premium 






1.250 

0 

0 

10 

Application and Allotment 

Dr. 


2,500 

0 

0 





To Share Capital 






2,500 

0 

0 

Sept. ^0 

First Call .... 

Dr. 


5,000 

0 

0 





To Share Capital 






5,000 

0 

0 


Calls in Advance . 

Dr. 


2,500 

0 

0 





Calls in Arrear 

Dr 


100 

0 

0 





Cash 

Dr. 


2,400 

0 

0 





To First Call 






5,000 

0 

0 


Interest on Calls in Advance 

Dr. 


31 

8 

9 





(^3.750 at 6% p.a. for 51 days 








i 

i.e. roth Aug. to 30th Sept.) 








1 

To Sundry Members . 






31 

8 

9 


' Five per cent per annum only is allowed by Table A (1948), unless the 
company in general meeting directs otherwise. 
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Journal — contd. 


19.. 

Share Capital . , Dr 


£ 

s. 

d. 

£ 

s 

d 

Sept. 30 


150 

0 

0 




To Calls in Arrear 





100 

0 

0 


Forfeited Shares 





50 

0 

0 

Oct. 31 

Second Call .... Dr, 


1.470 

0 

0 




To Share Capital 





1.470 

0 

0 


Calls in Advance . . . Dr. 


750 

0 

0 





Calls in Arrear . . Dr. 


15 

0 

0 





Cash . . . . .Dr 


705 

0 

0 





To Second Call .... 




1.47° 

0 

0 


Interest on Calls in Advance . Dr. 


6 

7 

5 





(£1,250 at 6% p.a. for 31 days. 



i 






i.e. ist Oct. to 31st Oct.) 









To Sundry Members . 



\ 


6 

7 

5 

Nov. 15 

Cash . . . . Dr. 


112 

>v> 

0 




Forfeited Shares . . Dr. 


37 

1 


0 





To Share Capital 




135 

0 

0 


„ Calls in Advance . 





15 

0 

0 

1 

3<> 

Final Call . . . Dr. 


995 

0 

0 



1 

To Share Capital 




995 

Oj 

0 


Calls in Advance . . . Dr. 


515 

0 

0 





Cash ..... Dr: 


495 

0 

0 





To Calls in Arrear 




15 

0 

0 


,, Final Call .... 





995 

0 

0 


Interest on Calls in Advance Dr. 


2 

10 

1 





(£500 at 6% p.a. for 30 days and 









£15 at 6% p.a. for 15 days, 
i.e. 1st Nov. to 30th Nov., and 
15th Nov. to 30th Nov, respec- 
! tively.) 







j 


1 To Sundry Members . 





2 

10 

1 1 


1 Sundry Members . . Dr. 

i 


I 

3 





To Interest on Calls in Arrear 

1 

1 








(£15 at 5% p.a. for 30 days, i.e. 

1 





I 

3 


I St Nov. to 30th Nov.) 

1 

1 

1 

1 

! 


1 





The Ledger Accounts will be written up in the ordinary way 
from the above Journal entries. 

When the postings have been completed the balances will appear 
as follows — 
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Trial Balance Dr. Cr. 





L 

5. 

d. 


5 . 

d. 


Cash . . . . 


11,212 

10 

0 





Share Capital .... 





9,950 

0 

0 


(a) Share Premium 





1.250 

0 

0 


(b) Forfeited Shares 





12 

10 

0 


1 nterest — 









Calls in Arrear 






1 

3 


Calls in Advance 


40 

6 

3 





Sundry Members for Interest — 









Calls in Arrear 



I 

3 





Calls in Advance 




1 

40 

6 

3 



£ 

11,252 

^7 

fi 

£11.252 

17 

6 







", 






Notes, (a) 2S. 6 d. per share received in respect of 10,000 shares. 

(b) The amount paid on 50 shares forfeited, but not reissued, i.e. 50 at 7s. 6d., 
less premium of 2 S. 6d. 

There is no final profit on the 150 shares reissued as the total amount 
received for shares credited as i8s. paid is 22s. fid. (i.e. original holder 7s. fid., 
new holder 15s.), but of this 2s. fid. is in respect of premium, whilst 2s. is in 
respect of call in advance, thus leaving a net receipt of i8s. Alternatively, 
as the new holder pays 15s., of which 2s. represents a call in advance, the 
company by crediting share capital with iSs. as against a receipt for it of 13s. 
incurs a loss of 5s., which is exactly covered by the amount paid by the 
original allottee, excluding premium. Further, as the reissued shares are fully 
paid at the date of the above Trial Balance, it can be seen that the company 
has received in all 22s. fid. (i.e. original holder 7s. fid., new holder 15s.), but 
2s. fid. thereof has been credited to Premium Account, leaving the sum of 
per share credited to Share Capital. 

Balancing the Share Register. In large companies, prior to the 
preparation of the dividend warrants from the dividend sheets it is 
essential to strike a balance on the Share Register the total of which 
must agree with the issued capital of the company. 

Usually, as a matter of practical necessity, the Register is sub- 
divided, as with Ledgers in the sectional balancing principle, so 
that it is necessary to employ a Transfers Posting Journal, ruled 
for the number of separate Registers in use, thus — 
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At the date of closing the Register the totals will be incorporated 
into an adjustments summary, the total of the individual balances 
in each Register agreeing therewith. 

[If not the error(s) will have to be located.] 

Illustration. Assuming the transfers for the year are as above 
and the opening balances of the Registers are as below, show Share 
Adjustment Summary. 

Shares 

No. I 35 »ooo 

No. 2 . . . 47,000 

No. 3 . . . 18.000 


100,000 


Sharks Adjustment Summary i 



Registers 

Totals 


1 

2 

3 


Balances, opening .... 
Add Transferees .... 

35.000 

300 

47,000 

400 

18,000 

50 

100,000 

750 

Less Transferors .... 

35.300 

50 

0 0 

18,050 ! 
100 

100,750 

750 

Balances, closing .... 

35.250 

46,800 

17.950 

100,000 







Stock Units. In recent years large numbers of companies have 
introduced Stock units in order to save the enormous trouble 
involved in handling transfers of Shares because of the necessity to 
register their distinctive numbers. 

Stock (as distinct from Shares) involves no registered numbers 
and therefore facilitates transfers, but is not a popular form of 
investment, so that the Stock unit has been devised, allowing the 
share equivalent to be negotiated in the ordinary way ; e.g. Kotes 
Ltd. has shares of los. each fully paid, so that if it desires to take 
advantage of the use of stock units, it will convert its Shares into 
the form of Stock divided into units of los. each. This form satisfies 
both needs (a) to avoid dealing with distinctive numbers and (b) 
permitting transactions in "Share" form. 

Illustration. X Ltd., has a share capital of 1,000,000 shares of 
5s. each fully paid. This is converted into £250,009 stock divided 
into 1,000,000 5s. units. As far as a member of the company is 
concerned, he is in just the same position after the conversion as 
before. If he wishes to sell part of his holding, the only difference 
is that he sells so many stock units instead of shares of the same 
nominal amount. 
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It will, no doubt, be remembered that of necessity the Stock 
must be fully paid. 

The need for this procedure is to a great extent obviated by 
Sect. 74 of the Companies Act. 1948, which provides that if aU the 
issued shares in a company (or all the issued shares of any class) 
are fully paid and rank pari passu for aU purposes, such shares need 
not have distinguishing numbers. 

SECTION (D) DEBENTURES 

Debentures. A debenture is a document acknowledging a loan 
to a company and is generally executed under the seal of the com- 
pany. It usually (but not necessarily) provides for payment of 
interest at a stated rate and/or repayment of capital, and may give 
security for the payment over some or all of the assets and under- 
taking of the company (Lmon v. Austin Friars Investment Trust). 
A debenture may be classified thus — 

1. As to security. Containing a charge either— 

[a) Specific, which constitutes a mortgage to trustees with a 
deed of trust, in respect of specified and definite assets. 

(h) Floating, which constitutes a charge on the undertaking as a 
whole (subject to any specific charge).^ 

The former precludes the company from dealing with the subject- 
matter comprised in the charge, but the latter does not prevent the 
company from changing the assets from time to time. 

(c) Naked debenture which confers on the holder no security of 
any kind. 

2. As to priority — First debenture. Second debenture. 

3. As to permanence — Redeemable debenture. Irredeemable 
debenture. 

Debentures may be issued at par, at a premium or at a discount ; 
either in a series or in the form of stock. 

Issue of Debentures. A company must have borrowing powers 
so as to give validity to debentures, such powers being inferred in 
the case of a trading company unless e.xpressly prohibited in the 
Memorandum of Association; whilst non-trading companies have 
no such implied power and so must obtain in the Memorandum of 
Association express power to borrow; but even where borrowing 
powers exist, the Articles may limit the amount and manner of 
borrowing. 

Upon the issue of registered debentures, stamp duty is payable on 
the amount secured (including premium on redemption) as follows — 

s. d. 

Exceeding £2^ but not exceeding £^o . . .26 

Exceeding £$0 and not exceeding ^300 for each ;^5o or fraction 
thereof . . . . . . .26 

Exceeding £“^00 for every ;£ioo or fraction thereof .50 

* If created by an insolvent company for a past debt within twelve months 
of tlie commencement of liquidation, the charge is void, but the loan is valid 
and carries interest at 5 per cent per annum The Treasury may by order 
alter the rate. (Sect. 322.) 
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Mutatis mutandis, the entries are similar to those in respect of 
shares. 

Illustration. X, Ltd., issues ten £100 debentures at 105, payable 
£20 on application and £85 on allotment. Show Journal entries 
(ignoring narratives). 

Journal 


Cash ..... Dr 
To Application and Allotment 
(Debentures) . . . . 


£ £ 
200 


200 (a) 


Application and Allotment (Deben- 
tures) ..... Dr. 
To Debentures .... 
,, Debentures Premium* 


1,050 (a) 

1,000 

50 


Cash . , . . . Df 

To Application and Allotment 
(Debentures) . . . , 


85 «\ 


850 (o) 


Items marked (a) cancel themselves out in the Ledger. 


Illustration. X, Ltd., issues ten £100 debentures at 95 per cent, 
payable £20 on application and £50 on allotment : £25 call. Show 
Journal entries (ignoring narratives). 


Journal 


Cash ..... Df.\ 
To Application and Allotment | 
(Debentures) . 

Application and Allotment (Deben- 
tures) ..... Dr. 
Debenture Discount^ . . Dr. 

To Debentures .... 

Cash ..... Dr. 
To Application and Allotment 
(Debentures) . 

Call Account (Debentures) . Dr. 

To Debenture.s 

Cash ...... Dr. 

To Call Account (Debentures) 


£ 

£ 

200 

200 (a) 

700 (a) 


50 

750 

500 

500 (11) 

250 (t) 

250 

250 

250 (6) 


Items marked (a) and (b) cancel themselves out in the Ledger. 

A premium on debentures, except in a company operating 
under the Double Account System, is legally available for 

1 Note that the discount and premium entries are entered with those 
made on allotment. 
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distribution as dividend unless the Articles forbid, although such 
application is contrary to sound financial practice. 

The law requires that the discount on debentures be separately 
shown in the Balance Sheet till written off, and in consequence this 
entails the disclosure of the debenture liability at the nominal value, 

i.e. gross. In the above illustration, the Balance Sheet will show the 
debentures at £1,000 as a liability and the discount of £50 on the 
assets side (unless written off). The amount of discount must be 
disclosed in the Annual Return. 

In all cases a debenture containing a charge must be registered 
with the Registrar of Companies within 21 days of the creation of 
the charge. 

The Companies Act, 1948, provides that the following items 
(appropriate to the matters under discussion) sliall be shown separ- 
ately in the Balance Sheet till written off — 

1. Discount on debentures. 

2. Discount on shares. 

3. Commission on shares and debentures. 

4. Expenses of issue of shares and debentures. 

It will be observed that whilst commission on both shares and 
debentures may be merged (similarly with expenses) the discounts 
must be shown separately. 

Issue of Shares and Debentures to Vendor. The opening entries 
will be dealt with in Chapter XXIII (/), but it is necessary, to com- 
I)lete the explanation of entries for shares and debentures, to refer 
very bnefly to the discharge of the debt to the vendor of a business 
acquired by the company. 

A student will have no difficulty in understanding that the vendor 
will be a creditor in respect of the purchase consideration which 
with goodwill, if necessary, will be exactly equal to the net assets 
acquired. If the vendor receives his debt in cash there will be 
required a credit entry in the Cash Book for the payment, the ven- 
dor being debited. If, however, shares and/or debentures are 
allotted, an entry in Share Capital Account and/or Debentures 
Account takes the place of the entry in the Cash Book. So far as 
relates to the vendor's shares and/or debentures there will be no 
need for Application and .Allotment and Call Accounts. 

Illustration. The purchase consideration payable to the vendor 
is £2,000, to be discharged by the issue of 1,100 shares of £1, credited 
as fully paid, and £1,000 7 per cent debentures at a discount of 
10 per cent. 

Show the Journal entries in the books of the company. 
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Journal 


Vendor ..... T>r. 

To Share Capital * . . . 

Being the issue of x ,ioo shares of each 
fully paid in part discharge of pur- 
chase consideration per directors' 

resolution dated vxde Minute 

Book, p 

Vendor ..... Dr. 

Discount on Debentures , Dr. 

To 7% Debentures 

Being the issue of £1,000 debentures at 
90% in final discharge of purchase 
consideration per directors* resolution 
dated vide Minute Book, 

p. ... 


Assuming that the vendor sold to the company sundry assets 
worth £1,850, excluding goodwill, for £2,000, the initial gentry would 
be— 

Journal 


Goodwill Dr. 

Sundry Assets .... Dr. 

To Vendor* .... 

Being assets taken over from Vendor as per 
purchase ag^reement dated 


The Balance Sheet will be — 

Balance Sheet as at 

- ^ r—\\ i'- 

Sundry Assets . . . 1,850 

Goodwill . . 150 

Discount on Debentures . 100 


£2,100 


* Particulars of the allotment stating the consideration therefor must be 
notihed to the Registrar of Companies within one month of allotment. 

(a) Shown as **asset’* till written off. ? 

{b) Shown as liability for £j,ooo. 

In examination work the two Journal entries may be combined, although 
(unless pressed for time) it is preferable that the student write them up 
separately. 

* Upon the issue of shares and debentures the debits from the Journal 
will eliminate the above credit. 


Authorized Capita] . ' 

Issued Share Capital — 

1,100 Shares of £1 each 
fully paid . 1,100 

7% Debentures , 1,000 

£2,100 
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The company, in practice, would probably issue further shares 
and this would be e^ential if the vendor is to receive part or all 
of the purchase consideration in cash, the entries tor which will be 
made according to the principles already outlined. 

Issue of Debentures as Collateral Security for a Loan. A company 
may issue its own debentures as collateral security for a loan or for 
a bank overdraft by way of total or partial security therefor. 

A collateral security is one which can be realized by the party 
in possession in the event of the original loan not being repaid at 
the due date or in the event of other breach of agreement between 
the parties. On repayment of the loan the collateral security is at 
once released. 

Thus, in the case of debentures issued by a company as collateral, 
these debentures will normally be withdrawn if the loan is repaid 
at the due date. 

Sect. 90 (3) of the Companies Act, 1948, however, provides that 
debentures deposited as security for advances from time to time on 
current account or otherwise shall not be considered to have been 
redeemed by reason only of the account of the company having 
ceased to be in debit whilst the debentures still remain deposited. 

There are two ways of dealing with these debentures in the accounts 
of the company. 

I. No entry whatsoever is made in the financial books of the 
company in respect of such debentures, their existence being 
recorded simply by a note on the Balance Sheet under the liability 
secured. 

Illustration. Aldine, Ltd., obtains an overdraft from its bankers 
of £20,000, giving as collateral security £25,000 debentures. Tlie 
Balance Sheet of Aldine, Ltd., will appear as follows — 


Balance Sheet as at 


Liabilities Side 

£ 

Bank Overdraft ..... 

20.000 

(Collaterally secured by an i.ssue ot 


£25,000 debentures.) 



2. By recording the transaction in the financial books of the 
company. The debentures issued will be debited to Debentures 
Suspense Account and credited to Debentures Account. The De- 
bentures Suspense Account will appear as an asset on the Balance 
Sheet. Upon repa5nnent of the loan the entries will be reversed. 
Debentures Account being debited and Debentures Suspense 
Account credited. 

Illustration. Taking the same details as in the above illustration, 
the entries on issue are — 
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Journal 

Debentures Suspense . . .Dr 

To Debentures .... 

Being debentures issued collaterally to 
X Bank to secure an overdraft of ^20,000 

as per directors’ resolution dated 

vide Minute Book, p 

No question of interest on debentures arises in such a case; 
the interest on Bank Overdraft is dealt with in the normal manner. 

Debenture Interest. Debenture interest is the interest payable 
by the borrowing company in return for money lent on debenture ; 
it constitutes a charge against profits whether profits are earned or 
not. Upon pajment of debenture interest, the company is bound 
to deduct income tax at the standard rate from thp interest, and 
account for the tax deducted to the Inland Reveniie. (See Chap- 
ter XXI.) ^ 

Book-keeping Entries, i. Debit the Debenture Interest Account 
with the GROSS amount of the interest. 

2. Credit the net amount to Debenture-holders. 

3. Credit the income tax on the interest to Income Tax Account. 

The Debenture-holders Account will be debited upon the pay- 
ment by the company, and at the end of the accounting period the 
Debenture Interest Account will be transferred to the debit of 
Profit and Loss Account. 

Illustration. Borrowers, Ltd., has 400 5 per cent debentures of 
£100 each outstanding, the interest being payable half-yearly on 
5th April and 5th October. The company's year ends on 5th 
April, and the liability for Income Tax, based on the profits, includ- 
ing debenture interest added back, is £2,500. Show Journal entries 
in the company's books. Take Income Tax at qs. in the £. 

In addition, write up the necessary ledger accounts. 

Journal 


Debenture Interest . .Dr 

To Debenture-holders 
, , Income Tax .... 
Being half-year's debenture interest and 
income tax thereon at 9s, in £ 

19 ; . 

April 5 Debenture Interest . Dr. 

To Debenture-holders 
„ Income Tax .... 

Being half-year’s debenture interest and 
income tax thereon at 9s. in £ 



19 ’ . 
Oct, 5 
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Dr. 


Debenture Interest 


C>. 


19.. 
Oct. 5 

To Half-year's Interest' . 


£ 

1.000 

19 . 

April 5 

By Profit and Loas Account 

i 

£ 

2,000 

19. . 
April 5 

II * ■ 


1,000 





Dr. 


Income Tax 


Cr. 

19 . 
April 5 

1 To Commissioners of In- 
land Revenue: Liabil- 
1 ity for the Year' 


i 

2,500 

19 . 

! Oct. 5 

19 

April 5 

By Debenture Interest 
Account 

,, Profit and Loss Appro- 
priation Account 


£ 

450 

450 

1,600 




^C2.5oo 




£2.500 

Dr. 


Debenture-holders 


Cr. 

19.. ! 
Oct. 3 
*9 

April 5 

To Cash 


£ 

550 

550 

19.. 
Oct. 5 

19. 

April 5 

By Debenture Interest 
Account 

1 

] 

550 

550 




£1,100 




£1,100 

Dr. 

Commissioners of Inland Revenue 

Cr. 





19 . 
April 5 

By Income Tax Account . 


£ 

3,500 


Debenture Interest and Tax Thereon in Final Accounts. Students 
will often find in examination problems involving a Profit and 
Loss Account and Balance Sheet an item in the Trial Balance 
as follows — 

Half-year’s debenture interest, less tax at 9s., £660. 

This item shows that only the cash payment made to the de- 
benture-holders has been recorded in the books, and hence it is 
necessary to find the gross figure, which is £1,200. The Profit and 
Loss Account will be debited with the full year’s interest (gross). 
£2,400, together with the net balance on Income Tax Account, the 
Balance Sheet showing the liability to the debenture-holders £660, 
and to the Inland Revenue on the assessment figure. The result is 
to show the liability under its true heading. Assuming the tax 
liability of the company to be £1,920, the following entries will 
appear in the books of the company — 


Dr. Profit and Loss Account Cr. 




£ 




To Debenture Interest 
„ Income Tax* 


3,400 

840 





^ The gross and tax may be entered separately. (See next illustration.) 

* Debit for the tax payable per assessment on profits, which will include 
the amount of debenture interest added back. 

• Actually this may appear in the Appropriation Section 



ACCOUNTANCY 


838 


Dr. Income Tax Cr. 


To Commissioners of Inland 
Revenue: Liability for 
the year . 

! 


i 

1,920 


By Debenture Interest Ac- 
count 

„ Profit and Loss Appro- 
priatiOD Account ^ 


t ' 
1,080 

840 

i 


£1.920 




£1.9*0 


Dr. Debenture Interest Cr. 


To Debenture-holde rs for 
half-yeAr’s interest 


£ 

660 
660 j 

1 

i,o8oj 


by Profit and Loss Account . 


L 

2,400 

,, Income Tax* 

[9s. in £ on £2,400] 


i 

/ 

1 



! 

i 


£a,40o| 

1 

1 



£2,400 







Dr. Debenture-holders ' Cr. 


1 

' 1 0 Cash 
„ Balance 

c/d 

/ 

660 

660 


i 

By Debenture Interest Ac- 
count 

*. .. .. 


L 

660 

650 

1 


£1,320 


i 


£1.320 





By Balance . | 

b/d 

660 


Balance Sheet 

Liabilities Side 

L 

Reserve fur future Income Tax 

1,920 

Current Liabilities : 

Creditors (includes Debenture-holders) 

660 


Other important problems arise on this topic, but as they 
involve a knowledge of matters not yet explained, they will be 
dealt with at the same time as the problems with which they 
are connected. 

Redemption of Debentures. Where debentures are redeemable 
the method usually adopted to safeguard the interests of the deben- 
ture-holders is to require a Sinking Fund to be created out of profits 
and a sum equivalent thereto invested in outside securities or in 
an insurance policy. This usually takes place where the debentures 
are redeemable at a fixed date. 

Instead of requiring a fixed appropriation to a Siting Fund, 
provision is sometimes made whereby the company- is precluded 
from paying dividends over and above a certain fixed rate. This 

* Net balance, as mentioned above. 

* In practice the transfer to Income Tax Account would be made at the 
date of each accrual; in this instance, half-yearly. 
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pro\iso will not of itself ensure the reasonable certainty that 
the CASH will be forthcoming, so that a further provision is ad- 
visable to compel the setting aside of moneys, e.g. by an insurance 
policy, so that cash may be available when required for debenture 
redemption. 

The three ways of discharging a debenture debt are — 

I* By payment to the holders, either at par or at a premium, at 
the expiry of a specified period or at the company’s option at a 
date within a specified period. 

2. By purchase of the debentures in the open market usually 
permitted only if the maiket price falls to, or below, a specified 
figure, e.g. in the case of £100 debenture stock if the market price 
falls to, or below, say 97. 

3. By payment year by year of a certain portion, say one-tenth, 
of the total debenture debt by ’’drawings,” that is, by withdrawal 
from a sealed drum of slips, each representing a number of deben- 
tures to be repaid. 

Payment of Debentures at Maturity. The practice is to set aside 
annually an equal sum which, with compound interest at a rate 
decided upon, will amount to the sum required to pay off the 
debentures at the date fixed for redemption. Simultaneously with 
the above appropriation, a like sum of money is invested in first- 
class fixed income securities together with the interest received 
therefrom year by year, so that in each Balance Sheet of the com- 
pany until the debentures are redeemed, will appear the deben- 
tures and the Sinking Fund as liabilities and the Sinking Fund 
Investment as an asset. 

It is necessary^ to distinguish carefully between the two items; 
the first is merely a certain amount of undistributed profit kept 
on one side and not available for immediate distribution to the 
members, but nevertheless, still profits of the company ; whilst the 
investment of the same amount is merely an asset of the company 
invested “outside” so that it becomes an available cash asset 
when required. 

In making calculations for the amount to set on one side the 
actual figure is obtainable from Tables. Consideration must be 
given to the cost of purchase, income tax on the interest (the rate of 
which obviously cannot be accurately prognosticated), possible 
depreciation of the investment at the date when it is necessary^ to 
realize it for the purpose of providing cash to repa}^ the debenture- 
holders. For these reasons, many companies provide the cash by 
taking out an insurance policy, the yearly premiums being the 
equivalent of the yearly investment in securities; others prefer 
to take a security which has a redemption date coinciding with 
that of the date on which the repayment of the debentures 
falls due. 

The book-keeping entries are at the date of the creation of Fund — 
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(1) Debit Profit and Loss Appropriation Account' jwith the yearly sum 

Credit Sinking Fund Account ito be set aside. 

(2) Debit Sinking Fund Investment Account > with the yearly sum 

Credit Cash ) invested. 

This process will be repeated each year. 

In addition, the annual interest will have to be dealt with thus-^ 

(1) Debit Cash >on receipt of 

Credit Sinking Fund Account 5 Interest. 

(2) Debit Sinking Fund Investment Account ion reinvestment of 

Credit Cash 5 Interest. 

Upon realization and redemption the entries are — 

(1) Debit Cash. ) ^ 

^ Credit Sinking Fund Investment Account. 1 mvestments. 

(2) Debit Debentures Account ) on redtoption of 

Credit Cash. 1 debentures. 

(3) Debit Sinking Fund Account. | with paft of Sinking Fund 

Credit Reserve. / no longer required. 

Where debentures are redeemed at a premium, the additional 
entries necessitated are as follows — 

(1) Debit Premium on Redemption of Debentures Account. 

Credit Debentures Account. 

(2) Debit Sinking Fund Account. 

Credit Premium on Redemption of Debentures Account. 

The converse applies in the case of a redemption at a discount. 

Alternatively, the balance of Debentures Account may be trans- 
ferred to the credit of Debenture-holders Account, and upon 
redemption cash debited thereto. 

Illustration. Ushant, Ltd., has made an issue of £10,000 5 per 
cent debentures at par on ist January, 1951, the terms of which 
include that the company must provide a Sinking Fund for redemp- 
tion on 31st December, three years later. It is ascertained from 
Tables that the annual sum to be set on one side for three years 
at 4 per cent (rate chosen) compound interest to accumulate to 
is ^-320348. The first investment to be made on 31st December 
following issue. 

Show Journal entries for the first two years and Ledger Accounts 
for the three years, ignoring tax and expenses. 

[It should first be mentioned that so short a life is unlikely, the 
period being thus chosen so as to show all the transactions. Secondly, 
the fund wUl not come into being until the end of the first year and 
no interest Mull arise till the end of the second year,.4.e. on the first 
investment.] 

The amount to be set aside is — 

10,000 times *320348 = £3203*48 

^ The amount in question is NOT a charge against profits. 
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Journal 


Dec. 31 Profit and Loss Appropriation Dr. 
To Sinking Fund 

Being annual sum set aside out ofj 
profits. 

Sinking Fund Investment . Dr. 

To Cash ..... 
Being annual sum invested at 4% p.a. 

1^52 

Dec 31 Cash ..... Dr. 
To Sinking Fund 

Being interest received on £3,203 
9s. 7d. at 4% per annum 

Sinking Fund Investment . Dr. 

To Cash ..... 
Being investment of interest received 

[At this date entries will, in addition, be made 
similar to those in 195 ij 


£ 

s. 

d. 

£ 

s. 

3.203 

9 

7 






3.203 

9 

3.203 

9 

7 






3.203 

9 

128 

2 

lOl 






128 

2 

12S 

2 

10 

* 





128 

2 


Dr. 5 % Debentures Cr. 


1953 


£ 

5 . 

d. 

1951 



£ 

s. 

Dec. 31 To Cash: Deben- 





Jan 1 

By Cash: £10,000 




tures redeemed 


10,000 

0 

0 


Debentures 







- 

- 


issued at par . 

1 


10,000 

0 


Dr. Sinking Fund Investment Cr. 


Dec 31 

To Cash 


£ 

3-203 

s. 

9 

7 

1951 

Dec. 31 

By Balance 

c/d 

£ 

3.203 

c. 

9 

1952 

Un. I 
Dec. 31 

To Balance . 

„ Cash 

,, Interest at 4% 

b/d 

3.203 

3.203 

9 

9 

7 

7 

1952 
Dec. 31 

By Balance 

c/d 

6-535 

3 


p.a. on £3.203 
9S, 7d. for one 
year 


128 

3 

10 









£ 6,535 

2 

0 




£ 6.535 

3 

1953 
Jan. 1 
Dec 31 

To Balance . 

„ Cash! 

1 ,, Interest at 4% 

j p.a. on £6, 535 

1 2S. for one 

! year^ . 

b/d 

6,535 

3,203 

■261 

2 

9 

8 

0 

7 

5 


By Cash 


10,000 

0 


i 

£ 

10,000 

0 

0 




xo.ooo 

0 


1 



“1 



i 





^ As redemption takes place the same day, these items would obviously 
not be actually invested. 

* The calculation of interest is strictly £261 8s. 2d., as the tables used are 
given to six decimal places only. 
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Dt. 


Sinking Fund 


Cr. 





1 

a. 

d. 

t 

1951 

Dec. 31 

By Profit and Lots 
Appropriation 
Account 


£ 

S *303 

». 4 . 

1 , 

9; 7 







Dec. 31 

„ Profit and Lon 
Appropriation 
Account 

„ Cash : Interest 


3 ,ao 3 

X28 

9 ' 7 

2,10 

X 953 
Dec. 31 

To Transfer to Gen- 
eral Reserve . 


10,000 

1 

0 

0 

X 953 
Dec. 31 

„ Profit and Lon 
Appropriatioa 
Account 

„ Cash; Interest 


3 i *03 

26x 

[ ' 

1 7 
-!! ^ 



1 

10.000 

0 

0 



£ 

10.000 

o| 0 





1 i 1 







Balance Sheet 

(as relates to Debentures immediately prior to their redemption) 


/ 1 0,000 5% Debentures 

redeemedable on 31st 
December, 1953 
Sinking Fund 


£ 

\ 

£ 

10,000 

10,000 

Cash . . . ' . 

10,000 


It may be here noted that frequently the term ** Debenture Re- 
demption Account (or Fund)" is employed instead of "Sinking 
Fund." 

Although it is not usual to redeem debentures until the com- 
pletion of the build up of the Sinking Fund, problems occur fre- 
quently in examinations which require the entries for redemption 
when part of the debentures are paid off out of the Redemption 
Fund Investments. 

It will be clear that in connection with debenture redemption 
there will normally arise two distinct profits or losses, viz. — 

1. Profit or loss on the realization of the Sinking FundIn vestments. 

2. Profit or loss on the redemption of the debratures. 

Unless the question indicates to the contrary, both the above 
results should be transferred to the Sinking Fimd (or Debenture 
Redemption Account). After this is done the balance of the Fund 
will be made up of — 

1. The amount representing the nominal amount of debentures 
redeemed. 

2. The amount representing the book value of the remaining 
Debenture Redemption Fund Investments (including any cash 
balance where the investments sold have produced more than the 
sum required for redemption). 

Item (i) will be transferred to General Reserve (or as the question 
indicates), leaving item (z) as the final balance. 
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Illustration. The Debenture Redemption Account of X, Ltd., 
stood at jfS.ooo represented by £10,000 (nominal) investments. 
The debentures stood at £30,000 and the company sold £6,000 
(nominal) investments at 84 for the purpose of redeeming £5,000 
debentures at looj. Show Ledger Accounts, ignoring interest and 
brokerage. 


Dr. Debentures C>. 


To Cub .... 
,, Balance 

c/d 

£ 

3,025 

25,000 


By Balance 

„ Debenture Redemption 
Account, Premium on 
Redemption 

b/d 


£ 

30,025 



£ ^ 





By Balance . . j 

b/d 


Dr. Debenture Redemption Cr. 


To Premium on Redemption 
of £5,000 Debentures . 
„ GeneriJ Reserve (i) 

„ Balance 

c/d 

£ 

25 

5,000 

3.215 


By Balance 

„ Profit on Realisation ot 
Investments 

b/d 

£ 

8,000 

240 



£8,240 




(8,240 





By Balance (a) . 

b/d 

3.215 


Dr. Debenture Redemption Fund Investment Cr, 





Nom- 

inal 

Price 





Nom- 

inal 

Price j 



To Balance . 

„ Debenture Re- 
demption Ac- 
count — 

Profit on 
Realization . 

b/d 

£ 

10,000 

80 

£ 

8,000 

240 


By Cash 
„ Balance 

c/d 

6.000 

4.000 

84 

80 

£ 

5,040 

3,200 



£ 

10,000 


£8,240 



£ 

10,000 


£ 8,240 


To Balance (a) 

b/d 

4,000 

80 

3,200 


1 






Dr. General Reserve Ct. 






By Debenture Redemption 


£ 



1 


Account . 


5,000 


Dr. Cash Cr. 


To Debenture Redemption 
Fund Investment 
Account . 


£ 

5,040 


By Debentures Account 
,, Balance 

c/d 

£ 

5,023 

15 



£5,040 




£5,040 

To Batance (a) . 

b/d 

15 
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Note (i) The transfer to General Reserve equals the nominal amount of 
debentures redeemed. 

Note (2). The balance on Debenture Redemption Account equals the book 
value of investments, viz. investments /3,200, plus cash £15. The latter is 
merely the balance remaining by reason of the sale of investments providing 
slightly more cash than is required for redemption. 


Insurance Policy Method. The principle outlined above applie.s 
to this method, except that no interest is receivable during the 
period. Accordingly, the instalments (i.e. the premiums payable) 
will be less than the total sum of the policy divided by the number 
of premiums, e.g. if the amount to be provided is £5,000 in five 
years, the premium will be considerably less than £1,000 seeing that 
no interest as such is receivable ; on the other hand it will be higher 
than the sum set aside by the investment method, because the latter 
will presuppose a rate of interest of, say, 3 per cent' to per cent, 
whereas the yearly premiums will be based at a ratelapproximating 
to 2i to 3 per cent. 

Again, the investment made into securities can be realized at any 
time, subject to any depreciation or appreciation in value, whereas 
if the policy is surrendered there will be a very serious loss entailed. 
This, however, may be avoided by obtaining a loan on the security 
of the policy. 

The premium must be paid at the commencement of the first 
year, as one year must elapse after the last premium is paid before 
the policy moneys fall due. 

The entries upon the yearly appropriation and payment of 
premium will be as follows — 


I. Debit Profit and Loss Appropriation Account. 
Credit Debenture Redemption Account. 

2 Debit Debenture Redemption Policy Account. 
Credit cash. 


Upon realization and redemption — 

1. Debit cash 

Credit Debenture Redemption Policy Account 

2. Debit Debentures Account. 

Credit cash. 

3. Debit Debenture Redemption Account 
Credit Reserve Account, 

Where debentures are redeemed at a premium, the entries necessi- 
tated are as follows — 

(1) Debit Premium on Redemption of Debentures Account. 

Credit Debentures Account. 

(2) Debit Debenture Redemption Account. 

Credit Premium on Redemption of Debentures Account. 

The converse applies in the case of a redemption at a discount. 
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As the amount receivable will be in excess of the sum of the 
premiums, there will be a profit at the end of the period on the 
policy, unless a transfer is made yearly on the basis of an estimated 
rate of interest earned, in which case the yearly transfer would be — 
Debit Debenture Redemption Policy Account. 

Credit Debenture Redemption Account. 

Illustration. Ushant, Ltd., has made an issue of £10,000 5 per 
cent debentures on ist January, 19.., the terms of whicli include 
that the company must provide a Sinking Fund for redemption 
on 3Tst December, 19. . (three years later). The directors decide to 
take out an insurance policy to provide the necessary cash, the 
annual premium being £3,141 is. 5d., on which the return is 3 per 
cent per annum compound interest. 

Show Ledger Accounts. 


Dr. 


5% Debentures 


Cf. 


To Cash 


£ 

10,000 

Year i 
(corn- 
men cc- 
luenl) 

lly C.i‘'h 


£ 

10,000 








Dr. Debenture^ Redemption Cr 




i 


5 

d 

Year 

By Pro 6 t and Loss 


£ 

8 . 

d. 







1 

(end) 

Appropriation 
Account . 


3.141 

X 

5 







,, Debenture Re* 












demptiou Policy 
Account — 












Interest at 3% 












pa. on £3.141 











1 

IS. 3d. lor oue 
year 


94 

♦ 

8 







1 



3,235 

6 

1 







1 2 

By Profit and Loss 











(riid) 

Appropriation 

Account 


3 ,i 4 i 

t 

3 








„ Debenture Re- 












demptioD Policy 
Acc;ount — 










1 


1 Interest at 3% 










1 

1 

p.a. on £6,376 
7s 6d. for one 











i 

year 


191 

5 

10 






1 






(er ) 

To General Reserve 


10,000 

0 

0 

3 ' 

1 By Profit and Loss 


6,567 

13 

4 





(end) ! 

Appropriation 











Account . 

„ Debenture Re- 


3.141 

X 

3 


1 





1 

demption Policy 
Account — 











1 

Interest at 3% 












p.a. on £9.708 
148. 9d. for one 












year 


291 

5 

3 



1 

, ^ 

10,000 

0 

0 

i 

1 

£ 

10,000 

0 

0 




1 










^ These accounts will be balanced off yearly in the usual way. 
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Dr . Debenture^ Redemption Policy Cr. 


Year i 



£ 

s. 

d. 




£ 


(com- 

To Cash— 










iDfoce- 

Premium 


3 » 14 X 

I 

5 





1 

meat) 











(end) 

„ Debenture Re- 










demption Ac- 
count — 









1 



Interest 


94 

4 

a 









3,235 

6 

.! 






Year 3 
(com- 

To Cash— 










mencc- 

Premium 


3.141 

I 

3 






men!) 










j 

(end) 

,, Debenture Re- 
demption Ac- 
count — 




i 

1 


1 






Interest 


igi 

5 

to! 




j 

i 




6.567 

13 

4 


i 

1 



1 

Years 






Year 3 

By Cash \ 



1 

(com- 

To Cash — 





(end) 


10,000 

1 

mence- 

Premtum 



1 

5 


\ 




ment) 










(end) 

„ Debenture Re- 
demption Ac- 
count- 


1 




\ 






Interest 


291 

5 

3 

—1 








£ 

10,000 

0 

o| 


i 

1 

i ^ 

10,000 

1 0 




1 

r 

J 


I 





Dr. Cash {re Redemption) Cr 


Years 

(end) 




£ 

Years 



To Debenture Redemption 



(end) 

Bv 5% DebcnturesArconnt 


Policy Account 


10,000 





It will be observed that the principles enumerated are precisely 
those discussed in Chapter VII, so far as they relate to the con- 
struction of the accounts for the amortization of an asset. The 
balance of the Debenture Redemption Account upon the repay- 
ment of debentures becomes a free reserve, whereas the Asset 
Amortization Account must be used to wite down an asset. (See 
page 184.) 

Redemption by Annual Drawings. The repayments taking place 
annually preclude the building up of a Sinking Fund and investments 
to accumulate to the required sum due on a fixed date, so that it 
is usual to restrict the rate of dividends on ordinary shares to a 
certain percentage until the final repayment or to permit the late 
of dividend to increase as the debenture debt diminishes. The 
entries required are : debit debentures, credit cash with the yearly 
drawings. 

Debenture Discount. Where debentures have bfen issued at a 
discount the prudent company will write off to Profit and Loss Ap- 
propriation Account a proportion year by year, although it is not 
leg^ly necessary unless the company’s own provisions require it. 

* These accounts will be balanced off yearly in the usual way. 



COliPANY ACCOUNTS — ^DEBENTURES 


847 

The two methods usually employed are (i) to write off an 
amount yearly, proportionate to the life of the debentures, e,g. 
if the maturity of the debentures is ten years after issue, one-tenth 
of the debenture discount will be written off ; or (2) to write off 
discount proportionate to the debenture debt outstanding at the 
commencement of each year less repayments, if any, during that 
year. 

Illustration. A, Ltd., issues £10,000 debentures on ist January, 
ig. ,, at a discount of 5 per cent repayable in annual drawings of 
£2,000, commencing 31st December following. The companj^'s year 
ends on 31st December. Show the amounts to be written off in the 
five years, assuming that the company decides to write off Debenture 
Discoimt Account during the life of the debentures. 

Method i. 

One-fifth of £500 = £100 per annum 

Method 2. 

Amount of debentures outstanding at the commencement of each 
year, viz. : 


Year 


Proportion 

A mount 


£ 


£ 

S. 

d. 

1 

10,000 = 

.'(!! X 500 = 

166 

13 

4 

2 

8,000 =• 

,4 X 500 = 

133 

6 

8 

3 

6,000 = 

X 500 = 

100 

0 

0 

4 

4,000 = 

!?o X 500 = 

66 

13 

4 

5 

2,000 = 

A X 500 = 

33 

6 

8 


30,000 


£$°o 

0 

0 


The Ledger Account for Debenture discount as dealt with by 
Method 2 is as follows — 

Dr. Debenture Discount Cr. 


Year 



i 

s. 

\d. 

Year 



£ 

s . 

d . 

I 

To Debentures 


500 

0 

0 

I 

By Profit and Loss Appro- 











priation Account 


166 

13 

4 








„ Balance 

[c/d 

333 

6 

8 




£soo 

0 

0 





0 

0 

2 

To Balance 

b/d 

333 

6 

8 

2 

By Profit and Loss Appro- 










priation Account 
„ Balance . 

c/d 

T 33 

200 

6 

0 

8 

0 


i 


£333 

_6 

_8 




£333 

6 

8 

3 

To Balance 

b/d 

200 

0 

0 

3 

By Profit and Loss Appro- 
priation Account 
„ Balance . 


100 

0 

0 








c/d 

100 

0 

0 




£200 

0 

0 




M 

0 

0 

♦ 

To Balance 

/ 

b/d 

xoo 

0 

0 

4 

By Profit and Loss Appro- 
priation Account 
„ Balance . 


66 

;i 

4 







c/d 

33 

8 




£100 


0 





0 

0 

5 

To Balance 

b/d 

£i 3 \ 

6 

8 

5 

By Profit and Loss Appro- 


£33 








priation Account 


6 

8 


] 








i _J J 




ACCOUNTANCY 


848 

Illustration. Debenture discount is £120 in respect of £6,000 
debentures issued on ist April, 1950, repayable by tliree equal 
drawings of £2,000 each. The company makes its accounts up to 
31st December. The calculation for the amount of discount to be 
written off is as follows — 


Year ended 



Amount written off 

3i8t Dec., 1950 

£ 

6,000 X f fi.e. xst April to 3i8t Dec.] 

£ 

i, 

4,500 tV. 

> X 130 — 

i 

45 

.. 1951 

6,000 X i fi*®* ist Jan. to 31st Mar.] 

1,500 





4,000 X i [i.e. 1st April to 31st Dec.] 

3,000 







4.500 

, X 130 “ 

45 

1952 

4,000 X i [as in 1948] 

1,000 





3,000 X 1 [as in 2948] 

1,500 






— 

2,500 y,; 

, X 130 n 

25 

1953 

3,000 X i [i.e. ist Jan. to sist Mar.] 


500 T'], 

, X X 30 -> 

5 


£120 


It is assumed that the first repayment takes place on ist /^pril, 1951. 


The writing off in the above illustration involves\four accountin^^ 
periods, the first and the last being respectively for 9 months (ot 
1950)' and 3 months (of 1953), during which time debentures are 
outstanding. After the first full year operates (i.e. 1951) the ratios 
decrease by £2,000.^ 

The position in regard to an issue of debentures at a premium 
or at a discount demands further attention. The principles involved 
are similar, so that the question of an issue at a premium will also 
be considered. Where debentures are issued at a premium it is 
usually because the interest payable thereon is higher than that 
reasonably obtainable on a security of that kind, after making due 
allowance for business risk. Therefore, the real burden to the com- 
pany should be that arising from a payment of interest at the 
normal rate so that the premium on issue is not a true profit at all. 
If the debentures are redeemable at a fixed date the premium 
charged should be the present worth of the differential interest, 
so that the difference between the actual and normal rate of 
interest will exhaust the amount of the premium by the expiry of 
the term of the debentures. 

For instance, if a company issues £1,000 debentures (ruling rate 
of interest being 4 per cent) they may be issued at a premium with 
a higher rate of interest than 4 per cent or at a discount with a 
lower rate of interest than 4 per cent having regard to date of 
maturity. 

Illustration. Assuming that the £1,000 debentures are redeemable 
at the expiry of five years the issue price would he (on a 4 per 
cent yield basis, but a 6 per cent interest payment baMs) at a 
premium of £89*03 to the nearest second place of decimals or in 
practice £89, 

' If method (i) is used, the amounts written off will be £^o, £^o, £40, 
and jfio respectively. 
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The above figure may be obtained from an Annuity Table. The 
book-keeping entry will be— 

Debit Cash .... 1,089*03 ^ 

Credit Debentures . . . 1,000 

,, Premium .... 89*03 


As the interest on £1,089*03 at 4 per cent per annum is really 
^43*56 annually, debenture interest should be debited therewith; 
the ifference between such amount and the 6 per cent on £1,000 = 
[60 is virtually a part repayment of the premium, so that at the 
beginning of the second year the amount of premium has been 
returned to the extent of £16*44, leaving premium outstanding 
it £72*59 (i.e. £89*03 less £16*44). Hence, in the second year the 
return of premium will be the difference between the £60 and 4 
per cent interest on £1072*59 (£42*90), viz. £17*10, thus continuing 
the process until the end of the fifth year, when £1,000 remains 
for payment. 

The book-keeping entries for each of the five years will be — 



Dr. 

Debenture 
Interest 
[per next 
column] 


Dr 

Cr 

Balances 


4% on 

Premium 

Cash 

1 Cf. 

Debentures 

Cf. 

Premium 

'ommencement of ist year 

£ 

£ 

£ 

£ 

£ 

1,000 

£ 

89*03 

*>Dd of 1st year 

43*56 

(1,089*03) 

(6) 16*44 

60 

1,000 

(«) 72*59 

2nd 

42*90 

(1,072*59) 

id) 1710 

60 

1,000 

«) 55*49 

3rd 

42*22 

(1,055*49) 

(/) 1778 

60 

1,000 

W 37*71 

4th 

41*51 

(1.037*71) 

(A) x8-49 

60 

1,000 

(e) 19*22 

5th 

» 40*78 

(1,019*22) 

(;) 19*22 

£89*03 

60 

1,000 

(i) nil 




—7 





(a) 89*03 less repayment of (6) 16*44 = 72*59 
(c) 72*59 .. .. (^) 17*10 = 55*49 

{«) 55*49 .. (/) 17*78 = 37*71 

(^) 37*71 .. .. (*) i 8*49 = 19’22 

(») 19*22 ,, ,, {j) 19*22 = ml 

The results may now be compared thus — 

(a) By the above method. (b) By taking the premium as profit. 


Debenture Interest 

r 

Debenture Interest 

Premium 

t 

Year x 

43*36 

£ 

60 

it 

89*03 

*, 2 

4290 

60 


3 

42*22 

60 


M 4 

41*51 

60 


5 

40*78 

60 



Total (Debit) £2x0*97 (Debit) £300 £210*97] (Credit) £89*03 

There is no legal necessity for treatment on strict theoretical 
ines, but the method is scientifically sound and in examination 
'vork the principle should be mentioned and (time permitting) 
illustrated. No provision exists in the Companies Act, laying down 


* Actually 40*77 [*01 error arises by taking two places of decimals only]. 
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any particular treatment of premiums on debentures, but only 
as regards discounts. 

Illustration. The same principle applies in treating debentures at 
a discount. Tlie company in offering debentures at a discount would 
have to compute on a 4 per cent basis with interest at 2 per cent to 
permit of the same figures being employed. Just as, in the previous 
illustration, the 2 per cent extra interest was merged in the pre- 
mium, so the 2 per cent less interest will be merged in the discount. 
Hence, as the premium for the differential 2 per cent was 89-03 per 
£1,000, so the discount will be the same figure; therefore, the de- 
bentures will be issued on that basis, the entry on receipt being— 

I £ 

Debit Cash ...... 910-97 

,, Discount on Debentures . . 89«o3, 

Credit Debentures .... | 1,000 

The law, it will be remembered, insists on the distount on deben- 
tures being shown in the Balance Sheet as a separate item (and the 
debentures as a consequence at the gross figure) The reverse pro- 
cess now applies, viz. the true rate of interest is £20 [2 per cent on 
£1,000] plus £16-44 fo make up 4 per cent on £910*^7 [£36-44], so 
that the sum of £36*44 will be debited to Profit and Loss Account, 
Cash and Debenture Discount being respectively credited with £20 
and £16-44. Although the law does not require an actual writing 
off of the debenture discount, it must be shown in the Balance 
Sheet TILL written off. 

The entry, therefore, for the first year will be — 

i £ 

Debit Debenture Interest . . . 36-44 

Credit Cash .... . 20-00 

,, Debenture Discount . . 16-44 

This process will be continued imtil the date for repayment of 
debentures. 


The entries year by year will therefore be — 



Dr. 

Debenture 


Cr. 


Balances 


Interest 
[per next 
column] 

4% on 

Debenture 

Discount 

Cash 

Cr. 

Debentures 

Dr 

Debenture 

Discount 

Commencement of zst year 

£ 

£ 

£ 

£ 

i 

1,000 

£ 

89-03 

End of zst year 

36-44 

(a) (910-97) 

z6-44 

20 

1,000 

72-59 

snd 

37-10 

(b) (927-41) 

Z7-ZO 

20 

1,000 

55*49 

srd 

a 37*78 

W (944-51) 

17-78 

20 

1,000 

37*71 

4th 

38-49 

(d) (962-29) 

18-49 

20 

1,000 

i z9-2a 

5th 

^39**a 

(e) (980-78) 

Z9-22 

£89-03 

20 

1,000 

nil 


^ Ax:tually 39-23 [-oi error arises by taking two places of decimals only]. 
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(a) Balance 1,000 less Debenture Discount 89*03 » 910*97 
{b) ,, 1,000 „ ,, ,, 72*59 927*41 

(c) „ I.OOO „ „ 55.49 944.51 

(«) >• 1,000 „ ,, „ 37-71 = 962*29 

(«) 1,000 ,, ,, ,, 19*22 =: 980*78 


The results may now be compared, thus — 


[a) By the above method. 

(p) By taking the discount as loss. 


Debenture Interest 

Discount 



Dr, 

Cr. 


£ 

£ 

£ 

ear 1 

36*44 

89*03 

16*44 

, 2 

37*10 


X7*X0 

. 3 

37*78 


17*78 

4 

38*49 


x 8*49 

. 5 

39-22 


19*22 

Total (Debit) £189*03 




DebeiUure Interesl Discount 

£ ^ 

20 

20 

20 

20 

20 89*03 

(Debit) £xoo [Total Debit (Debit) iC^9*03 

£189-03] =55HSSa 


[The premium (and conversely for discount) is the piesent worth of the 
differential annuity of 2 per cent for five years, taking 4 per cent as the basic 
rate— / j \ 

V (1-04)V 


Present worth == 2 x - - 


*04 


*= 50 1.21655) 

= £8*903 


The present worth of an annuity of £2 at 4 per cent for 5 years is £8*903, 
or £89*03 for an annuity of £20. The investor is, theoretically, prepared to 
pay £89*03 premium to receive, over and above 4 per cent on £1,000, five 
annual payments of £20 each (i.e. 2 per cent on £1,000). 

Conversely, the investor would, in consideration of losing five annual pay- 
ments of £20, require a rebate on the purchase price of £1,000 debentures 
on which he wants a 4 per cent yield, to the extent of £89*03.] 

Purchase of Debentures in Open Market. This is the method 
adopted when it is desired to keep the debentures alive with a view 
to future reissue. They may be purchased as the investment on the 
Sinking Fund or a certain amount may be spent each year out of 
the liquid capital of the business, even where there is no specific 
obligation to redeem. If the purchase is made immediately after 
the interest has been paid the question of accrued interest will not, 
of course, enter into the calciilations. In practice, however, the 
purchase will be made at a time when the market is most favour- 
able, that is, when the market price is low. Where the debentures 
so purchased represent investments on the Sinking Fund, it is 
advisable to write off any premium or discount involved in the 
purchase price to the Sinking Fund, so that at the date of redemp- 
tion the balance of Debenture Investment Accoimt will equal the 
balance of the Debentures Accoimt. If, however, the debentures 
are merely held as an investment in the ordinary course of the com- 
pany’s business, a Debentures Investment Account will be opened 
and treated as an Investment Account in the ordinary way. 
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It may be noted that, where there is a Sinking Fund in existence, 
debentures purchased in the open market are often utilized as the 
Sinking Fund Investment. 

Treatment of Interest on Own Debentures, (i) Where no Sinking 
Fund exists, the interest will be credited either as a separate item 
to Profit and Loss Account or to Debenture Interest Account,^ the 
net balance of the latter being transferred to the debit of Profit and 
Loss Accoimt in the ordinary way. 

(2) Where a Sinking Fund is being built up, if the debentures 
have been acquired either out of the proceeds of sale of Sinking 
Fund Investments or out of profit to the Sinking Fimd, then 
inasmuch as such debentures will form part of the Sinking Fund 
Investments, the interest will be credited to the PuncJ, precisely as 
if the investments were outside investments. Obvioiisly, the debit 
for such interest will be to Profit and Loss Account, \ as the latter 
account should include the interest on the whole of th^ debentures, 
i.e. those held by outsiders and those held by the company itself. 

Profits and losses on Sinking Fund Investments will be dealt 
with on the same principle. 

(3) Where no Sinking Fund exists, if the debentures are purchased 
for cancellation or redeemed by drawings, it is a common practice 
to transfer an amount equal to the debentures purchased for can- 
cellation from Profit and Loss Account to General Reserve — ignoring 
interest — having the same effect as if a fund had been built up 
annually and upon redemption of the debentures transferred to 
General Reserve. 

Should the purchase be made within the interest period, the price 
will be inclusive of accruing interest if bought **cum interest”; 
but if purchased ''ex interest,*' the forthcoming interest is retained 
by the seller. In order to adjust the matter, the accrued interest 
at the date of purchase will be debited in the interest column of the 
Investment Account and the interest for the whole period credited 
in the interest column. Thus a credit is left covering the proportion 
of interest arising since the date of purchase of the debentures. 

Illustration. X, Ltd., purchases on ist April, 19. ., £200 nominal 
of its own 6 per cent debentures at 98^, brokerage and expenses 
being £1. A further purchase of £600 nominal was made on 31st 
October at loi J, brokerage and expenses being £2. Debenture in- 
terest is payable on 30th June and 31st December. Ignore income 
tax. Show Ledger Accounts. 

(a) Included in the price is 3 months* interest at 6 per cent per 
annum on £200 = £3, so that of the £6 received £3 is "pure” 
interest. 

(b) Included in the price is 4 months* interest (ist July to 31st 
October) at 6 per cent per annum on £600 = £12, so that out of the 

1 Either credited to Debenture Interest Received Account and transferred 
to Debenture Interest Paid Account, or credited direct to the latter account- 
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£24 received on 31st December there remains £12 “pure" interest, 
made up of — 

6 months* Interest at 6 per cent per annum on £200 . . .6 
2 months' Interest at 6 per cent per annum on £600 . . .6 

As per Investment Account * . . . £12 

If on 1st January, 19. the £800 debentures are cancelled, the 
Investment Account wiU be debited with £6 and Profit and Loss on 
Cancellation of Debentures Account credited with £6, followed by a 
debit of £800 to Debentures and a credit of £800 to the above 
Investment Account. 


This results as follows — , 

! 

Dr. Own Debentures Investment \ Cr. 





Nominal 

£ 

£ 




i Nomina] 

£ 

19 .. { 

jaD. I 

To Balance 
„ Profit and 
Loss on Can* 
cellation of 
Debentures 
Account . 

j 

b/d 

Soo 

794 

6 

19.. 
Jan. X 

By Debentures 
Account 


800 

800 

£800 

£800 

£800 

£800 






Dr. Debentures Cr. 


/ 9 .. 
Jan. X 

To Debentures 
purchased and 
cancelled 


£ 

800 

19.. 
J»n. I 

By Balance 

b/d 


Dr. 

Profit and Loss 

ON Cancellation of Debentures 

Cr. 





19.. 
Jan. X 

By Profit on purchase 
and cancellation of 
£600 Debentures > 


£ 

6 


Where debentures are purchased on the open market for im- 
mediate cancellation, the purchase price, if “cum interest," includes 
the accruing interest, and the portion of the price that relates to 
interest must be transferred to Debenture Interest Account. When 
the interest date is approaching, the price paid above par may be 
less than the amount represented by the accruing interest, so that 
what appears to be a premium on purchase may really be a discount. 

Where the debentures are acquired “ex interest," the converse 
applies, and the debenture interest wll have to be paid at the 
end of the period, but as, at the date of acquisition, th^ full period 
interest was deducted from the “cum interest" price, an adjustment 

^ Tills account should be left as a Reserve to cover possible subsequent 
losses until aU the Debentures have been discharged. The balance of profit, 
if any, is usually utilized to eliminate expenses of issue and discount on Deben- 
tures if this has not already been done during the life of the Debentures. 
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in relief of interest against capital is required. This is necessary 
because the debenture interest on the debentures bought and can- 
celled does not cover the whole period, but the capital cost has been 
relieved to the extent of the interest for the full period by reason 
of the deduction of the interest for the full period from the price 
when the latter is quoted ex interest.” 

Illustration. On 1st January, X, Ltd., has £12,000 6 per cent 
debentures. In accordance with the powers under the deed, the 
directors acquire in the open market for immediate cancellation 
debentures, as follows — 

Mar. 1 . 3^2,000 at 98 
Aug. I. ]f4,ooo at 100^ 

Dec. 15. Jfi.ooo at 98^ ex interest 

Debenture interest is payable half-yearly, 30th June and 31st 
December. Show Ledger accounts of Debentures, Debenture Interest, 
Profit and Loss on Cancellation. Strike a balance half-yearly — 
ist Half-year. 

Dr. Debentures Cr. 


19 . 

Mar z 

To Debentures pur- 
chased £z,96o 
,, Profit and 

Loss on 

Cancella- 
tion ot De- 
bentures 

Account 40 

c/d 

£ 

2,000 

10,000 

19.- 
Jan. 1 

By Balance 

b/d 

£ 

12,000 

Juue 30 

,, Balance 








£Z2,000 




£12,000 





July I 

By Balance 

b/d 

10,000 


Dr Profit and Loss on Cancellation of Debentures Cr. 




£ 

19. . 



£ 

To Reserve 


60 

Mar. z 

By Debentures 







Account 

(6) 

40 





„ Debenture Interest 







Account . 


30 



£60 




£60 


Dr. Debenture Interest Cr. 


Z 9 .. 

Mar. z 

June 30 

To Profit and Loss on 
Cancellation of De- 
bentures Account 
„ Debenture-holders 
(Interest) Account 


£ 

30 

300 

19.. 

June 30 

By Profit and Loss 
Account . 


£ 

330 




£330 




£330 

Dr. 

DEBENTURE-HOL] 

DERS (Interest) 


Cr. 

June 30 

To Cash 
„ Income Tax 
(at 9s. in the £) 


135 

£300 

19.. 
June 30 

By Debenture Interest 
Account* . 
[£zo,ooo at 6% per an- 
num for six months] 


£ 

300 


^ Alternatively, the net amount of £165 might be credited to this account 
and Tax debited to Debenture Interest Account. 


a8— (B.9 o$s) 
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Notes — 

(1) fl - 6 « j£2,ooo - ^£40 = ^1,960. ;i2,ooo Debentures at 98 « j^i.gOo 

(2) The true Debenture Interest on ;^2,ooo from ist Jan. to 28th £ 

February at 6 per cent per annum . . . . . = 20 

The true Debenture Interest on 10.000 for ( year to June 30th 
at 6 per cent per annum 300 

Charged to Profit and Loss Account, as above . 


(3) The par value of each ;£ioo of Debentures plus accruing interest at 6 
per cent per annum for 2 months (i.e. ist Jan. to 28th February) = £101. The 
Debentures were bought back at only, leaving a profit on the £2,000 at 3 
per cent » £60. 


2nd Half-year. 

Dr. 


Debentures 


Cf. 


19. . 



£ 

19.. 

! 

By Balance \ . 


£ 

Aug. z 

To Debentures pur^ 



July I 

b/d 

xo.ooo 

chased 


4,0X0 

Aug. I 

Profit and Loss pn 



D«ic. 15 

„ Debentures pur- 


Cancellation of Ete- 



chased . £985 

.. Proht and Loss 




bentures Account. 


10 



on Cancellation 
of Debentures 
Account 15 


x.ooo 





3 * 

Balance 

c/d 

5,000 








£10,010 




£10,0x0 





19 .. 
Jan. X 

By Balance 

b/d 

SfOoo 


Dr. Profit and Loss on Cancellation of Debentures Cr. 


19.. 

Aug. X 

To Debentures 


£ 

s. 

d. 

19.. 
Aug. x 

By Debenture Inter- 


£ 

5. 

d 


Account . 


10 

0 

0 

est Account 


20 

0 

0 


,, Balance 

c/d 

zo 

0 

0 










£20 

0 

0 




£20 

0 

0 

Dec. 3Z 

To Debenture Inter- 





Aug. X 

By Balance 

b/d 

xo 

0 

0 


est Account 


2 

zo 

0 

Dec. 15 

,, Debentures Ac- 





„ Balance 

c/d 

22 

xo 

0 

count 


15 

0 

0 




£25 

0 

0 




£*5 

0 

0 









m 

M 

m 

■ 








By Balance 

■sn 

UQ 


IS 

Dr. 


Debenture Interest 


Cr. 


19.. 
Aug. z 

To ProAtand Loss on 


£ 

f. 

d . 

Dec. 31 

By Profit and Loss on 


£ 

t . 

d. 

Cancellation of 





Cancellation of 






Debentures Ac- 






Debentures Ac- 






count^ 


20 

0 

0 


count 


2 

xo 

0 

Dee. 31 

„ Debenture-holders 






„ Profit and Loss 






(Interest) Ao- 

ocnmt 


x 8 o 

0 

0 


Account . 


197 

xo 

0 




£aoo 

0 

0 




£aoo 

0 

0 




Ih— i 






' ' 


— 


^ One month's interest on £4,000 at 6 per cent per annum. 
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Dbbenturb-hold»r8 (Intbrbst) Cr. 


19- . 
Dec. 31 

To Cash . 

,, IncooiaTax 
(at 9s. in the £) . 


i 

99 

8x 

Deo. sx 

By Debrature Intereet 
Aoooiiot* . 
g|)i,ooo at 6% per an* 
nom for liz monthe] 


£ 

xto 




£iBo 



£xBo 


The respective profits on cancellation may be proved as follows — 

(1) 1st August cancellation. The price at true par, i.e. principal 
plus interest to date should be 100 + \ per cent [i.e. 6 per cent per 
annum for i month] = looj. This burden is discharged at looj, 
leaving a profit of J per cent on £4,000 = £10, which is the balance 
shown in the account. 

(2) 15th December cancellation. The **cum interest'' price at 
this date should be — 

100 4- 5^ months* interest at 6 per cent per annum « 102}%. 

But seeing that the price is to be reckoned " ex interest," 6 months 
interest must be deducted, viz. 3% — 

True “par” value [io2f% - 3%] = 991 % 

The purchase price . . . . . = 9 ^ 1 % 

Leaving a profit of i J% 

Hence — X £1,000 : £12 los. profit over par value is made 

by the company. 

In order, therefore, to adjust capital and income, a debit to capital 
and a credit to interest of £2 los. is required, bringing the true 
cost of purchased debentures to qqf. This reduces the redemption 
profit to £12 los. In other words, 99 J "ex interest" is the actual 
"no profit no loss" price, but the actual price being 98^ there is 
clearly a gain of i J per cent on £1,000. 

It must be noted that the interest on 31st December is upon 
£6,000, that is, the remaining debentures plus those redeemed ** ex 
interest " because the debenture-holders are on the register at the 
time of the sale " ex interest,” and are thus entitled to the interest. 

The net charge to Profit and Loss for the half-year ended 31st 
December is computed as follows — 

£ s. d. 

I month's interest on £^,000 at 6% per annum . 20 o o 

si months* interest on £1,000 at 6% per annum 2710 o 
6 months* interest on £5,000 at 6% per annum .150 o o 

[on debentures still outstanding] 

[See page 856] £^97 10 o 

General Illustration. A company raises a loan of £20,000 upon 
debenture stock at a discount of 10 per cent on ist January, 1951. 
The loan is redeemable at par at the end of a period of years by a 
cumulative Sinking Fund, but the company has power to call upon 

^ Alternatively, the net amount of £99 might be credited to this account 
and Tax debited to Debenture Interest Account. 
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the trustees to apply the Sinki^ Fund investments in the purchase 
of stock, if hdow par^ at any time. The annual Sinking Fund con> 
tribution, exclusive of interest accumulated, is £2,000. This amount 
is promptly invested, together with income accumulations, on ist 
January in each year; capital balances arising from realization 
of investments are reinvest^ at the same time. The Sinking Fund 
instalments are calculated on a 3 per cent basis, but are invested 
to give a higher yield. 

Sinking Fund investments produce mterest, less tax, as follows . 
1952. £86; 1953, £139. 

Realizations of Sinking Fund investments are as follows — 

I St Oct., 1952, orig^l cost, 000. 

1st July. 1953, / 373 J original cost, ^400. 

The proceeds of realizations are applied in redemption of stock 
as follows — j 

ist Oct., 1952. in cancellation of ;£i,ooo Stl^k. 

istjuly. 1953, in cancellation of 24^0 Stock. 

Ignore interest on debenture stock. \ 

Prepare accounts in respect of the Sinking Fimd transactions 
given for the years 1951 to 1953 inclusive, showing the manner in 
which the Sinking Fund would be compensated for the loss of 
interest resulting from the realization of investments. State also 
how you would deal with the accounts relating to discount on issue, 
profit on cancellation of stock, and profit and loss on realization 
of investments. 

[For sake of completeness a Cash Account and Profit and Loss 
Appropriation Accoimt in relation to the whole set of transactions 
is pven, together with a "Trial Balance."] 
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pf. Deposit Account Ck 




£ 

*953 



£ 

To Cash . 


54 

Jan. X 

By Sinking Fund In* 







vestments Account 


54 


Or. Profit and Loss Appropriation Account Cr. 


— 







X 95 I 
Dec. 3 * 

To Sinking Fund Ac- 
count . ^ 


£ 

2,000 




19^2 
Dec 3 X 

„ Sinking Fund Ac- 
count 


2,000 




1953 

Dec 31 

,, Sinking Fund Ac- 
count 


2,000 





Dr. Debenture Stock Cr. 


1952 

Ort. 1 

To Cash 


£ 

960 

mi 

Jan. 1 

By Sundries 


20, §00 


„ Profit and Loss on 
CanceUationof De- 
benture Stock 
Account 


40 





Dec 31 

„ Balance 

c/d 

19,000 








£20,000 




£ 20,000 

*953 
luly I 

To Cash 


383 

*933 
Jan. X 

By Balance 

b/d 

19,000 

„ Profit and Loss on 
CanceUationof De- 
benture Stock 
Account 


*7 






Dec. 3t 

Balance 

c/d 

18.600 








£19,000 




£19,000 





1954 

Jan. I 

By Balance 

b/d 

x8,6oo 


Dr. Sinking Fund Investments Cr. 


1952 
Jan. r 
Oct. I 

To Cash 

„ Profit and Loss on 
realization of In- 
vestmen ts Account 


£ 

2,000 

*4 

X952 
Oct. 1 
Dec. 31 

By Cash . 

.. Balance 

c/d 

£ 

Z, 0 I 4 

z,ooo 




£2,014 




£2.014 

, * 9.53 
Jan. z 

To Balance 
„ Cash invested — 
Amount annually 
set aside £2.000 
Interest on 
Investments 86 
Balance of 
sale of In- 
vestments 34 

b/d 

z,ooo 

2,140 

1953 

July X 

Dec. 31 

By Cash 

„ Profit and Loss on 
realization of In- 
vestments Account 
„ Balance 

c/d 

373 

27 

2,740 




£3440 




£3.140 

, *954 
Jan. I 

To Balance 

b/d 

a ,740 
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Or. Suspense (re Cash) Cr. 






X 953 1 



£ 





July X ByCaih 



10 


Or. 


Sinking Fund 


Cr. 


X 952 
Dec 3X 

To Geaeral Reserve 


£ 

1,000 

X951 

Dec. 31 

By ProAt and Loss Ap- 

1 

£ 

„ Balance 

c/d 

3 .X 40 

propriatkm Ac- 







1952 

Oct. X 

count. 


a, 000 





e „ Profit and Loss on 








Cancellation oi De- 
benture Stock Ac- 
count. 


40 






, , Profit and Loss on 







realization of In- 







Dec. 31 

vestments Account 
„ Interest on In vest- 
men tsAccoi^t 


14 






86 






„ Profit and Lott Ap- 
propriation Ac- 
count. 


2,000 

*953 
July X 



£4.140 

1 

X 953 
Jan. I 

\ 


£4.140 

To Profit and Loss on 



By Balance 

b/d 

3,140 


realisation of In* 
vestments Account 


27 

July 1 

„ Profit and Loss on 



Dec. 3X 

,, General Reserve 


400 

Cancellation of De- 




„ Balance 

c/d 

4.86q 


benture Stock Ac- 
count . 


17 





Dec. 31 

,, Interest on Invest- 



1 




ments Account 
i „ Profit and Loss Ap- 


130 






propriation Ac- 
count . 


2,000 




£ 5 .* 9 <> 




£5,290 





1954 






^1 

1 

Jan. X 

By Balance 

b/d 

4.869 


Profit and Loss on Cancellation of Debenture 
Df . Stock Cr 


X952 

Oct. X 

To Sinking Fund Ac- 
count 


£ 

40 

1952 
Oct. X 

By£>ebenture Stock 
Account 


£ 

40 

X 953 
July X 

To Sinking Fund Ac- 
count 


X 7 

1953 

July I 

By Debenture Stock 
Account . 


17 

Dr. 

Profit and Loss 

ON Realization of Investments 

Cr. 

ocir. 

To Sinking Fund Ac- 
count . 


£ 

*4 

X952 
Oct. I 

By linking Fund In- 
vestments Account 


£ 

X 4 


To Sinking Fund In- 
vestments Account 


ay 

X 953 
July X 

4 

By Sinking Fund Ac- 
count . 


27 
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Dr. 


Gbnbral Rbsbrvb 


Cr. 


1952 

Dec. 

To Discount 00 Deben- 
ture Stock Ac- 
count 


£ 

1,000 

195a 

Dec 31 

1 

Bf Sinking Fund Ac- 
j count. 


£ 

1,000 

1953 

Dec. 31 

To Discount on Deben- 
1 ture Stock Ac- 

i count 

I 


400 

1953 

Dec. 31 

i 

By Sinking Fund Ac- | 
count. . .j 

i i 


400 

Dr. 

Discount on Debenture Stock 


Cr. 

195 ] 

1 

To Dsboniurt Stock Ac- 
count . 


£ 

2,000 

1952 
Dec. 31 

By General Reserve . 
„ Balance 

c/d 

£ 

1,000 

1,000 




£z,ooo 




£3,000 

1953 

Jan I 

To Balance 

b/d 

1,000 

1953 

Dec. 31 

By General Reserve . 
„ Balance 

c/d 

400 

600 




£1,000 




£t,ooo 

I 9^4 
Jan. I 

To Balance 

b/d 

600 






Opening items are in italics. 


Trial Balances 



31st Dec., 1952 

31st Dec., 1953 


Dr. 

Cr. 


Dr. 1 

1 

Cr. 


£ 

£ 


£ 

£ 

Debenture Stock 


19,000 



18,600 

Sinking Fund 


3M0 



4,869 

Sinking Fund Investments 

(a) 1,000 



(0)2,740 


Cash : General (sr) 16,000 



{y)£i^,ooo 



Interest (b) 86 



{!>) 139 



Deposit . [c) 54 




14.139 



16.140 





Suspense .... 





(c)‘ 10 

Discount on Debenture Stock 

1,000 



600 


Profit and Loss Appropriation 

4,000 



6,000 



^22,140 

£22.H0 


:^^ 3.479 

£^3.W 








^ This is shown in a separate account for clearness and signifies that £io 
of General Cash has been used in redeeming the Debenture Stock. On refer- 
ence to the Cash Account it will be seen that was received from the sale 
of Investments and 1^383 used to repay the Debenture Stock. 
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Notes on 319! December, 1952, Trial Balance. 

(i) The sum of (a) (6) and (c) together with £2,000 to be invested on ist 
Jan., 1953, equal the balance of Sinking Fund Account. 

(x) This is £i 8,000 less £2,000 invested in Sinking Fund Investment Account. 

Notes on 31st December, 1953, Trial Balance. 

(i) The sum of (a) and (6) less (c) together with £2,000 to be invested on ist 
Jan., i954> equal the balance of Sinking Fund Account. 

(y) This is ;£i 6,000 less £2,000 invested in Sinking Fund Investment Account. 

Notes, (i) As the Sinking Fund is used to cancel the Debenture Stock 

a proportion of the former is now "free,** and, subject to the desirability ol 
eliminating part of the Debenture Discount, becomes a general reserve. 

(ii) Compensation to the Sinking Fund in respect of loss of interest on invest- 
ments sold is unnecessary since debentures have been cancelled by the 
proceeds of sale of Investments and so the charge for Debenture Interest 
diminished, but the Sinking Fund should be reconstituted so as to provide 
for redemption of the remaining debentures at the expiry of the period of 
ten years from ist January, 1951. 

Conversion into New Debentures. When a comps^y has power 
to redeem debentures, advantage of low interest rates^ wiU ususdly be 
taken to replace the old debentures yielding a high\ interest by a 
new issue carrying a lower rate. ^ 

The book-keeping entries are merely the entries appertaining to 

(а) the redemption of debentures followed by those appertaining to 

(б) the issue of debentures. 

Conversion of Debentures into Shares. It will be remembered that 
debentures may be issued at a discount, whilst shares cannot, except 
as provided by Sect. 57 of the Companies Act, 1948. The Courts 
will not permit the evasion of the latter restriction by the device 
of an issue of debentures at a discount and their conversion into 
the equivalent number of fully paid shares, but it is permissible to 
make the conversion as indicated if the debentures have become 
bona fide redeemable, there being no necessity for a formal repay- 
ment to the debenture-holders with an immediate return of the 
money by them to acquire shares. 

It is quite legal, however, even when the debentures have not 
become repayable, to convert into the same number of shares (repre- 
senting the nominal value of the debentures) if they are partly paid 
to the extent of the cash originally paid for the debentures, or even 
into fully paid shares on a basis that their number is in the same 
proportion that the cash paid on the original debentures bore to 
their nominal value. 

Illustration. A company issued £10,000 debentures at 95. On 
what basis can they be converted into shares ? 

1. If they have become (bona fide) due for repayment, 10,000 
shares of £i each fully paid may be issued in exchange. 

2. Otherwise, 9,500 shares of £i each fully paid (^. 19 shares 
of £i each fully paid for £20 debentures) or 10,600 sharies of £i each 
19s. paid (i.e. one share of £i each, 19s. paid for every £i debenture) 
may be issued in exchange. 
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The same principles will apply where power is given to the 
debenture-holder to require his debenture to be converted into shares. 

Any profit " on conversion of debentures into shares should be 
credited to Share Premium Account or utilized to write off the 
debenture discount outstanding. 

Examination Problem. The terms of an issue of 100,000 5 per 
cent debentures of £1 each included the following — 

1. Interest payable half-yearly, 31st March and 30th September, 

2. Twenty-five per cent of the profits of any year are to be applied 
in redeeming debentures and, upon being redeemed, they are to be 
cancelled. 

3. The company may purchase its debentures in the open market 
without limitation to the amount redeemable as above ; those to be 
redeemed, if not obtainable by purchase, being drawn by lot and 
surrendered at 20s. 6d. 

4. Any debentures purchased in excess of the obligatory amount 
may, entirely at the option of the company, be cancelled or kept 
alive for reissue. 

5. Upon giving three months' notice the company can redeem 
the debentures outstanding at 22s. 

On 1st October, 1952 — 

1. ;f48,200 debentures had been redeemed and cancelled. 

2. The profits for the year to date are £42,000. 

3. The company held £28,200 of its live debentures (cost £25,380). 

On the above date the debentures to be redeemed and cancelled 

were appropriated out of the company's holding, and three months' 
notice to redeem the ["outside"] debentures was given. 

The redemption was duly completed on ist January, 1953, and 
the interest for the three months duly paid. 

On 31st March, 1953, following, it was resolved that the remain- 
ing debentures should be cancelled. 

Show Ledger Accounts, ignoring income tax. 

[Institute of Chartered Accountants, Final.) 

The student as a rule finds a difficulty in presenting a reasonably 
good answer to this type of question because the terms indicated are 
not clearly grasped. What the terms really amount to are that a 
certain minimum number must be redeemed and cancelled yearly. 
This minimum is to be equal to 25 per cent of the profits in any one 
year, but the company may purchase as many as it thinks fit ; and 
similarly may use those debentures in part or whole discharge 
of its obligatory minimum. As for the remainder of the debentures 
so purchased, the company may keep them alive for reissue. If 
the company has not bought sufiheient of its own debentures to 
pay off the minimum, then it must draw lots as to the balance and 
pay off these debentures at 20s. 6d. Quite apart from the above, 
the company can always, if it so desires, give due notice to the deben- 
ture-holders and redeem with interest at 22s. 
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Dr. Debentures Cr. 











X953 



£ 

1953 

By Balance 


1 

Oct. z 

To Own Debenturec 



Oct. z 

b/d 

SX.800 


PttTchaMd Ao> 
count 


10,500 

,*953 
Jan. z 

„ Premium on Re< 



*953 



demption of De- 



Jan. z 
AprU z 

Caih . 

Own Debenture* 


*5.960 


benturea Account 


3 » 36 o 

Purchaied Ac- 
count 


* 7.700 









£54,*6o 




£54,160 










Dr. Debenture Redemption Fund 


Cr 


Apri] 


*S }53 
pril z 


Dr. 


* 95 * 
Oct. z 


*953 
Apr. 1 




£ 

*952 



To General Reserve 


zo,50o 

Oct. z 

By Profit and Loss 





Appropriation 
Account X { 




Own Debentures Purchased \ Cr. 




Nominal 


■ 

mu 

1 

Nominal 


To Balance 

„ Profit on Re- 
demption of 
Debentures 
Account 

Do. 

b/d 

£ 

*8,200 

25,380 

*,050 

*,770 

*953 
Oct. z 

*953 
Apr. z 

By Debentures 
Account 

„ Do. 


£ 

10,500 

* 7,700 

1 

10,500 

17.700 

£28,200 

£28,200 

£28,200 

£28,200 

1 





Dr. Profit on Redemption of Debentures Cr. 


*953 
fan. z 

April 1 

To Premium on Re- 
demption of De- 
bentures Account 
„ General Reserve 


£ 

3.360 

460 

*953 
Oct. X 

*953 
April z 

By Own Debentures 
Purchased Account 

„ Do. 


£ 

*,030 

*.770 




£2,620 




itfiio 










Dr. Debenture Interest Cr 


*953 
Jan. z 

April z 

To Debenture-holders 
Account 
.. Do. 


£ 

3*6 

a2z 

s. 

5 

5 

d. 

0 

0 

,*953 
Jan. X 

April 1 

By Debenture-holders 
Account . 

(own debentures) 
„ Do. Do. 

Profit and Lots 
Account . LX . 


£ 

221 

22X 

*95 

t. 

5 

5 

0 

d. 

0 

0 

0 




£737 

to 

0 




£737 

zo 

0 







*** 






* 

."T 


' I.e. 25 per ceot of ^42,000 *= ;^io,5oo. 
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Dr Premium on Redemption of Debenture Cr. 


X 953 
Ian. 1 

To Debenture Account: 
Premium on Re- 
demption . 


£ 

3,360 

1953 

Jan. X 

By Profit on Redemp- 
tion of Deben- 
tures Account 


£ 

2,360 








&ESSSSSS 

Dr, 


General 

Reserve 

Cr, 

1953 

April 1 

To Balance 

c/d 

£ 

10.960 

1953 

April X 

By Debenture Redemp- 
tion Fund Account 
,, Profit on Redemp- 
tion oi Debentures 
Account 


£ 

10,300 

460 

i 

1 



£xo,g 6 o 




£10,960 





April 2 

By Balance 

b/d 

10,960 


The first transaction is the cancellation of debentures out of those 
purchased, which reduces the debentures to £41,300 and the invest- 
ment to £17,700. The second transaction is the redemption by 
notice at 22s. of all the debentures outstanding, viz. £23,600, made 
up as follows — 

I 

Balance [as above] ...... 41,300 

Less Debentures in hands of the Curapany . . 

Cancelled ...... 10,500 

17,700 

Balance still " out" ...... ^^2^,000 


On 1st January, 1953, interest (after taking into account the 
debentures held by the company as an inve.stment) is 5 per cent 
on £23,600 for a quarter year, viz. £295. The Debenture Interest 
Account should show both the interest payable and the interest 
receivable, but the cash payments can only be to the holders of 
£23,600 — the '"outsiders.” The Journal form of entry would be — 

L d- £ s. d. 

Debenture Interest (a) Dr. 516 5 o 

To Debenture Interest {b) 221 5 o 

Casih 295 o o 

(а) Interest at 5% per annum lor quarter year on £41,300 » £516 58. od. 

(б) Interest at 5% per annum for quarter year on £17.700 « £aai 58. od. 

On 1st Jan., 1953, all the “outside” debentures have been paid off 
and therefore the balance of debentures as a liability must be 
equalled by the balance of debentures held by the company as an 
investment, viz. £17,700 nominal; the interest receivable on which 
will cancel the interest payable, i.e. £221 5s. 

As the debentures were purchased at the price of i8s. (£28,200 
at i8s. = £25,380) and as all the debentures purchased are used to 
extinguish the debentures as a liability at par, there must be a 
profit of £2,820 (£28,200 at 2s.) as shown by Profit on Redemption 
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of Debentures Account. The ultimate profit, after debiting the loss 
on redemption, is £460, which is transferred, together with the 
balance of the redemption fimd, to general reserve. 

Although it is in this instance not called for, the student should 
note that the debentures held as an investment might be treated 
as the Redemption Fund investment, the interest on which will be 
debited to the former and credited to the Redemption Fund. 

TTie final profit is readily proved as follows — 

The cost to redeem £51,800 debentures is — 

Nominal Cost 

£ £ 

(a) 28,200 at 1 8s. 25,380 (ex Debentures purchased) 

(b) 23,600 at 22s. 25,960 (ex Cash) 


;£5I.8oo 

leaving a profit of 
Total 


51*340 

460 

;i5i,8oo 


The entries for the redemption would be as shown in\the Ledger, 
or as below — 

Journal 


1953 

Jan. I 


Debentures .... Dr. 

Premium on Redemption of Deben- 
tures .... Dr. 
To Cash . . . . . 

Being redemption of £2^,600 Deben- 
tures at 22s. each by three months' 
notice, in accordance with the 
terms of the Debenture Deed as 
per Directors' resolution dated 
vide Minute Book, p 



25,960 


The proviso as to drawings by lot does not operate because 
there is an adequate “supply" of debentures purchased, i.e. £28,200 
to redeem £10,500; it is only in the event of this “supply” being 
less than the latter figure that the above term in the debenture deed 
becomes applicable. 

Illustration. Aldley & Co. has issued Share Capital of 100,000 
Ordinary Shares of £i each fully paid and 100,000 5 per cent Prefer- 
ence Shares of £i each fully paid. The company has £150,000 4J 
per cent Debenture Stock, now redeemable at 25 per cent premium. 

In order to provide funds for the redemption of the Debenture 
Stock the company issued a further 100,000 Ordinary Shares and a 
further 100,000 5 per cent Preference Shares at a premium of 2s 6d. 
and 5s. each respectively, all of which were paid up in full. No 
Sinking Fund existed. 

Show the Balance Sheet, immediately after the completion of the 
above arrangements, in so far as the facts given permit. 
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Balancb Srbbt (includes) 


Shai« Capital: Issued and fuUy paid— 
300,000 5% Preference Shares of £1 
each ■ • 

300,000 Ordinary Shares of £1 each 
Share ’premium Account— 

Oidlnary Shares . £12,500 

3% Preference Shares . 35.000 

£ 

300.000 

300.000 

Cash 

£ 

50,000 

37,500 

Less Transfer to Debenture 

Stock . . . 37,500 




4^ per cent Debenture Stock £150,000 
Add Premium 37,500 

400,000 



187.500 

Less Cash . 187,000 

_ 




[Note. The Cash received is (a) Ordinary Shares, £112.500; (6) Preference 
Shares. £125.000; Cash paid to redeem Debenture Stock. £187.500. giving a 
balance of £50*000.] 


Mine Redemption Funds. In accounts of concerns such as mines 
holding wasting assets, provision may be made against the depletion 
of the assets by charging up so much per ton mined as depreciation. 
Provision may similarly be made for redeeming debentures. 

It must be appreciated that while the first provision is a charge 
against profits in respect of depletion, the second is merely an appro- 
priation of profits to provide funds for the repayment of a liability. 

Illustration. The X Tin Mining Co., Ltd., with debenture stock 
£ 20 , 000 , sets aside is. per ton mined to cover depletion of assets 
and provision for redemption of debentures, the sum being appor- 
tioned in the ratio 3 : i to the respective objects. 

The number of tons raised in the year ended 31st December, 

19. . , was 200,000. Total sales, £220,000, Total expenses, £180,000. 
Show Profit and Loss Account for year ended 31st December, 

19.. . 


Profit and Loss Account for the Year Ended 
Dr. 31ST Dec.. 19.. Cr. 


To Expenses 
„ Depreciation — 

Depletion Account . 

„ Balance, being net 
profit lor year 

c/d 

i8o^xx> 

7,500 

33,500 

By Sales .... 


£ 

3 80^000 



^ 320.000 



£330.000 

To Debenture Re- 
demption Fund 

,. Balance .... 

c/d 

8,500 

30,000 

By Balance 

b/d 

33,500 



£33,500 



£$ 3,500 




By Balance 

b/d 

30,000 


SECTION (E) ALTERATIONS OF SHARE CAPITAL 
The alterations of share capital comprise the following — 
(i) Increase or decrease of authorized capital. 
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(2) Conversion of fxilly-paid shares into stock and stock into 
shares. 

(3) Subdivision of shares. 

(4) Consolidation of shares. 

(5) Redemption of redeemable preference shares. 

(6) Reduction of share capital. 

(7) Reorganization of share capital. 

(8) Bonus share issue. 

(1) Increase or Decrease in Authorized Capital. Where a coin> 
pany desires to issue additional shares, it must pay the los. per cent ^ 
capital duty on the increase, where necessary, of the authorized 
capital, e.g. if the present authorized capit^ is £s,ooo and the 
issued share capital is £4,000, the company may issue a further 
£1,000 without incurring a further charge. But if it wishes to issue, 
say, a further 6,000 shares, the authorized capital must be increased 
to £10,000, and stamp duty on the additional £5,000 wi^l be incurred. 

On the other hand, if a company finds that its authorized capital 
is in excess of all possible requirements, it may decre^e it, but no 
good purpose is served thereby, as there is no repayment of capital 
duty on a decrease. There are no book-keeping entries involved. 

A company may increase or decrease its authorized, capital as 
it wishes, according to its Articles ; but if Table A is adopted, the 
necessary authority is an Ordinary Resolution. The student must 
not confuse a reduction of authorized capital with reduction of 
issued capital, which is dealt with on page 873. 

(2) Conversion of Fully-p^d Shares into Stock and Stock into 
Shares. Stock is the consolidation of the share capital into one 
unit divisible into aliquot parts. Whilst it is impossible to transfer 
less than one share, any amount of stock may be transferred, 
although in practice companies may restrict the transfers of stock 
to multiples of say £10. The transfer of stock avoids dealing with 
the distinctive numbers required in share transfers, and thus saves 
considerable clerical work (see page 830). 

In recent years a practice has been established whereby stock is 
transferable in £ units, e.g. £100 stock may be transferable in the 
form of 100 units, so that a buyer of 50 units is buying the equiva- 
lent of £50 of stock or 50 £i shares fully paid.* 

. A company must first issue fully-paid shares and then proceed 
to make the conversion, an original issue of stock not being per- 
missible, subject to the proviso that it must follow its own articles 
regulating the resolution required ; and if Table A is adopted, it is 
necessary to obtain the consent of the company in general meeting. 
Every copy of the Memorandum and Articles of Association must 
thereafter have such alterations incorporated therein. 

The book-keeping entries merely record the transfertTrom Share 

^ In certain circumstances relief is granted in respect of .stamp duty on 
increase of authorised capital (see Section 1 ). 

* But see page 831. 
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Capital Account to Stock Account, but a Stock Register will be 
opened to contain the statutory details of members’ holdings, and 
the Annual Return modified accordingly. 

Illustration. Y, Ltd., after passing the necessary resolution, con- 
verts its 20,000 ordinary shares of each fifily paid into £20,000 
ordinary stock. Show Journal entry. 

Journal 


Ordinary Share Capital .Dr. 

To Ordinary Stock .... 

Being the conversion of 20,000 ordinary 
shares oi £1 each fully-paid into £20,000 
ordinary stock per resolution (described) 
dated vide Minute Book, p 

If the company's articles require the passing of a special resolu- 
tion, a printed copy thereof must be filed with the Registrar of 
Companies within fifteen days, except in the case of an exempt 
private company when the copy may be in some other form approved 
by the Registrar. (Companies Act, 1948, Sect. 143 (i).) 

Illustration. Y, Ltd., after passing the necessary resolution, con- 
verts its 20,000 ordinary shares of £i each fuUy paid into ^^19,000 
ordinary stock on the basis of £95 of stock for every 100 fully-paid 
shares of £i each.^ Show Journal entry. 

Journal ^ 


Ordinary Share Capital . Dr. 

To Ordinary Stock .... 

,, Premium on Stock 

Being the conversion of 20,000 fully-paid 
ordinary shares oi £1 each into 19,000 
stock at the rate of £^$ per 100 shares per 

resolution (described) dated and 

sanction of the Court dated ........ vide 

Minute Book, p 


I 

20,000 


19,000 

1,000 


i 

20,000 


£ 

20,000 


Illustration. Y, Ltd., after passing the necessary resolution, con- 
verts its 20,000 ordinary shares of £i each fuUy paid into £21,000 
ordinary stock on the basis of £105 of stock for every 100 fully- 
paid shares of £i each.^ Show Journal entry. 


Journal 

Ordinary Share Capital Dr. 

Discount on Stock .... Dr. 

To Ordinary Stock .... 

Being the conversion of 20,000 fully-paid 
or^nary shares of £1 each into £21,000 
stock at the rate of £105 per 100 shares per 
resolution and sanction as above. 


£ 

20,000 

1,000 


£ 

21,000 


^ Tantamount respectively to a reduction of capital and an issue at a dis- 
count, so the procedure required therefor must be followed. (See pp. 814 and 

873)* 
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Converse entries will be required for reconverting stock into shares. 

(3) Subdivision of Shares. A company may find that, owing to 
the high nominal value of its shares, dealings in the shares are 
impeded and, in consequence, desires to subdivide them into shares 
with a smaller nominal value. 

The members are entitled to have a proportionately larger num- 
ber of shares of the smaller denomination in exchange for the shares 
of the higher, e.g. if a share is of a £10 denomination the holder is 
entitled to receive, say, 10 shares of £i each, or 100 shares of 2s., 
paid up proportionately. If the £10 share mentioned is fuUy paid, 
so must be the subdivided shares; if partly paid, the subdivided 
shares must be proportionately paid up, e.g. if the above shares 
are paid up to the extent of £7 los., there will be 15s. and is. 6d, 
paid up on a £i share and a 2s. share respectively. 

Sub^vision must be authorized by the Articles, otheiwise a special 
resolution will be necessary to create such power. Wjien authority 
is obtained, an Ordinary resolution suffices to exeri^se the power 
as it does if Table A is adopted. \ 

The book-keeping entry involves merely a transfer frorti the original 
to the revised share capital account — the totals being unaltered. 

Illustration. A company with a share capital of 20,000 ordinary 
shares of £i each fully paid carries out by proper resolution a sub- 
division into shares of 5s. each fully paid. Show Journal entry. 

Journal 


Ordinary Share Capital {£i) . Dr-, 

To Ordinary Share Capital (5s.) 

Being the subdivision of 20,000 fully-paid 
ordinary shares oi £1 each into 80,000! 
shares of 5s, each fully paid per resolution! 

(described) dated vide Minute BookJ 

! 

Each member will receive four fully-paid new shares for every one 
old share. 

If the shares to be subdivided had been 40,000 shares of £1 each, 
los. paid, the holders would receive 160,000 shares of 5s. each, 2s. 6d. 
paid, involving the same Journal entry so far as relates to the 
money column, the narrative being adjusted accordingly. 

It will be necessa^ to prepare a sub^vision list, so as to facilitate 
the work involved in making the exchange to each member. 

The Annual Return, Register of Members, and the description 
of the shares in the Balance Sheet will be altered accordingly. 

(4) Consolidation of Shares. The book-keeping entries are the 
reverse of those in the preceding paragraph. The authority required 
is an ordinary resolution, if Table A is adopted. 

(5) Redemption of P^ference Share Capital. The following are 
the provisions relating to the issue and redemption of Redeemable 
Preference Shares contained in Sect, 58 of the Companies Act, 1948. 


L i 

20,000 

20,000 
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(a) A company may issue redeemable preference shares provided 
that no such shares shall be redeemed except out of profits of the 
company which would otherwise be available for dividend ; or out 
of the proceeds of a fresh issue of shares made for the purposes of 
the redemption. 

(b) No such shares shall be redeemed unless fully paid. 

(c) The issue must be authorized by the Articles. 

(d) Where any such shares are redeemed otherwise than out of 
the proceeds of a fresh issue, there shall be transferred out of profits 
which would otherwise have been available for dividend, to a 
reserve fund, to be called “The Capital Redemption Reserve 
Fund,“ a sum equal to the nominal amount of the shares redeemed. 

(d-) The redemption is not to be regarded as a reduction of the 
autliorized share capital of a company. 

(/) The Capital Redemption Reserve may be used wholly or in 
part in paying up unissued shares of the company to be issued as 
Bonus Shares ; but otherwise the provisions of the Act relating to 
reduction of share capital apply as if it were paid up share capital 
of the company. 

(g) Every Balance Sheet must include a statement specifying 
what part of the issued capital of the company consists of such 
shares and the earliest date on which the company can redeem 
the shares. 

[h) The premium, if any, payable on redemption must have been 
provided out of the profits of the company or out of the company's 
share premium account before the shares are redeemed. 

Notice to Registrar. If a company having a share capital has — 

(а) Consolidated and divided its share capital into shares of 

larger amount than its existing shares ; or 

(б) converted any of its shares into stock ; or 
(c) re-converted stock into shares ; or 

{d) subdivided its shares or any of them ; or 

(e) redeemed any redeemable preference shares ; or 

(/) cancelled any shares (otherwise than in connection with a 

reduction of capital), 

it shall within one month after so doing give notice thereof to the 
Registrar of Companies, specifying, as the case may be, the shares 
consolidated, divided, converted, subdivided, redeemed, or can- 
celled, or the stock re-converted. (Sect. 62.) 

Illustration. 10,000 six per cent 'Redeemable Preference Shares 
of ii each fully paid in A, Ltd., are outstanding on ist Jan., 19. .. 
This being the date of redemption, the shares are redeemed at 22s. 
each. 4,000 Ordinary Shares of £1 each are issued at 21s. for cash for 
the purpose of redemption. Show Ledger entries, assuming that 
the balance of Profit and Loss Appropriation Account is £24,600. 
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Dr. 6 % REDBB&fABLB PREFERENCE SHARES Ct. 


To Sundry Members 


i 

10,000 

19.. 
Jan. I 

By Balance 

b/d 

i 

10,003 









Dr. Sundry Members Cr 


Jan. z 

To Cash 


£ 

11,000 

t • 

Jan. 1 

By 6% Redeemable Pre- 
ference Shares Ac- 
count . 

,, Premium on l^e- 
demption of Shares 
Account 


£' 

10,000 

1,000 




£11,000 




£zi,ooo 


Dr. Premium on Redemption of Shares Cr. 


To Sundry Members 


£ 

1,000 

19.. 
Jan. X 

1 

By Profit and L^ss Ap- 
propriation Account 


L 

1,000 





. 




Dr. Ordinary Share Capital Cr 



!l 

19 . 1 



. li .. 

Jan I j By Cash 



Dr. Shake Premium Cr, 





19.. 






Jan. 1 

By Cash» . 



Dr. Profit and Loss Appropriation Cr 


19.. 

Jan. z 

To Premium on Re- 
demption of Prefer- 
ence Shares 
„ Capital Redemption 
Reserve Fund 
,, Balance 

c/d 

£ 

z,ooo 

6,000 

17,600 

ZQ. . 
Jan. I 

By Balance 

L/d 

£ 

24, boo 




£24,600 




£24,600 





Jan. 2 

By Balance 

b/d 

17,600 

Dr. 

Capital Redemption Reserve Fund 


Cr. 




- 

19.. 
Jan. z 

By Profit and Loss Ap- 
propriation Account 


£ 

6,000 


^ This may be used towards payment of the premium on redemption, ifl 
which^caae the debit to Proht and Loss Appropriation Account for that iteiB 
will be £800 instead of ;£i,ooo. 
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(6) Reduction of Capital. By Section 66 of the Companies Act, 
1948, a company may reduce its capital in any way, provided it is 
authorized in its Articles and in particular — 

{a) Extingmsh or reduce the liability on any of its shares in 
respect of capital not paid up, e.g. £1 share, 5s. paid, may be changed 
into a 5s. fully-paid share {extinguishing the liability entirely) or a 
7s. 6d. share, 5s. paid {reducing the liability by 12s. 6d.). 

(b) Cancel any paid-up capital which is lost or unrepresented by 
available assets — either zmth or without extinguishing or reducing 
the liability on any of its shares. 

{c) Pay off any share capital in excess of the requirements of 
the company either with or without extinguishing or reducing 
the liability on any of its shares, e.g. where a £1 share fully 
paid is repaid 8s., leaving a £1 share 12s. paid or a 12s. share 
fuUy paid. 

If the authority required under this section is not contained in the 
Articles (not Memorandum), the company must by special resolution 
.supply such omission in the Articles ; after which the scheme must be 
carried out, in any case, by a special resolution. Where necessary, 
the two resolutions may be validly passed at one meeting of 
members. 

The proposed scheme must be submitted to the Court for its 
approval, failure to obtain which renders it ineffective. 

The Court may require the addition of the words "and reduced" 
after the company's name, but this formality is not required unless 
the Court so orders. 

The resolution for the reduction of share capital will not take 
effect until there has been filed with the Registrar of Companies — 

(1) A copy of the order of the Court sanctioning the scheme. 

(2) A minute, approved by the Court, showing with respect to 
the share capital of the company as altered by the order, the amount 
of the share capital, the number of shares into which it is to be 
divided and the amount of each share, and the amount, if any, at 
the date of registration deemed to be paid up on each share. 

The certificate of the Registrar that the order and minute have 
been registered is conclusive evidence that all the provisions of the 
Act have been complied with. 

The entries in respect of extinguishing or reducing uncalled 
capital merely involve a transfer similar to subdivision, viz. from 
the '' old " to the "new." The Annual Return, Register of Members, 
and Balance Sheet as affected by the reduction of share capital will 
require suitable amendment. 

Illustration. X, Ltd., has an issued share capital of 10,000 shares 

£1 each, 5s. paid, and having complied with all legal formalities, 
proceeds to extinguish the uncalled liability on its shares. Show 
Journal entry. 
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Journal 


Ordinary Share Capital (j^i) . Dr. 

To Ordinary Share Capital (5s.) . 

Being the extinguishing oi the uncalled ha- 
bility of 15s. on shares per special resolution 

dat^ Court order dated 

vide Minute Book, page .... 



Upon the ascertainment of the loss on the assets and/or the addi- 
tion to liabilities, the method of adjusting the revised state oi 
affairs is — 


(i) Debit Capital Reduction Account. J 

Credit Assets (in detail) , including fictitious assets, y fofr writings off. 

e.g. debit balance of Profit and Loss Account ) 

Credit Liabilities (in detail). ^ 

(iii)^ If there is a credit balance on Capital Reduction Account — 

Debit Capital Reduction Account (to close). 

Credit Capital Reserve Account. 


As the student will have learned, revaluations of items like 
debtors, investments and stock, will usually be made through the 
medium of a Reserve or Provision Account. 


The accounting principles involved in reduction (including re- 
organization) of capital are of supreme importance and somewhat 
formidable to the student. Being, in addition, a very frequent 
question in the professional accountancy examinations, the subject 
is dealt with as exhaustively as space will permit in Section (I) of 
this chapter, and this paragraph is confined to the more elementary 
book-keeping entries. 

Illustration. The Balance Sheet of Z, Ltd., is as follows — 


Balance Sheet 


Issued Share Capital — 
10,000 shares of each 
Creditors . 



Sundry Assets . 


8,000 

10,000 

Debtors . 


1,700 

1,500 

Profit and Loss Account 


{Dr.) 

1,800 

;ill ,500 



£11.500 


It is decided (all formalities having been complied with) to re- 
duce the share capital to 10,000 shares of los. each, fully paid ; to 
reduce sundry assets by £2,500; to revalue the debtols at £1,000; 

^ Reverse entries would be required if the balance was debit, but this is 
very unlikely to happen, as the Court would not sanction a scheme of reduc* 
tion in such a case. 
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and to eliminate the Profit and Loss Account item. Show Journal 
entries, ignoring narratives. 

Journal 


Capital Reduction 

To Sundry Assets 
,, Bad Debts Provision 
„ Profit and Loss Account 

. Dr. 


£ 

5.000 

£ 

2,500 

700 

1,800 

Share Capital {£1) ^ 

To Capita] Reduction . 

„ Share Capital (los.) 

. Dr. 


10,000 

5,000 

5,000 


The scheme here is simple and the eliminations are equal to the 
amount to be written off share capital, thus leaving no balance on 
Capital Reduction Account. 

The Balance Sheet, after reduction, will be : 


Z Ltd., and Reduced^ 
Balance Sheet as at 


Authorized Share Capi- 
tal . 

Issued Share Capital — 
10,000 Shares of 
l\ each fully paid 
reduced by Order 
of Court to 10s 
each fully paid 
Creditors . 


£ 

£ 


5,000 


1.500 


£^.500 


Sundry Assets . 

Less Amount writ-j 
ten off by Order | 
of Court , 

Debtors . 

Less Bad Debt Pro-' 
vision to reduce 
value to :£i,ooo 
by Order of Court] 

Profit and Loss Ac-| 
count. 

Less written off by 
Order of Court 




2,5001 

5.500 


1,000 


£^.500 


Reduction by Return of Cash to Members. Where owing to closing 
of departments, exhaustion of wasting assets (e.g. mines), or de- 
clining business, a company finds itself with a surplus of floating 
assets, it may decide to make a return of cash to members^ thus 
reducing the share capital. 

It is a frequent practice for companies to revise their assets and 
liabilities to current valuations at the same time as the cash repre- 
senting excessive capital is repaid to members, such amendments 
being made through the Capital Reduction Account. 

It may be noted that the latter account is often designated 
Reduction of Capital Account. 

^ If Court orders the addition of words ‘*and reduced." 
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The book-keeping entries are — 

(i) Debit Share Capital 
Credit Sundry Members 

(ii) Debit Sundry Members ) 

Credit Cash [ 

Alternatively, 


in respect of amount to be repaid 
upon discharge of liability. 


(i) Debit Share Capital (old). 

Credit Sundry Members (amount to be repaid). 

Credit Share Capital (new, as reduced). 

(ii) As above (ii). 

Illustration. W, Ltd., with a share capital of 10,000 shares of £i 
each fully paid, decides to repay members 8s. in the £, the reduced 
share capital to be 12s. fully paid. Show Journal entr3^ 

Journal 


Share Capital (;^i) ■ . • • Dr. 


, i 

1 0,000 

1 

I'o Sundry Members .... 


Share Capital (12s.) 


\ 

\ 

Being reduction of 10,000 shares of £i each 


fully paid to 10,000 shares of 12s. each 
fully paid to be discharged by a cash pay- 
ment of 8s. a share per special resolu- 
tion dated and confirmed by 

Court Order, dated ........ vtde Minute 

Book, p 


! 

i 

1 

1 

j 


This may be shown in two Journal entries as follows — 

Journal 



Share Capital (Old) . . . . Dr \ 

To Sundry Members .... 


i 

4,000 

1 L ' 

1 4,000 


Share Capital (Old) . , Dr 

To Share Capital Account (New) . 


6,o0o 

j 6.000 


The payment item will be posted from the Cash Book in the 
ordinary way, viz. debit sundry members, £4,000 ; and credit cash, 
£4.000. 

The Statutory books, Annual Return and Balance Sheet will 
require amending accordingly. 

If the shares are to remain as £i credited as fully paid, but 
reduced in number, the Journal entry will be — 
Journal 

Share Capital ..... Dr, 

To Sundry Members .... 

Being reduction from 10,000 shares of ;£i each 
fully paid to 6,000 shares oi £1 each fully 
paid, to be discharged by a cash payment 
of 8s. per share per special resolution dated 
and confirmed by Court Order 
vide Minute Book, p 



dated 
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Where the “security** to the creditors is likely to be impaired, 
e.g. by a repayment of cash, the creditors are entitled to oppose 
the application for Court confirmation of the proposed reduction. 

(7) Reorganization of Share Capital. Although a reorganization 
may include reduction Of capital, many other matters will also be 
involved. It is an important feature of company accounting, and 
special attention is given thereto in Section (I). 

(8) Bonus Shares. See Section (H). 

SECTION (F) ACQUISITION ENTRIES 

Before dealing with the acquisition entries, the following general 
matters should be noted. 

Preliminary Expenses. The term ‘‘Preliminary Expenses'* em- 
braces all expenses necessary to promote the company, of which 
the most important are — 

(a) Costs attendant upon the issue of the prospectus. 

(b) Legal, accounting, valuation, and other professional charges. 

(c) Costs of printing the memorandum and articles, certificates, 
statutory books, letters of allotment and regret (usually available 
at law stationers in printed form), and books of account; com- 
pany’s seal. 

(d) Stamp duties and registration fees. 

(e) Underwriting and other commissions ; Brokerage on applica- 
tions. 

Such expenses must be shown separately in the Balance Sheet 
till written off. 

In the case of private companies, there are no expenses of issuing 
a prospectus. 

Registration of a Company. To register a limited company, cer- 
tain formalities must be complied with. Numerous documents must 
be filed and various stamp duties paid. 

Tlie documents to be filed with the Registrar of Companies are — 

(1) Memorandum and articles of association: deed stamp, los. 
each : registration fee on articles, 5s. 

(2) Statement of nominal capital: stamp, los. per cent. 

(3) Notice of situation of registered office : stamp, 5s. 

(4) List of directors and secretary : stamp, 5s. 

(5) Consent of directors to act:^ stamp, 5s. 

(6) Contract of directors to take qualification shares in cases 
where they are not signatories to the memorandum:^ stamp, 5s., 
together with an agreement stamp (6d.) in respect of each signature. 

(7) Statutory declaration that dH requirements have been com- 
plied with : stamp, 5s. 

(8) Prospectus, or statement in lieu of prospectus stamp, 5s. 

(9) Particulars of contract of sale : stamp, 5s. 

The memorandum of association must also be impressed with a 
fee stamp computed according to the nominal capital, viz. — 

' Only necessary for a public company. 
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£ d. 

Capital not exceeding £ 2,000 . . . .200 

Every /i, 000 or part thereof (;f2,ooo to ;£5 ,ooo) .100 

Every ^ pa>rt thereof (/5,ooo to £100.000) . 5 o 

Every £ 1,000 or part thereof (beyond £100,000) . i o 

The minimum memorandum fee payable is £2 and the maximum 
fee £50, i.e. ad valorem fee on capital of £525,000. 

This scale applies only to a company having share capital. 

An ad valorem duty at the rate of £2 per cent is payable on the 
contract of sale in respect of — 

(a) Equitable estates in any property. 

\h) Patents, licences, trade-marks, and copyrights. 

\c) Goodwill. 

(d) Debts, including cash on Deposit Account. 

(^) The benefit of contracts. 

(/) Tenant's and trade fixtures and fittings which are not in a 
state of complete severance. I 

No stamp duty is payable where the property pksses by mere 
delivery, e.g. stock-in-trade. \ 

Where the consideration does not exceed £500 an^ the instru- 
ment contains a certificate to the effect that the transaction does 
not form part of a series in which the aggregate consideration 
exceeds £500, the rate of duty is los. per cent. 

Where the consideration does not exceed £3,000, and where the 
consideration exceeds £3,000 but does not exceed £3,450 (accom- 
panied by a certificate that it does not form part of a larger transac- 
tion or of a series of transactions) duty payable is reduced to the 
rate of £i per cent in the former case, and, in the latter case, to the 
rate of £i los. per cent. 

Where the consideration exceeds, £3,450 the duty is £t for ever}* 
£50 and fraction of £50 of the total amount. 

This duty may be avoided or reduced by — 

(a) An agreement whereby debtors are not taken over, but are 
collected by the purchasing company on behalf of the vendors.^ 

(b) An agreement whereby land and buildings are to be held in 
trust for the company by the vendors, no conveyance therefore 
being required. 

(c) Where possible by having no written agreement of sale, the 
transfer of assets being effected for cash. 

Underwriting Commission. Underwriting commission may be 
paid to any person in consideration of his subscribing or agreeing 
to subscribe for any share, or procuring or agreeing to procure sub- 
scriptions, whether absolute or conditional, for any shares in the 
company, provided that Sect. 53 of the Companies Act, 1948, is 
complied with, viz. the payment must be authorized by the articles, 

^ Frequently the arrangement is that neither the debtors hor creditors are 
taken over, but the purchasing company, as agents for the vendor, collects 
the debts, out of which the creditors are paid and a settlement of the balance 
made with the vendor. 
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and in no case shall the rate exceed 10 per cent of the price at 
which the shares are issued or the amount or rate authorized by 
the articles, whichever is the less. The amount or rate of the com- 
mission and the number of shares agreed for a commission to be 
subscribed must be disclosed in the prospectus or statement in lieu 
of prospectus duly furnished to the Re^strar of Companies. The 
total amount paid as underwriting commission must be separately 
shown in the Balance Sheet and in the Annual Return, 

By entering into arrangements with reputable underwriters, the 
success of an issue of shares or debentures is at the outset fully assured. 

The underwriters almost invariably distribute their risk amongst 
others by way of sub-underwriting, the sub-underwriters not being 
in any contractual relationship with the company (Collins v. 
Greyhound Racing Association). Thus the commission is paid to 
the underwriters, sub-underwriters looking to the underwriters for 
their commission. 

A special commission is sometimes paid to underwriters (in 
addition to the underwriting commission) for placing blocks of 
the underwriting with their clients. Just as the underwriting 
commission is paid direct to the underwriters themselves, leaving 
them to make their own arrangements with the sub-underwriters, 
so is the special commission paid direct to the underwriters. This 
special commission is called overriding commission. 

Purchase Consideration. When an existing business is acquired by 
a limited company, oneof the most important matters to settle is the 
purchase consideration. Usually a revaluation of assets and liabilities 
will be required, as well as an agreement upon the value of good- 
will. In practice, it is usual to fix the purchase consideration in 
terms of a round figure, so that the goodwill item — approximating 
to the agreed value — will merely be a balancing figure. Occasion- 
ally the purchase consideration is accounted for by a writing up of 
the assets taken over in place of the introduction of a Goodwill 
Account, e.g. if the net assets taken over are worth £1,000 and the 
purchase consideration is £1,250, the balancing figure is : Goodwill, 
£250, unless the net assets are themselves written up to £1,250. 

The principle underlying the opening entries is simple; if the 
purchasing compgmy is prepared to give £100,000 for £80,000 of 
assets (exclusive of Goodwill) it is obvious that the Goodwill is 
£20,000; yet in examination work candidates frequently become 
confused because of the form in which the particular question is set, 
thus the problem being one in ascertaining the purchase consideration. 

Suppose that a purchasing company is acquiring a business com- 
prising Stock £5,000; Debtors £6,300; and Fixtures £3,000; 
against which are liabilities £7,300. The company agrees to acquire 
the whole business for £15,000 to be discharged as to £10,000 in 
Cash and £5,000 in £i Shares at par. This question can be framed in 
several ways, e.g. — 

[a) By giving details of the purchase money discharge. 
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In this case the sum of £15,000 represents the cost of acquiring 
the whole business. In order to compute the goodwill, tangible 
assets, separately or in total, must be given as weU as the liabilities, 
and it is vital to know if the latter are being taken over by the pur- 
chasing company. Therefore (i) if liabilities are taken over, it is 
clear that (assuming no amendments of valuations) assets are 
£14,300 and liabilities £7,300, net £7,000. Hence the Goodwill is 
£8,000, being purchase price of £15,000 less £7,000 ; (ii) if liabihties 
are not taken over, the Goodwill is £700, as the purchase price is 
£15,000 for assets of £14,300. 

(6) By giving the gross purchase price of the assets (stating the 
goodwill or the means of computing it) and giving the liabSities 
taken over. [If the liabilities are not taken over there is no gross 
purchase price, the figure given is the purchase price.] Assuming 
that the liabilities are taken over and the figures given in the 
preceding paragraphs are used, the question will be se|t in the form 
that states that the gross purchase price of the various assets is 
£14,300. the liabilities taken over are £7,300 and rfie Goodwill 
(either supplied or to be computed) is £8,000. From the above it 
is seen that the ‘'nef' tangible assets are £7,000, which together 
with goodwill of £8,000, equals the purchase price of £15,000. 

(c) By giving the ‘'net*' Tangible Assets, purchase price and 
liabilities, the figures supphed would be £7,000, £15,000 and £7,300, 
from which goodwill would be deduced as £8,000. This form of 
presentment frequently bewilders the examination candidate, as 
except that it indicates what the gross tangible assets are, the item 
of £7,300 is superfluous, as the term ''net'" tangible assets means 
tangible assets less liabilities. Tlierefore if the “net'" tangible assets 
of £7,000 are acquired for £15,000 the goodwill is £8,000. In order, 
however, to enter more fully the opening figures, the addition of 
the liabilities of £7,300, simply means that the tangible assets 
(Stock, Debtors and Fixtures) are £7,000 + £7,300, i.e. £14,300; 
and as the purchasing company is, in consideration for acquiring 
those assets of £14,300, willing to pay off liabilities £7,300 and give 
the purchase price of £15,000, it commits itself for £22,300 as against 
tangible assets of £14,300, thus giving £8,000 for the goodwill. 

The purchase price may in fact be less than the net tangible assets 
but the principle is the same, the balance being put to Capital 
Reserve or the relevant assets and/or liabilities revalued. 

Goodwill. On the acquisition of a business, goodwill is frequently 
based upon super profits, necessitating the ascertainment of net 
profits and the average capital employed in the business. When 
these have been computed, super profits are arrived at by taking 
(i) Net profits, {2) less ‘'normal risk" profits, i.e. profits reasonably 
expected on a business of the same nature and CAPiTi^. 

This difference represents differential or super profits, and will be 
capitalized by taking a number of years’ purchase, considering all 
the circumstances, e.g. — 
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(1) Trend of profits in relation to capital requirements. 

(2) Prospects— 

(a) General all-round conditions. 

[h) General prospects in the particular trade. 

(c) Prospects of the particular business, especially having regard 

tothepossibilityof the company having reached “saturation” point. 

(3) Status of the business. 

(4) Continuity of management. 

(5) Market value of shares of companies in similar occupations. 

(6) Possibility of legislative or political changes (e.g. Nationaliza- 
tion). 

(7) Valuation of assets and modernity of the equipment. 

(8) Existence of favourable or unfavourable contracts, long term 
leases, etc. 

(9) Financial structure and financial and technical efficiency. 

(10) Adequacy of labour and raw materials ; quota allocations, etc. 

Illustration. A company's net profit is £20,000: the average 
capital employed is £200,000. Assuming that 8 per cent repre- 
sents “normal risk” return, show the super-profit of the company. 

I 

Net Profit ........ 20,000 

Less 8% of £200,000 representing ** normal risk " return 16,000 
Super-profit .... £4,000 

The capitalization is frequently graded into portions capitalized 
at a decreasing number of years, the first portion being capitalized 
at the highest as being more likely to be maintained than the next 
portion, each portion being less than its predecessor. 

The profits brought into computation may require adjustment, 
e.g. the Profit and Loss Account of the vending company may 
have included exceptional items, e.g. a charge for rent in respect of 
premises which are to be acquired by the purchasing company. 

Illustration. Assuming that the super-profit of a company is 
£7,800, each portion being taken at £2,000, the first being taken at 
four years' purchase, each scale to be diminished by one year’s pur- 
chase, goodwill is £19,800, computed as follows — 


(1) First £2,000 X 4 . . 8,000 

(2) Second £2,000 x 3 . . . 6,000 

(3) Third £2,000 x 2 . 4,000 

(4) Balance £1,800 x i . . r,8oo 

Goodwill ..... £19.800 


Computation of Goodwill. The usual ways of computing goodwill 
in connection with the acquisition of a business by a limited 
company are — 

(i) To take net profits and capitalize them for a certain number 
of years (varying with circumstances), and deduct therefrom the 
value of the net tangible assets. 
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(2) To take net profits and deduct therefrom the amount of net 
profits required to cover risk (based upon a percentage on the net 
assets employed), capitalizing the balance at a certain number of 
years' purchase. 

Illustration. Assuming that the net profit of a business is 
£ 20,000 and 10 per cent is considered to represent the normal risk, 
and the tangible assets are £90,000, show goodwill computed iil 
accordance with the methods above stated. 

Method (i) 

Net Profit of £20,000 capitalized at 10 
purchase ..... 

Less Tangible Assets 

Goodwill ..... 

Method (2) 

Net Profit ..... 

Less 10% on £go.ooo 

Super-profit ..... 

Goodwill — 10 years’ purchase 

Book-keeping Entries. Where one company acquires another, 
the general principles of accounting apply, but particular attention 
is required in dealing with the following matters — 

(1) The purchasing company may place values on the assets taken 
over quite diherent from those appearing in the books of the vendor. 
The former are important in order to arrive at the goodwill or 
capital reserve figure ; but of no importance in the vendor's books, 
unless they are the only means of ascertaining the purchase 
consideration. 

(2) Losses and fictitious assets existing at the date of liquidation 
should be transferred out to the debit of Simdry Members ; likewise 
profits — e.g. Share Premium Account, Debenture Redemption Fund 
— and capital credits — e.g. Capital Redemption Reserve Fund — to 
the credit of Sundry Members. 

(3) Profits and losses occurring in and arising out of the liquida- 
tion should be credited or debited, as the case may be, to the 
Realization Account, including debtors and creditors taken over 
in the liquidation, etc. 

(4) Where creditors are not taken over they will usually be for- 
mally paid out by the liquidator of the vendor company, e.g. if the 
purchase consideration is £$ 0,000 plus the taking over of £10,000 
liabilities, the purchasing company will have to enter £60,000 of 
liabilities, £50,000 to Vendor and £10,000 for liabilities. If on the 
other hand the liabilities are not taken over the purchase 
consideration will be £60,000 all due to the Vendor, so ftiat, in fact, 

^ The same result can be arrived at only if the number of years' purchase 
(Method (i) ) multiplied by rate of interest on capital (Method (2) ) equals 
too, e.g. if the former is taken at 1 2| years, the latter will be taken at 8 per cent. 


ears 


. 200,000 

. QO.OOO 
. ;£lIO,OOOl 
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instead of the purchasing company paying the individual creditors, 
it will pay one cheque therefor to the liquidator of the vendor 
company. 

The vendor company may either — 

(a) transfer £60,000 to the credit of Realization Account (and 
therefore not transfer the £10,000 from liabilities). The item of 
£60,000 will be debited to the purchasing company which will be 
credited with £10,000 on receipt of the cheque which will be used 
for pa)mient of the creditors. (The remaining £50,000 will be 
credited when discharged and debited to the various assets com- 
prised in the settlement) ; or 

(ft) debit the purchasing company and credit Realization 
Account with the true purchase consideration of £50,000, followed 
by a similar double-entry of £10,000 in respect of the liabilities, 
with subsequent entries as in (a), 

(5) Items w’hich are connected with those taken over should 
be transferred to Realization Account, e.g. Provisions for deprecia- 
tion, bad debts and discounts, Leasehold Amortization Account. 

(6) Where some of the assets (apart from cash) are not taken 
over, they will be dealt with on the usual lines by transfer to a 
Realization Account (preferably kept separate from that relating to 
the main realization) which will be credited with sale, etc., proceeds, 
the profit or loss being transferred (as with the main Realization 
Account) to Sundry Members. Alternatively, each asset account 
may be kept open until the asset is realized, the profit or loss being 
then transferred to Realization Account from which the net profit 
or loss is finally transferred to Sundry Members. 

(7) Expenses of realization will be debited to Realization Account 
(or to the purchasing company if the latter agrees to pay them). 

(8) The question arises with some items as to whether they are 
profits (or losses) or assets (or liabilities) or partly both. Such items 
are Employees’ Pension Funds, Accident Compensation Funds, 
Superannuation Funds, and Employees’ Profit-sharing Funds. 
These items will be treated on the principles already outlined 
according to their nature. 

(9) Provision may be required to cover fractions (see page 993). 

(10) The distribution of the assets of the vendor company will 
depend upon the Memorandum and Articles of that company; 
otherwise according to the general principles of law (see page 988). 

From the book-keeping point of view the purchasing company is 
concerned only with the assets and liabilities taken over and not 
with the conventional items which go to complete the double entty 
in the books of the vendor company, such as the proprietorship 
element, however described, into which will be merged the profit 
and loss balance, debit or credit, and the fictitious assets. Care will 
l>e necessary with certain items as mentioned in (8) above. 



ACCOUNTANCY 


884 

Illustration. The following is the abridged Balance Sheet of X. 
Ltd. which is being taken over by Y, Ltd. Show the acquisition 
entries in the books of the latter, assuming that all assets and 
liabilities are taken over at their present valuation and ignoring 
the question of goodwill. 

X. LTD. 

Balance Sheet 


Share Capital . 

£ 

15,000 

Fixed Assets . 

£ 

30.000 

General Reserve 

10,000 

Current Assets 

60,000 

Leasehold Amortization 
Fund . 

15,000 

Preliminary Expenses 
Profit and Loss Account 

2,000 

8,000 

Debenture Sinking Fund 
Pension Fund 

Debentures 

.[I 10,000 

20,000 
30,000 

1^100,000 1 


/ioo,ooo 




The estimated liability on Pension Fund is 14,000. 


The Balance Sheet items may be classed as follows — 


Real 


Conventional 


Fixed Assets 

Current Assets 


£ 

30.000 

60.000 

Share Capital 

Reserve ...... 

Debenture Sinking Fund . 

Pension Fund ..... 

£ 

15.000 

10.000 
10,000 

6,000 

Less Debentures £30,000 

„ Leasehold Amortization 

Fund . 15,000 

Pension Fund 14,000 

90,000 


Less Profit and Loss Account . 

41,000 

8,000 

59,000 


33,000 

a,ooo 



„ Preliminary Expenses 



£31,000 

Net Proprietorship .... 

£31,000 







The entries in the books of Y, Ltd. will therefore be — 


Journal 


Fixed Assets (detailed) 


. Dr 

£ 

30,000 

£ 

Current Assets (detail^) 


. Dr. 

60,000 


To Debentures .... 




30.000 

„ Leasehold Amortization Fund . 




15,000 

„ Pension Fund. 




14,000 

.. XLtd 




31,000 


The " conventional ” items wiD not appear in the books of Y, Ltd. 
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The opening entries on the acquisition of a business by a com- 
pany will occasion no difficulty, as the assets other than goodwill 
(/viil be debited and the liabilities taken over credited, as will be 
the amount due to the vendor. The excess of the purchase 
:onsideration over the net assets acquired (excluding goodwill) 
is debited to Goodwill Account; and in the converse case, the 
excess of net assets acquired after eliminating goodwill (if any) 
3ver the purchase consideration, credited to capital reserve, assets, 
3r provision for depreciation. 

The liability to the vendor will be discharged by a payment of 
cash and/or allotment of fuUy-paid shares and/or debentures. 

The entries will be a debit to the vendor and a credit to cash, 
share capital and/or debentures. 

Where, in addition to the net tan^ble assets acquired, the pur- 
chasing company discharges the realization expenses of the vendor, 
the amount is debited to goodwill or preliminary expenses and the 
vendor credited, xmless the amount is already included in the credit 
to the vendor for purchase consideration. The cash in the latter 
instance will be debited to the vendor. 

There may be a revaluation of assets, in which case the revised 
figures will be introduced into the books of the purchasing company, 
goodwill or capital reserve being modified accordingly. 

Where debtors and/or stock are revalued (if taken over), the 
method is to retain the book value intact and provide for the reduced 
value of the debtors and/or stock by way of a provision. 

In many examinations problems are set in which the values of 
the net tangible assets are not disclosed, but merely the details 
of liabilities taken over, together with the amount of purchase 
consideration. In these circumstances the amount of goodwill is 
not ascertainable unless given, or the necessary data for its com- 
putation provided. 

Illustration. A, Ltd., acquires the business of L, Ltd., as a going 
concern, the purchase consideration being £3,700, to be discharged 
in 2,500 shares of £i each fully paid at par, the balance in cash. 

The assets and liabilities are taken over as follows — 


£ i 

Debtors 3.250 

Stock 1,230 

Plant 1,000 

Creditors ...... 720 

Debentures ...... 800 

Rent owing ...... 5 


A, Ltd., agrees to pay out the debenture holders at 5% premium. 
The debtors are revalued in the books of A, Ltd., at £2,500. 

In addition. A, Ltd., is to discharge the realization expenses of 
L, Ltd., the amount thereof being £170. 
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Show the opening Journal entries in the books of A, Ltd. 


Journal 


Goodwill^ .... Dr 

Preliminary Expenses (or Goodwill) Dr 

Debtors .... Dr. 

Stock .... Dr 

Plant .... Dr 


I'o Debenture Holders of L, Ltd. 
Debtors Provision . 

Creditors 
,, Rent owing . 

,, Vendor 

Being assets and liabilities taken over from 
L, Ltd., as per purchase agreement dated! 

Opening assets and liabilities ofl 

A. Ltd 

Vendor ...... Dr. 

To Cash ...... 

,, Share Capital .... 

Being satisfaction of purchase consideration. 


i 

£ 

535 


170 


3.250 

1,230 

1,000 

840 


750 


720 


5 


3.870 


^6,185 

3 . 87 i|f 

\ 

1.370 

2.300 


Notes, (i) If the purchase consideration had been, say, £2,870, capital 
reserve would be £465 and the goodwill item eliminated. 

(2) The cash to meet the realization expen.ses will be paid to the liquidatoi 
of L, Ltd. 

(3) The amount due to vendor (L, Ltd.) is £3,870, viz. the purchase con- 
sideration £3,700 plus £170, as the question states that the latter amount is 
payable “ in addition.'* 


Alternatively, a Business Purchase Account may be opened as 
below — 


Journal 


Goodwill ..... Dr. 

Preliminary Expenses . . .Dr. 

Debtors ...... Dr. 

Stock Dr. 

Plant ...... Dr. 

To Debenture Holders of L, Ltd. . 

„ Debtors Provision .... 

,, Creditors . . . . . 

,, Rent owing .... 

,, Purchase of Business Account 

Being assets and liabilities taken over from 
L, Ltd., as per vending agreement dated 

r^r\Aminflr QoeA^e anH liaVkili^inc rkf 


£ 

535 

170 

3.250 

1,230 

1,000 

£ 

840 

750 

720 

5 

3.870 

A, Ltd. 

^6.185 

^6,185 

Purchase of Business Account . . Dr. 


3.870 


To Vendor ..... 



3.870 

Being purchase consideration for business 




taken over from L, Ltd., as per vending 




agreement dated 





Balancing entry. 
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Illustration. X, Ltd., acquires the business of W, Ltd., the piir- 
chase consideration being : (i) cash payment of £1,200 ; (2) issue to 
the vendor of 2,000 shares of £1 each fully paid at par ; (3) issue of 
[1,000 debentures at 95 per cent ; (4) pay the realization expenses 
^130; and (5) assumption of liabilities £720. 

Show the opening Journal entries, ignoring narratives. 

Journal 





i 

i 

Preliminary Expenses 

. Dr. 


130 


Sundry Assets^ .... 

. Dr. 


4,870 


To Liabilities 




720 

,, Vendor 




4.280 

Vendor ..... 

. Dr. 


4.280 


Discount on Debentures 

. Dr. 


50 


To Cash [i.e. ;^i,200 + ^^130] 




1.330 

Debentures . 

. 



1,000 

,, Share Capital 




2.000 


It should be noted that — 

(1) In both illustrations a separate entry might be made for the 
payment of realization expenses of the vendor. 

(2) If the liabilities were not disclosed, the “net assets" would 
be taken as £4,150. 

(3) Goodwill is not known in the absence of the valuation of 
Sundry Assets. 

Illustration. On 30th June, 19. X, Ltd., was registered with a 
nominal capital of 6,000 ordinary shares of £1 each. The new com- 
pany is to take over the old-established business of A. Vendor, the 
consideration being the allotment to him of 1,000 ordinary shares 
at par credited as fully paid. In addition, 1,500 ordinary shares are 
to be issued to him at par for cash. 

On 6th July, the company offered to the public 3,500 ordinary 
shares of £1 each at a premium of 2s. per share, the whole having 
been underwritten at the same price, the underwriting commission 
being 4 per cent. Only 2,000 of the shares were subscribed for by, 
and allotted to, the public, the balance being allotted to the under- 
writers. 

Five shillings p>er share was payable on application and 6s. per 
share on allotment, which included 2s. premium, and a first call of 
4s. per share due on 30th September. The whole of the moneys 
due from the public were received and the company paid £84 on 
account of underwriting commission. At the date of aUotment the 
underwriter pays in £1,650 in discharge of his liability. Give the 
opening Joum^ entries and Balance Sheet. Ignore dates. 

^ Balancing item. 


99-(B.ao83) 
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Journal 


Sundry Net Assets .... Dr.\ 
To A. Vendor . . . . .j 

Being sundry assets taken over from A. Yen-! 
dor as per agreement dated 

A. Vendor ..... Dr. 

To Ordinary Share Capital . 

Being discharge of consideration for assetsj 
taken over. 

Cash ...... Dr. 

To Ordinary Share Capital . 

Being shares purchased by A. Vendor. 

Cash Dr, 

To Application and Allotment 
Being 5s. per share received on application 
for 2.000 shares. 

Application and Allotment . Dr. 

To Ordinary Share Capital . 

,, Share Premium 

Being allotment of 2,000 shares at 2S. per 
share, payable 5s. per share on application 
and 6s. per share on allotment (including 2s. 
premium) as per directors' resolution, etc. 

Cash ..... Dr. 

To Application and Allotment 
Being cash received on ailotment. 

Underwriter . . . . , Dr 

To Ordinary Share Capital . 

„ Share Premium .... 
Being liability of underwriter on 1,500 shares 
of each, at 22s, per share unapplied for. 

Cash ...... Dr, 

To Underwriter 

Being discharge of liability by underwriter. 

First Call ..... Dr. 

To Ordinary Share Capital . 

Being call of 4s. per share on 2,000 shares. 

Cash Dr 

To First Call ..... 
Being cash received on ist call being 4s. per| 
share on 2,000 shares. 

Underwriting Commission , . .Dr 

To Underwriter ..... 
Being underwriting commission of 4% on 
3,500 shares issued at 22s. per share. 

Underwriter ..... Dr. 

To Cash ...... 

Being payment on account of underwTiting| 
commission. 


£ 

1,000 


1,000 ^ 


1,000 


1,000 


1,500 

1 , 500 


500 

500 


1,100 

900 

200 


600 

600 


1,650 

1,500 

i5« 


1,650 

1,650 


400 

400 


400 

400 


154 

154 
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Balancx Shext as at 



i 


i 

Authorized Capital — 


Cash 

4.566 

6,000 Ordinary Shares of 


Sundry Assets 

1,000 

each .... 

1^,000 

Underwriting Commission 

154 

Issued Capital— 




4,000 Ordinary Shares of 




each fully paid 

4.000 



2.000 Ordinary Shares of £1 




each — 133. per Share called 




and paid 

1.300 



Share Premium Account 

350 



Underwriter 

70 






^ 5 . 7*0 


Illustration. The Balance Sheet of J. Halden was — 


Balance Sheet as at 31ST December, 1952 



i 

i 


i 

L 

Creditors . 

"l.ioo 


Sundry Assets . 


10,500 

Less Reserve . 

100 


Debtors . 

6,720 




3,000 

Lzss Reserve . 

220 


Loans 


2,000 



6,500 

J Halden . 


12.000 





i 

17,000 


i 

17,000 


On X5th April, 1953, J. Halden, Ltd., was incorporated, taking over 
all the assets (except debtors) and the liability for loans ; interest 
at 6 per cent per annum on the purchase price to be allowed to 
the vendor from ist January, 1953, to the date of completion. 
The credit balance of J. Halden's capital to be satisfied by the 
issue of ordinary shares in J. Halden, Ltd. 

The loanholders accept 8 per cent preference shares in discharge 
of their debts. 

The company, as agent for the vendor, agrees to collect the debts, 
which realize £6,300, out of which they pay, as agent for the vendor, 
the creditors at the net figure shown in the Balance Sheet. Of the 
balance, they paid on account to J. Halden the sum of £1,000; the 
amount remaining undrawn by J. Halden, including interest, to be 
discharged in the form of £2,500 debentures at 96 and cash. 

The new company is to be entitled to all the intervening profit 
(i.e. between ist January, 1953, and 15th April, 1953). 

Show the opening entries of J. Hdden, Ltd., and the closing 
entries of J. Halden in respect of the above, assuming that the 
date of completion is 31st May, 1953. Take income tax at 9s. 
in the £. 
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In the books of J. Halden, Ltd. 

Journal 


1953 

April 15 Sundry Assets . . * 

To Loans .... 

J. Halden [Se« below] » . 

Being assets and liabilities taken 
over as on 31st December, 1952, 
in pursuance of purchase 
agreement dated 


i s. d, 
10,500 o o 


2,000 O 0 
8,500 O 0 


May 3» Loans . .Dr. 

To 8% Preference Share Capital 
Being issue of 2,000 8% preference 
shares of ;^i each fully paid in 
settlement of loan holders' 
claims. 


2,000 o 01 


Interest* .... Dr. 
To J. Halden 
,, Income Tax 

Being interest on purchase price of 
£S,soo at 6% for five months to 
31st May, 1953, 2Lt 9s. in 
£ thereon. 


11617 6 
95 12 6 


Cash 

To J. Halden 
Being debts collected. 


6,300 o o 


6,300 o| t' 


J. Halden . . . Dr. 

To Cash .... 
Being payment on account of 
amounts collected. 


1,000 o o 


1,000 O 0 


J. Halden 
To Cash 

Being payment of creditors. 


3,000 o o 


3,ooo| o; 0 


J, Halden . . , Dr. 

Discount on Debentures , Dr. 

To Ordinary Share Capital 
,, Debentures 

,, Cash .... 

Being discharge of liability to ven- 
dor by issue of 8,500 shares of 
£i each fully paid, £2.500 de- 
bentures at 96%. and cash 
£16 17s. 6d. 


10.916 17 6 


* and * see page 891. 
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In T. Halden’s bodes 

Journal 


1953 
April 15 


May 31 


Realization Account . . Dr. 

To Sundry Assets . 

Being assets transferred to J. Hal- 
den, Ltd., as on 3i9t December, 
1952, in pursuance of purchase 
agreement dated 


Loan .... Dr. 

To Realization Account . 

Being liability assumed by J. Hal- 
den, Ltd., in pursuance of pur- 
chase agreement dated 


J. Halden, Ltd.i . Dr. 

To Realization Account. 

Being purchase consideration as 
per purchase agreement dated . . . 


J. Halden, Ltd. Interest* . Dr. 

To J. Halden Capital 
Being interest at 6% per annum 
on :£8,5 oo for 5 months — 

I s. d. 

1st Jan., 1953, to 
31st May, 1953 212 10 o 
Ls5s Income Tax 

at 9s, in . 95 12 6 


;fii6 17 6 


J. Halden, Ltd. Collection Account 

Dr. 

Bad Debts Provision . . Dr. 

J . Halden Capital . Dr. 

To Debtors .... 
Being final adjustment of debtors 
through the collection by J. 
Halden, Ltd. 

Creditors .... Dr. 
To J. Halden, Ltd. Collection 
Account 

,, Discount Received . 

Being final adjustment of creditors 
through payments by J. Halden, 
Ltd. 


J. Halden, Capital Account • Dr. 
To J. Halden, Ltd., Collection 
Account 

Being cash drawn against net col- 
lection by J. Halden, Ltd 


1 

5 . 

d. 

i 

10,^0 

0 

0 

10,500 

2,000 

0 

0 

2,000 

8,500 

0 

0 

8,500 

Ii 6 

17 

6 

1 16 

6,300 

0 

0 


220 

0 

0 


200 

0 

0 

6,720 

3,100 

0 

0 

3.000 

100 

1,000 

0 

0 

1,000 


o 


o 


6 


o 


o 

o 


o 


' This is made up of the Capital Account of J. Halden after adjusting 
debtors and creditors, i.e. the “net** assets taken over. 

* This will be charged against profit prior to incorporation, 

’ See footnote (^) on page 892. 
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Journal — {contd.) 


1953 



£ 

5 . 

d. 

£ 

s. 

May 31 

J. Halden, Capital * . Dr. 


10,916 

17 

6 

8,500 


To J. Halden, Ltd. 





0 


„ J. Halden, Ltd. CoUection* 





2,300 

0 


,, J. Halden, Ltd- Interest* . 





1 16 

17 


Being discharge of final balances 







by allotment of 8,500 shares ofj 
£i each fully paid: £2,$oo 
debentures at 96% and cash, 
£it 17s. 6d. for balance of 








interest. 








Profit Prior to Incorporation. A company cannot make profits 
nor incur losses prior to incorporation, so that where it is formed to 
take over a business from a date prior to its incorporatijon (usually 
being the date of the close of the last accoimting pe^od of the 
vendor concern) the profit or loss arising between the \ two dates 
must be kept quite apart from the profits or losses after incorporation. 
It may be noticed that the date of the certificate entitling the 
company to commence business (necessary in public companies) 
being purely a legal formality is quite immaterial to the present 
topic. 

The vendor, in releasing his right to profit (a loss may be ignored 
at the moment), will normally require some compensation, either 
in the form of interest or an additional sum for goodwill. Therefore 
it is first necessary to compute the amount of pre-incorporation 
profit, against which will be debited the interest (if any) payable 


^ It will be observed that the vendor receives 11,916 173. 6d. This sum 


IS accounted for as follows — 


(a) Capital per Balance Sheet . 

. , 

Less loss on Bad Debts — 

£ 

Book Value of Debtors 

. 0,720 

Less Provision 

. 220 


6,500 

Amount realized 

. 6.300 


Add Interest on purchase price, less tax 


£ 

12,000 


I 1,800 
II6 


o 


o 

17 


;^ii,9i6 17 6 


■ The balance due to J . Halden after the allotment of shares is £2,4 16 1 7s. 6d 
discharged as follows — £ ^ ^ 

(^) ^2,500 Debentures at 96% . . . 2,400 o o 

(/;) Cash ....... 16 17 6 

7Mi6~i7 6 


A transfer of £100 might be made from Interest Account to Collection 
Account, bringing the latter up to £2,^00 and the former down to ;£i6 17s. 6d. 
discharged respectively by Debentures and Cash (as above). 
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to the vendor; if there still remains a balance of pre-incorporation 
profit, this is in the nature of a capital profit and not available for 
distribution amongst the members of the company. 

Illustration. A company is incorporated to take over a business 
as and from ist January, 1953, the company being incorporated on 
31st March, 19531 followed in due course by the receipt of its certifi- 
cate entitling it to commence business. The profit for the year 
ended 31st December, 1953, is £3,200 (before debiting interest to 
vendor), of which the proportion attributable to the three months 
ended 31st March is £600, The vendor is entitled to 10 per cent 
interest per annum on the purchase consideration of £14,000, 
up to the date of incorporation. Ignore income tax. 


Allocation of Profit 



Pre- In cor- 
poration 

Post-Incor- 

poration 

Total 



t 

i 

Profit 

Less Interest to Vendor at 10% p.a. on 
^14,000 for 3 months: ist Jan., 1953, 

600 

2,000 

3,200 

to 31st March, 1953 . 

350 


350 

Balance ...... 

£250 

;^2,600 

£2,850 

Disposal 

Capital 

Rciierve 

Available for 
Dividend | 



Instead of receiving interest, tlie vendor may increase the pur- 
chase consideration by the estimated profit (if possible), so that 
the “excess" figure will be automatically added to goodwill ; there- 
fore the pre-incorporation profit will be credited not to a capital 
reserve, but to goodwill, so as to cancel the amount originally 
included therein representing estimated profit. It is extremely im- 
probable that the actual profit will correspond with the estimated 
profit, hence there will almost invariably be a difference between the 
estimate and actual. This may, in case of a profit balance, belong 
to the purchasing company or to the vendor, according to agree- 
ment. The converse position would arise in case of a loss balance. 

Illustration. Same facts as before, except that the purchase con- 
sideration is £14,600 without interest, and assuming tha.t £14,000 
represents book values of tangible assets at ist Janua^, journalize 
(without narrative) the opening entries of the purchasing company. 


Journal 






£ 

£ 


Assets .... 

. />. 


14,000 



Goodwill 

. Dr. 


600 



To Vendor 

1 

1 


14,600 
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Disposal of profit will be — 

(a) Pre-incorporation profit, £600 will be transferred to Good- 
will. 

(&) Post-incorporation profit, £2,600 will be available for 
dividend. 

The Goodwill Account will subsequently be eliminated thus— 


Journal 


Profit and Loss Account (Pre-Incorporation) Dr, 


i 

600 

To Goodwill ..... 




Illustration. Show the treatment, assuming the same/ facts as in 
the preceding illustration, except that the actual pre-incorporation 
profit is £850; the total profit for the year remaining^^the same, 
£3.200. 


Allocation of Profit 


Pre-Incorporation 

Post-I ncorporation 

Total 

^850 

£*. 35 “ 

£ 3 .»oo 


The pre-incorporation profit will be disposed of by transferring 
£600 thereof to the credit of Goodwill Account and £250 to the 
credit of capital reserve or, if the agreement so provides, to the 
credit of the vendor. The post-incorporation profit is available 
for dividend. 

If there have been drawings on the part of the vendor, the balance 
payable to the vendor will be pro tanto reduced. 

Loss Prior to Incorporation. Any loss prior to incorporatior 
may be dealt with thus — 

{a) debited against the profits after incorporation ; 

(6) debited to a special account headed "Loss prior to In 

corporation"; or 

(c) debited to Goodwill Account. 

The same principle in (6) and (c) applies as in the case of a profi 
prior to incorporation. If the purchase consideration is based upoi 
the position as at the date of the last Balance Sheet without refer 
ence to a subsequent loss, the vendor agreeing to forgo all questioi 
of profit and conversely being released from any loss, then logicall] 
the vendor ought to allow interest to the purchaser, although thi 
is obviously a very rare occurrence. 

Illustration. A company sells its business to another as and fron 
1st January, 19 . . , the purchasing company being incorporated 01 
the 31st March, 19. .. The purchase consideration is £14,000, bu 
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as the parties are aware there has been a loss during the three 
intervening months, it is agreed that the purchasing company wiU 
bear all the loss, subject to the vendor allowing interest at lo per 
cent per annum for the pmod ist January, 19. to 31st March, 
X9 . . , on the purchase consideration. The loss for the year ended 
31st December, 19. ., is £3.200 apart from interest, of which £600 
is attributable to the pre-incorporation period. 


Allocation op Loss 



Pre-Incor- 

poration 

Post-Incor- 

poration 

Total 


i 

£ 

£ 

IX)SS 

600 

2,600 

3. -200 

Less Interest due from Vendor at 10% 
p.a. on £14,000 for 3 mouths to 31st 
March, 19. . . 

350 

j 

350 


£250 

£2,600 

£2,830 

1 )isposal 

* Carru-d 
fonvard 

• Carried 
forerard 



Where no interest is to be calculated and the purchase price is to 
be reduced by the estimated loss of £600 (assuming the estimated 
losses to mature exactly into an actual loss of £600), there will be 
a provision made in the opening entries against which the loss will 
be debited. 

Illustration. Same facts as in the preceding example, except that 
no interest is to be computed and the purchase consideration has 
been reduced by £600. Show the opening Journal entry. 


Journal 




£ 

£ 

Assets ...... Dr, 


1 4,000 


To Vendor ..... 



13.400 

,, Provision* . . . . . 



600 


Disposal of loss will be — 

(а) Pre-incorporation loss £600 will be offset against the 
Provision. 

(б) Post-incorporation loss £2,600 will be carried forward till 
eliminated by subsequent profits. 

The entry (a) will cancel the Provision credited in the opening 
entry. 

‘ This item will be shown in the Balance Sheet as an " asset *' till written off 
’ This item will be shown in the Balance Sheet as an "asset'* till eliminated 
subsequent profits. 

* The *' profit** of jffioo is illusory, as the value of the assets although appear- 
ing in the books at £14,000 is diminished by the loss of £600. 
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If the loss were £850 instead of £600, the debit balance of ^250 
would be transferred either to the debit of vendor, if the agreement 
so provides, or to Loss prior to Incorporation Account. 

Where interest is charged by the vendor, such interest will be an 
additional loss, so that using the figures already given the loss of 
£600 would be increased by £350 interest to £gs^» t>e dealt with 
as a loss prior to incorporation. 

If it should happen that there is a loss prior to incorporation and 
a profit after incorporation, the former may be set off against the 
latter, thus reducing the divisible profit. 

Where the loss prior to incorporation is debited against goodwill, 
this is correct only if the amount of goodwill is at the opening 
a balancing figure, for if the true goodwill has already been debited, 
no subsequent losses can increase it, but rather the reverse. 

Illustration. Same facts as previously, except that ts^gible assets 
at a book value of £14,000 are purchased for £15,800. ^ss prior to 
incorporation is £600. Show opening Journal entry. \ 

It is obvious that the goodwill figure in the opening entry is 
£1,800; but this is based upon the book values at lit January. 
Yet at the time of incorporation the assets had fallen in value 
(apart from other fluctuations) by £600, leaving the true book value 
at £13,400; hence the goodwill is the purchase consideration 
(£15,800) less the true vsJue of assets (£13,400) ; that is, £2,400. 
At the date of the opening entry the ist January figures are 
entered thus — 

Journal 


Assets ...... Dr. 

Goodwill ...... Dr.\ 

To Vendor 


£ 

14,000 

1,800 


15,800 


When the loss is ascertained at the end of the year, viz. £600, 
the amount will be transferred to the debit of goodwill, increasing 
it to £2,400. 

If the opening entry is adjusted to cover the estimated loss 
at the date of purchase, it would be as follows — 

Journal 


Assets (old Book Value) . . . Dr.j 

Goodwill ..... Dr\ 
To Vendor 

„ Provision . . . .1 


£ 

14,000 

2,400 


15,800 

600 


The debit for loss prior to incorporation will be offset against the 
provision £600, thereby eliminating it. 
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If the business had been acquired on the basis that the loss to 
31st March, 19 . . , was only £600 (and it turns out to be £1,000), 
then the extra loss of £400 must be transferred to Loss prior to 
Incorporation Account. This is justified because the purchasers 
contemplated the tangible assets to be £13,400 (paying £15,800 
therefor), but the assets were £400 less than they imagined, 
for which, had they known it, they would have paid only 
£15,400. 

Summary of Treatment of Profit Prior to Incorporation, (i) Where 
assets are taken over and paid for on the basis of the last Balance 
Sheet, the vendor taking the whole of the profit between the latter 
date and the date of the incorporation of the company, no charge 
being made for Goodwill. 

(2) Where the vendor increases the sale price of the business to 
cover the whole of the profit indicated in the foregoing paragraph, 
no charge being made for Goodwill. 

(3) Where the vendor surrenders the whole of the profit indicated 
in paragraph (i) and charges interest on the purcliase price in lieu 
thereof, no charge being made for Goodwill. 

(4) Where, in addition to the purchase price, either with or with- 
out the addition of interest, the purchasing company is required to 
pay for Goodwill. 

In the above instances the pre-incorporation profit will be 
(referring to each paragraph) — 

(1) eliminated, 

(2) eliminated, and 

(3) the excess of profit over interest credited to Capital Reserve 
or, in the converse instance, debited to Loss prior to Incorporation 
Account or Goodwill Account, 

As to (4) there will be a Goodwill Account opened, so that any 
excess interest over profit must be debited to Loss prior to Incorpora- 
tion Account. 

Where the pre-incorporation profit exceeds that estimated in 
fixing the purchase price, the excess will be credited to Capital 
Reserve ; in the converse case, debited to Loss prior to IncoiT)ora- 
tion Account if paragraph (4) applies, otherwise Loss prior to 
Incorporation Account or Goodwill Account. 

Similar principles, conversely treated, will apply to Loss prior 
to Incorporation. 

Therefore, it is of vital importance to be acquainted with the 
details of the constitution of the purchase consideration. 

Methods of Computing Profit Prior to Incorporation, (i) By the 
taking out of accounts, either with or without closing off the books, 
whereby the actual profit or loss up to the date of incorporation is 
ascertained, such profit or loss being credited or debited to the 
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vendor, or transferred on the lin^ already outlined. The simplest, 
but not always the most expedient, method is to close off the old 
books ; the new books of the purchaser being opened with the assets 
as they exist at the date of incorporation, thus automatically in- 
cluding the results to that date ; the difference between the assets 
acquired and purchase consideration being goodwill or reserve, If 
the purchase consideration exceeds book values, the balancing 
item is a debit for goodwill; if it is less than book values, the 
balancing item is capital (or depreciation or asset) reserve. The 
accounts will then relate exclusively to the post-incorporation 
period, and adjustments for pre-incorporation profit or loss will not 
be required. 

(2) By taking the gross profit on a percentage basis of sales, and 
apportioning it into the *'pre" and '‘post'* periods on either time 
or SALES basis, the expenses against the gross profit Joeing split 
according to the circumstances, viz. — \ 

(i) Common charges : \ 

(a) Fixed charges on actual facts or on a time basis, ^.g. rates, 
insurance. 

{b) Fluctuating charges on the basis appropriate thereto, e.g. — 

Bad debts according to the dates they became bad or 
upon credit sales. 

Discoimt allowed and received according to the dates of 
allowance or the date the debts were incurred. 

Carriage out according to the dates of sales. 

(ii) Non-common charges. These will be dealt with according as 
they belong to the "pre” or “post" periods, and normally are not 
split, e.g. directors’ fees, if the vendor is not a limited company. 
These must exclusively belong to the “post-incorporation" period. 
Similarly, formation expenses, although necessarily incurred in 
point of time prior to the incorporation of the company, will not be 
introduced into the books until the “post-incorporation'* period, 
as they are expended exclusively for the purchasing company. 
Thus, the procedure is — 

{a) to apportion gross profit according to the sales prior to or 
after incorporation, or according to the respective periods prior to 
or after incorporation ; 

(b) to apportion the expenses according to the facts ; leaving 

(c) two profits and/or losses, viz. before and after incorporation. 

Illustration. Perwick, Ltd., was incorporated on ist April, 1953 
taking over a business as and from the preceding ist January. 
The net sales for the year ended 31st December, T953, art £125,000, 
£25,000 of which were made during the three months ended 31st 
March, 1953. 

Tlie gross profit for the year is £40,000; general expenses are 
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i'26,000, and include directors' fees, £2,000 ; issued share capital is 
/6o,ooo, in ordinary shares of £i each fully paid. 

It is decided to place £3,000 to reserve. 

Show Profit and Loss Account, basing the apportionment of 
gross profit on sales. Ignore income tax and preliminary 
expenses. 

Perwick, Ltd. 

Profit and Loss Account for the Year Ended 
Dr. 31ST December, 1953 Cr. 




Pre- 

Incor< 

pora- 

tion 

Post- 

Incor- 

pora- 

tion 



Pre- 

Incor* 

pora- 

tiou 

Post- 

Incor- 

pora- 

tion 

To General Expenses' . 

„ Directors' Fees 

Net Profit . 

c/d 

£ 

6|OOo 

2,000 

i 

X 8,000 
2,000 

X2,000 

By Gross Profit • . 

b/d 

£ 

8,000 

£ 

32,000 



£8,000 

£32,000 



£8,000 

£32,000 

To Reserve 

,, Interest to Vendor 
„ Balance to Capital 
Reserve . 

„ Balance 

c/d 

? 

3,000 

3,000 

9,000 

By Net Profit 

b/d 

2,000 

12,000 



£2,000 

£x 2,000 



£2,000 

£12,000 





By balance . 

b/d 


9,000 


Illustration. A company acquires a business as on ist January, 
1953, it being incorporated on the ist May, 1953. The first accounts 
are drawn up to the 30th September, 1953. 

The gross profit is £5,600. 

The general expenses are £1,422 ; directors' fees, £1,200 per 
annum ; formation expenses, £150. 

Rent to 30th June was £120 per annum, after which it was in- 
creased to £300 per annum. 

Salary of the manager, who upon incorporation of the company 
was made a director, was £600 per annum (since incorporation in- 
cluded in directors' fees above). 

Show Profit and Loss Account, assuming that the net sales were 
£82,000, the monthly average of which for the first four months of 
^953 being one-half of that of the remaining period. The com- 
modity earned a uniform profit. Interest and tax may be ignored. 


Apportioned on a time basis, i.e. 3 : 9. 
Apportioned on sales basis, i.e. 23 : zoo. 
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Profit and Loss Account for the Nine Months Ended 
Dr. 30TH September, 1953 CV 




Pre- 

IncOT- 

Post- 

Incov- 



Pre- 

Inoor^ 

Post. 

Incor- 



pora- 

tion 

pora- 

tion 



pora- 

tion 

pora- 

tlOQ 

To General Expenses (b) . 

„ Rent (c) 

„ Manager's Salary . 

„ Directors' Fees (d) 

,, Formation Expenses (g) 

„ Capital Reserve (or 
G^will) 

,, Balance 

c/d 

£ 

632 

40 

200 

738 

£ 

790 

95 

500 

150 

3,465 

By Gross Protit a) 

b/d 

1 

£ 

1,600 

£ 

4.000 



£1,600 

£4,000 

1 

I 

£1,600 

£4,000 





By Balance 

b/d 


*,463 


(а) The profit is apportioned in the ratio of 2 : 5. \ 

If the first four months sales be represented by i \ 

then subsequent sales will be represented by 2, 
but as the number of months in first period is four ' 

and in the second five, the ratio is computed thus — 

Pre-incorporation =1x4 = 4 = 2 

Post -incorporation = 2x5 — 10 = 5 

(б) In absence of information, apportioned on time basis, i.e. 4 : 5. 

(V) 4 months at ;^io a month = ^^40 (to ist May, 1953). 

2 months at ^ 10 a month, plus 3 months at £25 a month = £95 (to 30th 
Sept., 1953). 

(d) Directors’ fees, five months (to 30th Sept., 1953), at ;^ioo a month. 

(e) Strictly, to Appropriation Account. Formation expenses may, alter- 
natively, be written off against pre-incorporation profits. 

Illustration. X, Ltd., was incorporated on ist July, 1953, and 
acquired from Y as and from ist January, 1953, the business car- 
ried on by him. The purchase price of the fixed assets and goodwill 
was defined by the agreement as a sum equal to 75 per cent of the 
profits of the business for twenty years from ist January, 1953. 
pa)nnent to be made each year on the ascertainment of the sum due. 

The following were the balances as on 31st December, 1953, after 
closing the Trading Account. 


Debits 

£ 

Credits 

i 

Debtors .... 

too 

Share Capital 

1,200 

Stock at cost 

750 

Creditors .... 

1,150 

Bank ..... 

2,900 

Profit for the year after pro- 


Preliminary Expenses . 
Directors’ Fees 

200 

viding for Income Tax and 


300 

charging all other expenses 
aOowable under Purenase 




Agreement 

2.400 


£4.750 


£4.750 
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Write of! one-quarter of the Preliminary Expenses and set out 
draft Balance Sheet as on 31st December, 1953; and Profit and 
Loss Appropriation Account, showing profit prior to incorporation. 


X. Ltd. 

Draft Profit and Loss Appropriation Account for the Year 
Dr, ENDED 3 1ST December, 1953 Cr. 



I 

£ 

Z ,300 

t 

£ 

50 

850 


1 

£ 

1,200 

t 

To I^reliminary Expenses . 

„ Balance .... 

By Net IVofit . 

£ 

900 


£1,200 

£900 


£i,aoo 

£900 








Draft Balance Sheet as at 31ST December, 1953 



£ 

£ 


£ 

£ 

Share Capital 


1,200 

Bank 

2,900 


Capital Reserve — Pro- 



Debtors . 

600 


fat prior to Incor- 



Stock 

750 


poration 


1,200 



4.250 

Profit and Loss Ac- 



Fixed Assets and 



count 


850 

(iloodwill 


1,800 

Creditors — 



Preliminary Expenses 

200 


General . 

1.150 


Less written off 

50 

150 

Vendor . 

1,800 







2.950 






£(>,200 

1 ! 

I _ 


^6,200 


Notes, (a) The amount of ;£i,8oo is the sum payable for the acquisition of 
Fixed Assets and Goodwill, arrived by taking three-quarters of the profit of 
the company for the year ;^2,40o. The student must note that the basic figure 
is not £2,100, i.e. £2,400 less Directors’ Fees ;^3oo, because the question clearly 
states otherwise : further, if the new company could charge up Directors' Fees 
indiscriminately it could deprive the Vendor of any sum for the Fixed Assets 
and Goodwill by utilizing all the profits of the company in payment of 
Directors' Fees. 

(6) The apportionment of profit prior to incorporation is upon a time 
basis, i.e. — 

i i 

Prior to incorporation, one-half of £2,400 . 1,200 

Subsequent to incorporation, one-half of ^2,400 . 1,200 
Less Directors' Fees ..... 300 

900 

£2,100 

[c) As a matter of prudence a Reserve may be created to cover the sum of 
/i,8oe payable to the Vendor by first utilizing the profit prior to incorporation 
of £1,200 and the sum of £600 out of profits subsequent to incorporation. 

(d) It is assumed that Income Tax is '‘allowable" as the question states: 
". . . after providing for Income Tax and charging all other expenses 
allowable." 

’ Profit prior to incorporation. 

■ Profit since incorporation. 
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Apportionment of Shares Between Vendors. Dif&culties some- 
times arise in the division of shares received from a purchasing 
company in the lack of agreement between the vendors. 

Where partners are vendors, the problem is so to apportion the 
shares in the new company as to preserve the original positions o1 
the partners as enjoyed in the partnership, viz. («) to maintain the 
same divisibility of profits ; and (b) to preserve the same priority 
as to the right of repayment of capital. 

The rules may be summarized, ignoring income tax — 

(1) Where a partner has made a loan or advance to the partner- 
ship, he should take a first preference share with dividend at the 
same rate as interest on the loan.^ 

(2) 2 Surplus capital ; second preference share with or without 

dividend right. ^ j 

(a) If no interest on capital — no dividend. 1 

(b) If interest on capital — same rate of dividend as ^he interest 

paid in the partnership. \ 

The above shares to be preferential as to capital, the shares in 
(i) having priority over the shares in (2).^ 

(3) The balance of all shares in profit and loss ratios. 

(4) Partnership salaries as before. 

Where the capitals of the partners are proportionate to profit 
sharing, the whole of the share capital of the company will be so 
divided, it being immaterial whether interest on capital in the 
partnership was charged or not. 

Where income tax comes up for consideration — as in most cases 
it tmdoubtedly will — the above rules are modified so as to give the 
directors their income from the company in the form of directors' 
fees and not as dividends. This point is illustrated on page 904 el seg. 

Illustration. A, B, and C are in partnership, sharing profits in 
the ratio of 2 ; 2 : i after providing for interest on capital at 5 
per cent per annum, and salaries of £200 to B and £150 to C. 
They decide to form a limited company to take over the business. 
The assets and liabilities are to be taken over at book values with 
the exception of goodwill, the value of which is to be taken at an 
increase of £5,000. The capitals of A, B, and C at the date of pur- 
chase by the limited company were £8,000, £6,000, and £3,500. 

Show how you would deal with the allocation of capital of the 
partners in the new company so as to preserve the same rights as 
between themselves as obtained in the partnership. 

(i) The capitals of the partners in the business are not propor- 
tional to their shares in profits and losses. 

* Alternatively, instead of first and second preference shares, debentures 
may be issued for (i) and preference shares for (2). 

• See page 903. 
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(2) The Capital Accounts after writing up assets will be as 

follows — 



A 

B 

c 

Capitals . . 

Add Increase in Assets in ratio 2 : 2:1 

Revised Capitals . . £ 

£ 

8,000 

2,000 

£ 

6,000 

2,000 

£ 

3.500 

1,000 

10,000 

£S,ooo 

Cn 

0 

0 

(3) If the capitals were in profit-sharing ratios, and assumi 
capital to be in the same proportion to the total capital as his 
of profit, the relative excess capitals would be as follows — 

ng C’s 
i share 


A 

B 

c 

Capitals as above ....... 

Less Capitals in the Profit-sharing ratio . 

Surplus Capital held by A and C over B 

As between A and C profits are divided in proportion 
of 2 : I. Assuming, therefore, C's surplus Capital of 
£500 to represent one-third, the Capitals would be . 

Surplus Capital of A over C . 

£ 

10,000 

8,000 

00 00 

8 

0 0 

2,000 

1,000 


500 

500 

;fl,000 



In the event of a winding-up therefore, A should receive £ 1,000 
before B and C are repaid an5rthing. The next £1,500 should be 
shared by A and C in the ratio of 2 : i, and the balance between 
A, B, and C in the ratio of 2 : 2 : i. 

(4) (i) In order that the ultimate net profit shall continue to be 
shared in the proportions of 2 : 2 : i, ordinary shares must be 
issued to the partners in those proportions in respect of part of 
their capital. 

(ii) To equate the rights of the partners as to interest on capital, 
preference shares carrying 5 per cent per annum interest may be 
issued for the balance of the respective capitals. 

(iii) The priorities as to repayment of capital attaching to the 
various classes of shares must be made to conform to the present 
rights of the partners in regard to repayment of capitals and loans 
in the partnership. 

(5) Capital may thus be issued — 

(i) £1,000 5 per cent "A" cumulative preference shares of £i 
each issued to A in respect of his absolute surplus of capital, such 
shares to have priority over all other shares as to repayment of 
capital in the event of liquidation. 

(ii) £1,000 5 per cent "B" cumulative preference shares of £i 
each to be issued to A and £500 5 per cent "B'' cumulative pre- 
ference shares to be issued to C in respect of their surplus of capital 
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over that of B, such shares to rank pari passu with "A** preference 
shares as to dividend and next after the '* A ” preference shares as 
to repa5anent of Capital in the event of liquidation. 

(iii) None of the above preference shares to be entitled to share 
in any surplus of assets remaining on a winding-up, except to the 
extent of all arrears of preference dividend due on such shares. 

(iv) Ordinary shares, ranking for dividend and repayment of 
capital after all preference shares, and carrying the right to par- 
ticipate in any surplus of assets on a winding-up to be issued as 
follows : A, £8,000 ; B. £8,000 ; C, £4,000. 

(v) Directors* fees of £200 and £150 per annum to be paid to B 
and C respectively to take place of the salaries hitherto paid to them. 

(vi) The distribution of profits in the partnership and the company 

respectively is illustrated by the following statements (using the 
foregoing data). I 

Profits assumed, £5,225. \ 

Partnership Company \ 



A 

B C 1 

A ' B C 


£ 

£ £ 1 

£ ' £ £ 

Interest on Capital — 


5 % “A" Prelerence Share 


5% on £10,000 

500 

Dividend 

30 

5% on £8,000 


400 5% “B** Preference Share 


5% on £4.500 


225 Dividend 

50 25 

Salaries .... 


aoo 150 Oirecton>‘ Fees 

200 150 

Balance, a : a : i 

1,500 

1,500 750 

— 



[-See below] 

XOO 200 175 



! Dividends on — 




1 Ordinary Shares 

z,90o 1,900 9S0 



£a,ioo £1,125 

£2,000 £2, 100 £1,125 


In order to obtain the benefit of the Earned Income Allowance 
for A, B, and C, provided the business profits are sufficient, the 
directors would treat profits as fees, so as to provide C (the 
partner with the lowest income) with the maximum Earned Income 
Allowance (j;ths of £2,025 for 1953-54)* 

Divisible profits (if sufficient) will, therefore, be distributed as 
directors* fees up to the maxima indicated below. 


i 

1 

A 1 

\ ® 1 

C 

Apportionment (as above) 

Balance, 2:2:1. 

i 

100 

0 0 

0 0 

i 

T ^75 

1.850 


izSoo 

1^,900 

£^,025 




- 


As, however, A and B might object, inasmuch as they would be 
liable for sur-tax, the alternative procedure would be to bring B*s 
income down to £2,000 in order to avoid such liability (although it 
must be remembered that the Inland Revenue authorities may 
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raise an assessment on the company for sur-tax in respect of profits 
unreasonably withheld from distribution) — 



1 ^ 

B 

c 

Apportionment (as on page 904) 

Balance, 2:2:1 

i 

100 

1,800 

£ 

200 

1,800 

i 

175 

900 

See also paragraph 3, page go6. 

;£i .900 

£2,000 

if 1. 075 


If priority as to capital were not important, shares (all equal in 
rank as to capital and dividends) might be allotted thus — ^ 

A. 20,000 Shares of los. each fully paid .... 10,000 

B. 20,000 Shares of 8s. each fully paid .... 8,000 

C. 10,000 Shares of gs. each fully paid .... 4,500 

Dividends would be payable on the nominal number of the shares 
allotted. The special first distribution of A, ;£ioo; B, £ 200 ; C, 
jfi75, must be maintained. 

Illustration. The different methods may be compared, assuming 
])roj[it of 10,475 all to be distributed and the facts as before. 

(i) As partners — 


1 A 1 

B 

C 


£ 

i 

i 

Interest on revised Capital 

500 

400 

225 

Salaries .... 


200 

150 

Balance, 2:2:1. 

3,600 

3,600 

1,800 


* ;i 4 . 1 oo 

£4,200 

£2.175 

(2) Company, whereby C is 

to have £2,025 as director's fee. 

A 

B 

c 


£ 

£ 

£ 

5% "A” Preference Dividend* 

50 



5% "B" Preference Dividend* 

50 


25 

Directors' Fees 


200 

* 150 

Additional Directors’ Fees 

3 » 75 o 

3.750 

’ 1.875 


3.850 

3.950 

2,050 

Dividend : Ordinary Shares ( A 

£8,000 



at 3 l% ) B 

8,000 



(c 

4,000 




250 

250 

125 


£4.100 

£4.200 

£2.175 


' Alternatively Interest on Capital might be calculated upon the original 
capitals and the balance divided in profit ratios, the result being the same as 
above. 


* If the partnership capitals did not carry interest, no dividend would be 
payable on these shares. 

* Total earned Income of C = £2,02,^, being the maximum earned income 
upon which tlie two-ninths earned income allowance is given, i.e. £^s^ in 

1953-54. 
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(3) Company, whereby B is to have £ 2,000 as director’s fee — 




A 

1 B 

C 

Directors* Fees (made up as on page 905) 

£ 

1,900 

£ 

2,000 

£ 

*-°75 

Dividends : Ordinary Shares 
at 27 J% 

f A £S,ooo 
j B 8,000 
( C 4,000 

2,200 

2,200 

1,100 



£4.100 

£4.200 

£*.J 75 


(4) Company, whereby the whole of the profit, except for pre- 
ference dividends and B's director’s fee £200 and C’s director’s fee 
£150, is to be paid in dividends on Ordinary Shares — \ 


1 A 1 

( B 





£ 

£ 

£ 

Apportionment (see page 905^) 


‘ 

100 

200 

175 

Dividends: Ordinary Shares ( 

A 

;^8,000 




at 50% 1 

B 

8.000 




{ 

C 

4,000 







' 4,000 

^ 4,000 

^ 2,000 




£4,100 

£4,200 

£2.175 


In a winding-up, should there be a loss, it would be charged first 
against the ordinary shares, then against the “B" Preference shares 
and any balance, lastly, against the ’‘A” Preference shares. The 
comparative position between the partnership and the limited 
company is shown in the following illustrations. 

Illustration. Assuming that the new company went into immediate 
liquidation and the assets produced £ 21 , 000 , there would be a loss 
of £1,500 (i,e. £22,500 -£21,000), borne as follows — 


Partnership Limited Company 



A 

B 

c 


A 

B 

C 

Capital 

Lou 2:2:1 

£ 

. 10,000 
. 600 

8,000 

600 

£ 

4,500 

300 

Ordinary Shares 

I.MJ Loss . 

sf^mo 

600 

£ 

8,000 

600 

£ 

4,000 

300 





“ B *’ Preference Shares . 
*‘A*’ Preference Shares . 

7,400 

1,000 

1,000 

7.400 

3.700 

500 

Repay 

il 

If 

£4.300 

Repay 

£9.400 




Illustration. If the assets produced £2,100 only, involving a loss 
of £20,400. 


^ Alternatively, these sums might be treated as additional directors* fees. 
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PARTNERSHIP LIMITED COMPANY 


ABC 

ABC 

£ £ £ 

Capital . • 10,000 8,000 4.500 

2 : a : i 8,x6o 8,x6o 4,080 

£ £ £ 

Ordioaxy Shares . 8,000 8,000 4,000 

L«S 9 Loss 6,000 8,000 4,000 

Repay Due Repay 
£1.840 £160 £420 

« 

Advantage ( + ) or dis- 
advantage ( - ) com- 
pared with Company . +£107 -£160 +£53 

“B" Preference Shares . x.ooo — 500 

Less Balance of Lass . 267 — 133 

(£20,400 - £20,000) 

733 — 367 

“A " Preference Shares , 1,000 — — 

Repay .... £i,733 nil £367 



Illustration. If the loss on liquidation is £21,900, the assets 
producing £600 only. 


Partnership Limited Company 


A 

B 

C j 


A 

B 

C 

£ 

Capital . 10,000 

Lo&s 2:2:1 . 8,760 

8,000 

8,760 

£ 

4,500 

4,380 

Ordinary Shares as above 
“B” Preference Shares . 

£ 

1,000 

sj| 1 

£ 

500 

>.C (I 
rt '♦I 

D,w 

Due 

£760 

Repay 

£xao 

Less Loss . 

1,000 

- 

500 





Advantage or disadvan- 
tage as above . . + £640 




_ 

■ 


- £?f>o + £120 

"A” Preference Shares , 
Less Balance of Loss . 
(£21,900 - £21,500) ■ 

Repay . 

1,000 

400 

- 

— 




£600 

nil 

ml 


Thus B with the lowest relative capital gains materially in the 
company at the expense of A and C, whilst the capital loss of A is 
much heavier than that of C. 

Had the two preference shares been of the same status in a liquida- 
tion, the position would have been — 


ABC 


Ordinary Shares as above . . — — — 

Preference Shares “A” and “B" .... 2,000 500 

Less balance of loss (;£2 1,900 - £20,000) shared 20 : 5 1,520 380 

Repay. . . . £480 Nil £120 


Debtors’ and Creditors’ Suspense Accounts. Where, as is usual, 
the purchasing company collects debts as agent for the vendor, 
and out of the proceeds pays the creditors on behalf of the vendor 
the procedure is to open Suspense Accounts for both debtors and 
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creditors as they stand in the books at the date of the transfer, 
the contras therefor being the Debtors and Creditors Accounts. 

The Ledgers will be continued in the ordinary way, but all 
receipts, together with allowances, discounts, and returns, must be 
separately dealt with, and this procedure may be facilitated by 
the emplo3nnent of separate columns in the Cash Book. Alter- 
natively, the balances are entered on a separate schedule against 
which the receipts or pa3mients with discounts and the like are 
placed, thus showing the balances outstanding, if any, at the end 
of the financial year. 

The double entry will, therefore, be as follows — 

(1) For Debtors — 

Debit Sundry Debtors balances \ 

Total Account) in , , or opening balances\ 

Credit Debtors' Suspense Account ' \ 

Debit Cash (a) {a) for cash received from debtors. 

Debit Debtors’ Suspense Account {b) j (b) for allowances, etc., to debtors. 

Credit Sundry Debtors Accounts (c) ' {c) for cash and allowances, etc. 

[i.e. total of (a) and (h).] 

Debit Debtors’ Suspense Account J , . • j x 1 

Credit Vendor | received from debtors. 

Entries will be made by way of memorandum in the Schedule for 
an appropriate adjustment to be made in the total account (if any). 

The vendor thus becomes a creditor for the cash received by 
the purchasing company in respect of the debts due to the vendor, 
just as if he had himself collected the cash from his debtors and 
remitted the proceeds to the purchasing company. 

(2) For Creators (reverse to those outlined in respect of debtors’) — 

The vendor thus becomes a debtor for the cash paid to his 

creditors by the purchasing company. 

The balance of the cash collected, less paid, will represent the 
amount due to or by the vendor arising from debtors and creditors, 
subject to any collection expenses. The balances of the Suspense 
Accounts will be equal to the balances of debtors and creditors 
existing at the date of purchase still remaining in the Ledgers. 

Where allowances are made to debtors it is important to debit 
them to the Debtors' Suspense Account, not being losses of the 
purchasing company, and where allowances are granted by creditors 
the amounts thereof should be credited to the Creditors' Suspense 
Account. In tlie event of there being a commission given by the 
vendor to the purchasing company in respect of coLtection, the 
entry should not intrude upon those required for the transactions 
already enumerated; the amount wiU, before settlement of the 
balance due to or by the vendor (or at the end of the financial 
period, if such settlement has not already taken place), be debited 
to the vendor and credited to Commission Account. 


‘ Creditors substituted for Debtors. 
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The entries in respect of creditors will conform to the same 
principles. 

Illustration. A, Ltd., in taking over the business of A, agrees to 
collect the debtors at a commission of 5 per cent on net cash col- 
lected. The usual discount may be allowed to the debtors. Assum- 
ing that the discounts allowed are in order, write up the necessary 


Ledger Accounts from the following information — ^ 

Debtors outstanding at the date of transfer . . . 2,560 

Cash collected by A, Ltd., dunng the past financial year 1,200 
Discounts allowed in respect of the above do. . 42 


The balance due to vendor to be discharged at the end of each 
financial year as follows: one-half in cash; one quarter in shares 
oi ii each fully paid of the new company at a premium of 5s. ; 
and the balance in 3 per cent War Loan, the price of which may be 
assumed to be 95. 

Calculate to nearest £. 

Dr. Sundry Debtors Cr. 


To Balancts 



£ 

2,560 


By Cash .... 
,, Discount allowed 
„ Balances 

c/d 

£ 

1,200 

4a 

z, 3 z 8 




£*,560 




£2,$6o 

lo Balances 


b/d 







Dr. pEBTORS' Suspense Cr, 


To Discount allowed . 

M Vendor 
,, Balances 

c/d 

£ 

42 

1 J 300 

x ,3 z 8 


By Sundry Debtors 


2,^60 



£2.560 




£2,560 





By Balances 

b/d 

x , 3 z 8 


Dr. Cash Cr. 


To Sundry Debtors 


£ 

1,200 


By Vendor 

,, Vendor re £jiOO 3% War 
Loan 
„ Balance 

C/(1 

£ 

570 

283 

345 



£ z ,200 




£i,zoo 

To Balance 

b/d 

345 






Dr. Vendor Cr 


' ■' 



— 

" ■" 



To CommiaaioD on Cash Col* 


£ 


By Debton* SofpeitM Ao- 


£ 

lected 


60 


count: Oaah eoUeoted 



„ Cash .... 


570 


from Debtoci 


uoo 

II £300 3% War Loan pur- 







chas^ 


285 





„ Allotment Account . ^ 


285 







£i,200 




£i,aoo 
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Dr, Allotment Cr. 



To Shan Capital Account . 
.. Share Premium 


57 


By Vendor 


1 

385 




£*85 




£285 


Items in italics are opening balances. 


Dr. Share Capital Cr. 




! 



By Allotment Account 


£ 

338 

Dr. 

Share Premium I 

Cr. 





1 

1 \ 

By Allotment Account 


£ 

57 

Dr. 


Commission 

Cr. 






By Vendor 


£ 

60 

The Debtors* and the Debtors* Suspense Accounts are 
and will not appear in the Balance Sheet. 

reflective 


The cash balance of 3^345 is accounted for thus — 



i 

Commission .... 

60 

Share Capital .... 

228 

Premium on Shares . 

• 57 

Total 

• ^345 


Several different methods are employed to separate the receipts 
from the old debtors from those arising from the new debtors. 

The most important are — 

(1) The "Schedule” method whereby receipts are separately 
scheduled. 

(2) The separate Cash Book column method, whereby two 
separate columns are used, one for receipts from old debtors and 
another for receipts from new debtors. 

(3) The separate Ledger column method, whereby two columns 

are ruled on each side of the Ledger, one for old debts and the 
receipts therefrom, and another for new debts and the receipts 
therefrom. ^ 

Elimination' Process where AU Assets and Liabilities are not 
Taken Over. The identical problem in connection with the open- 
ing entries of a purchaser will apply in a limited company where 
only of the assets are acquired, but aU the assets and liabilities 
— ^inclumng those not taken over — ^remain in the books. A Vendor 
Account will be opened and debited with the purchase price payable 
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to the vendor, and except for the fact that the capital introduced 
into the purchasing company's business will apj^ar in the form of 
share capital will be de^t with as illustrated in connection with 
Partnership Accounts — see page 645. 


Illustration. The Balance Sheet of B was — 


Capital .... 

£ 

J.OOO 

Sundry Assets . 

£ 

1,050 

Bank Overdraft 

200 

Stock .... 

100 

Creditors .... 

250 

Debtors .... 

300 


/1. 450 


£1.450 


B, Ltd., a new company, agrees to acquire the above business, 
taking over assets, except debtors, and liabilities except bank over- 
draft, the purchase consideration being £1,230. Show the opening 
entries in Ledger form, assuming that the same books are continued. 
B subscribes £1,500 to the new company, and is allotted 1,500 shares 
of £i each fiiUy paid. 

[The items in italics are the "eliminating" accounts.] 


Dr. Cash Cr. 



To Shan Capital 


£ 

1,500 


By Vendor 
„ Balance • 

c/d 

£ 

1^80 

207 




£1,500 




£i,5O0 


To Balance 

b/d 

270 





Dr. 

Vendor 


Cr. 


To Oaah .... 
„ Debtors 


xi» 

300 


By B Capita] 

Bank .... 
„ QoodwUI 


£ 

1,000 

soo 

880 




£x .530 




£x .530 


Df. Share Capital Cr. 








1 

£ 






By Cash . . . . 

1 

X.500 

Dr. 

B. Capital 


Cr. 


To Vendor 


B 


By Balottes 

b/d 

1,000 

Dr. 

Bank 



Cr, 


To Vendor 

. 


£ 

aoo 


By Balmnce 

b/d 
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Df. Creditors Cr. 







By Balance! 

b/d 

1 £ 
ajo 

Dr. 


Debtors 


Cr. 


To Baiances 

b/d 

sio 


By Vendor 


- 

8 *^ 

Dr. 

Sundry Assets 

Cr. 


To Balances 

b/d 

0 


1 

„ 1 



Dr. 


Stock 



Cr. 


To Balance 

1 

b/d 

£ 

100 


\ 



Dr. 


Goodwill 

\ 

Cr. 


To Vendor 


3^0 






follows — 


result of the above entries, the immediate position is as 

- 

Dr. 

Cr. 


L 

1 

Cash ..... 

. 270 


Share Capital .... 


1,500 

Creditors 


250 

Sundry Assets 

. 1,050 


Stock ..... 

. 100 


Goodwill 1 . 

330 



^ 1 . 75 ° 

£1.750 


Where the new company is not to take over debtors — as in the 
preceding illustration — but nevertheless is to collect them as agent 
for the vendor, it is clear that the asset cannot be struck out 
by an eliminating entry in the ordinary way, because the Debtors' 
Accounts must be continued as usual ; yet Vendor must be debited, 
as the debts are not acquired by the purchasing company. This 
situation is met by the following entry — 

Debit Vendor [as before]. 

Credit Debtors' Suspense [instead of debtors]. 

The effect of this is that the Vendor Account is properly adjusted, 
and although the debtors* balances formally remain in the books, 
they are offset by the Debtors' Suspense Account. The foregoing 
Trial Balance would be exactly as shown, with the addition of a 
debit for debtors of /300 and a credit for Debtors' Suspense Account 
of izoo. 


^ See footnote on page 913. 
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When the £ 3 ^ ^ collected, cash will be debited and debtors 
credited ; Debtors' Sus^nse Account debited and vendor credited. 
The result will be to clear the original Debtors' Accounts and the 
Debtors' Suspense Account, leaving £300 due to vendor. 

These principles may have to be applied to questions which 
embody other distinct principles, e.g. where the assets taken over 
are to be revalued or where complicated capital adjustments 
between the vendor partners arise. The following example is illus- 
trative of this type of problem. 

Illustration. The Bsdance Sheet of A and B, who share profits 
3 : 2 and are entitled to interest on capital at 5 per cent per annum, is 
as follows — 


Balance Sheet 


Creditors . 


0 

0 

Sundry Assets . 

£ 

4,100 

Capitals — 

A . 

• ;^ 3.200 


Debtors .... 
Investments 

1,200 

700 

B . 

2,000 

5.200 

;^6,000 


;£6,ooo 


They decide to convert their business to a limited company, the 
sole shareholders to be A and B. The purchase agreement provides — 

(1) That the debtors, investments, and creditors are not to be 
taken over, but the debtors collected and the creditors paid out of 
such proceeds by the company as agents for the firm. 

(2) 'I'bat the purchase consideration is £5,000, to be settled in 
4,000 5 per cent preference shares of £1 each fully paid and the 
balance in ordinary shares of los. each fuUy paid in the new company. 

In addition to the above, A and B subscribe equally for 500 
preference shares and 1,000 ordinary shares. 

The same books are employed by the new company, the latter 
revaluing the assets taken over at £4,300. 

Show Ledger entries relative to the above in the books of the 
limited company, ignoring preliminary expenses. 


Dr. 


Creditors 


By Balances 


^ Goodwill is arrived at as follows — 
Purchase Consideration 
Less Net Assets, i.e. — 
Sundry Assets . 

Less Creditors 

Goodwill . 


£ £ 
1,230 

1,150 

250 



Z330 


' l! 

b/d 800 
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Df. Sundry Assets Cr. 



To Balances 

„ Vendors — Appreciation oi 
Assets 

b/d 

^ 1 
4.100 1 

300 1 





Dr. 

Investments 

Cr. 


To Balance 

b/d 

£ 

700 


By Vendors 


“T” 

700 










Dr Capitals^ Cr. 





1 

A 1 B 



— r— 
1 

\ 

A 

B 


To Vendors j 


£ 

3,200 

£ 

2,000 


By Balances . 

b/i 

£ 

3.200 

£ ' 

2,000 



1 ! ! 




Dr. Vendors^ Cr. 


T 0 Debtors ' Suspense Ac* 
count 

,, Investments 
„ Preference Share Capital 
Account . 

,, Ordinary Share Capital i 
Account . 


£ 

1.200 

700 

4,000 

1,000 


By Creditors* Suspense Ac- 
count 

,, Capital Accounts— • 

A . . . 

B 

„ Appreciation of Assets . 
,, Go^wiJl Account . 


£ 

800 

3.200 

2,000 

200 

700 



£6,900 




£6,900 









Dr. 


Debtors 


Cr. 



To Balances 

b/d |j 1,200 

ll 


1 

1 


Dr. 


Goodwill 

Cr. 


To Vendors 


£ 

700 





Dr. 


Cash 


Cr. 


To Preierence Share Capital 
Account . 

Ordinary Share Capital 
Account . 

1 


£ 

500 

500 





Dr. 

Debtors' Suspense :* 

Cr 






By Vendors 


1,200 


^ Capital Accounts and the contents of the Vendors* Account may be 
merged in one account, the transfers of ^£3,200 and /2,ooo then being un- 
necessary. 
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Dr, Creditors’ Suspense Cr. 


— 



1 






To Vendors 


800 






Dr. Share Capitals Cr. 










Pre- 

(erence 

Ordi- 

nary 


1 





By Vendors 

Cash 


i 

4,000 

500 

£ 

X,00O 

500 


The amount of goodwill is the excess of the purchase considera- 
tion £5,000 over the value of tlie assets as revalued at £4,300. 

The Trial Balance will now be — 


Trial Balance Dr. Cr. 





£ 

£ 


Creditors ...... 



800 (I) 

(5) 

Goodwill ...... 


700 


(6) 

Sundry Assets ..... 


4.300 


(7) 

Debtors ...... 


1,200 



Preference Share Capital 



4,500 (i) 


Ordinary Share Capital 



1.500 (3) 

(8) 

Creditors* Suspense .... 


800 


(9) 

Cash . . . . . 1 


1,000 



Debtors' Suspense 



1,300 (4) 




/8,ooo 

£ 8,000 


The opening Journal entries if new books had been opened in 
the ordinary way would, ignoring narratives, be as follows — 


Journal 






£ 

£ 

(5) 

Goodwill ..... 

Dr. 


700 


(f>) 

Sundry Assets .... 

Dr. 


4.300 


(7) 

Debtors ..... 

Dr 


1,200 


( 8 ) 

Creditors' Suspense 

Dr. 


800 



To Debtors' Suspense . 




1,200 (4) 


,, Creditors 




800 (l) 


,, Vendors 




5,000 


Vendors ..... 

Dr. 


5,000 



To Preference Share Capital . 




4,000 (2) 


,, Ordinary Share Capital 




1,000 (3) 

(9) 

Cash ..... 

Dr. 


1,000 



To Preference Share Capital. 




500 (*) 


,, Ordinary Share Capital . 

• 



500 (3) 


The numbers in parenthesis refer to the appropriate items in 
each set of figures. « 
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The results arising from the foregoing Journal entries ai‘e precisely 
the same as those disclosed in the Tri^ Balance on page 915. 

Illustration. The Trial Balance of P, Ltd., on 31st December. 
1953, is as follows — 

Trial Balance. 31ST December, 1933 Dr. Cr. 


8,250 

1,400 

650 

£10,300 


The purchase consideration was £13,500, payable in 12,500 shares 
of £i each, fully paid, and £1,000 in cash. The date from which 
the new company was to take over was ist January, 1953. The 
debtors and creditors at that date were £3,000 and £1,200, which 
were not taken over but collected, and out of the proceeds the 
liabilities paid by the new company, the balance being paid to the 
vendor. No entries had been made in respect of the above trans- 
actions, except that the vendor had been debited with £1,000 paid 
to him in part discharge of the purchase consideration, and £1,750 
out of the £1,800 due on debt collection after payment of creditors. 

As on 1st January, 1953, the assets taken over were reduced in 
value by £700. 

Show adjusting entries in Journal form, ignoring narratives and 
interest, and assuming that all the debts and liabilities of the ven- 
dor have been paid ; and prepare new Trial Balance, 

The Capital Account of the vendor before the payments of £1,000 
and £1,750 was £11,000, so that the net assets acquired were £9,200, 
as follows — i I 

Capital ...... 11,000 

Debtors .... 3,000 

Less Creditors . . . 1,200 

1, 800 

Net Assets ...... £9,200 

The purchase price being £13,500, Goodwill would, but for the 
adjustment of £700 in respect of sundry assets, be £4,300, but the 
latter sum must be increased to £5,000, and the sundry a^ets reduced 
by £700. 

The adjusting entries, ignoring narratives, are — 

Goodwill ..... Dr, 

To Sundry Assets 
„ Vendor ..... 

Vendor ..... Dr. 

To Share Capital .... 


£ £ 
5,000 

700 

4.300 

12,500 

12,500 


V. Capital 
Sundry Assets . 

Sundry Liabilities 
Profit and Loss Account 


i 

10,300 


£io,j3o 
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The Vendor's Account is — 

Dr. Vendor Cr. 


To Cash 

Balance (per question) 

c/d 

1 

1,000 

1.750 

8,250 


By Balance 

b/d 

£“ 

X 1,000 



£xi,ooo 




£11,000 

To Share Capital Account 
„ Balance 

c/d 

12,500 

50 


By Balance 
„ Goodwill . 

b/d 

8,350 

4,300 



£13.550 




£13,550 





By Balance 

b/d 

50 


The balance still remaining in favour of the vendor represents 
the excess of collections (£3,000) over payments to creditors (£1,200), 
and to vendor (£1,750). 

The Trial Balance will now be — 


Trial Balance, 31ST December, 1953 


Vendor .... 

Sundry Assets [£io,^oo~£^o6\ 

Sundry Liabilities 

Profit and Loss Account . 

Goodwill 

Share Capital . 


• 


L 

9,600 

5,000 

i 

50 

1,400 

650 

12,500 



£14,600 

£14,600 






If the Debtors' and Creditors’ Suspense Accounts had been opened, they 
would have appeared as follows — 


Dr. Debtors’ Suspense Cr. 



To Vendor (Collection) 

11 £ 


By Vendor 



i £ 

3,000 


Account 

1 













J 


Dr. Creditors’ Suspense Cr. 


To Vendor 


i 

1,200 


By Vendor (Collection) 1 


i 





Account 



1,200 


The Vendor's Accounts would appear thus — 


Dr. Vendor (Purchase of Business) Cr. 


To Debtors* Suspense Ac- 
count 
„ Cash 

„ Share Capital Account 


£ 

3.000 

1.000 
13,500 


By Balance 

„ Creditors’ Suqiense 
Account 
„ Goodwill . 

b/d 

£ 

11,000 

1,200 

4.300 



£16,500 




£16.500 
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Dr, Vendor (Collection) Cr. 


To Creditors' Sospeose 
Account (cash paid) 
„ Cash 
,, Balance 

c/d 

£ 

2,200 

X. 75 O 

50 


By Debtors* Suspense Ac> 
count (cash col- 
lected) . 


£ 

3.000 



^3.000 




£3.000 





By Balance 

b/d 

30 


[The cash received from debtors and paid to creditors will be entered in 
the Cash Book and posted to the person^ accounts in the ordinary way.] 

Construction of Acquisition Entries. Examination papers fre- 
quently inclade complicated questions on the entries relative to 
acquisition of assets by a company; and no len^h of textual 
explanation can be an effective substitute for the practical exposi- 
tion of the procedure required. In order to assist the student 
three typical problems are set out and worked through. 

Illustration. Coome & Co. sold their business on 15th January, 
I 953 » to Martin, Ltd., the latter being incorporated on that date. 
The purchaser is to take over as and from ist Januaiy, 1953, at 
which date the assets comprised the following — 


Buildings . 



. 3,000 

Fixtures . 



670 

Debtors 



. 4,200 

Stock 



. 1,800 

Bank 



, 700 

Creditors . 



. 1,300 

Rates prepaid . 



30 


The purchase agreement contained the following material 
clauses — 

(1) The creditors are to be paid by the vendors. 

(2) The trade debtors and bank b^ance are to be retained by the 
vendors, but the purchasers are to collect the debtors for a com- 
mission of 5 per cent on cash collected. 

(3) The purchase consideration is to be £7,000, to be discharged 
by (a) a cash payment of £1,000; {b) an allotment of 3,000 prefer- 
ence shares of £i each fully paid; and (c) an allotment of 4,000 
ordinary shares of £i each 15s. paid; the amounts collected (less 
commission) to be applied at the end of December, 1953, in maiang 
the ordinary shares fully paid, the balance over (if any) to be paid 
to the vendors on the same date. 

ITie company issued 5,000 8 per cent £i preference shares at a 
premium of 2s., and, in addition, by the end of December the 
shares were called to the extent of 15s. One preference shareholder 
holding 400 had paid all his calls in advance, whilst a shareholder 
with 600 was in arrear for the previous call of 2s. 

^ The general expenses included £200 for underwriting commis- 
sion, which was discharged by the issue of 200 ordinary shares of 
£i each fully paid at par, with an option to purchase a further 
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250 ordinary shares of £1 each at 25s. within the next three years.^ 
The cash collected by the company on behalf of the vendors 
was £2,300; discounts allowed, £100. 

The foUowingbalances, apart from those from the foregoing matters, 
were shown in the books of Martin, Ltd., on 31st December, 1953. 


Purchases ...... 


i 

20,430 

Sales ....... 


24,090 

Purchases Returns ..... 


320 

Discounts (on all Debtors) 


400 

Preliminary Expenses .... 


100 

General Expenses ..... 


1,410 

Rates (on account of tne year to 31st March, 


of /120 — same as the previous year) 

100 

Debtors (New and Old) .... 


7.300 

Creditors ...... 


2,180 

Cash ....... 

Dr\ 

3.355 



^59.685 


Prepare Trial Balance at 31st December, 1953. 

Solution. Several involved entries are necessary before any 
attempt can be made at constructing the Trial Balance; but the 
student must be particularly careful to avoid altering the cash 
balance, as this is the true balance. In other words, the entries in 
respect of cash have already been recorded. 


Ascertainment of Goodwill — 


(а) Goodwill (balancing figure! 

(б) Buildings . 

(c) Fixtures 
Debtors 

(d) Stock 

(tf) Rates Prepaid 

Debtors' Suspense 
Vendors 


Dr. 

Cr. 

i 

i 

1.500 

3,000 


670 


4.200 

1,800 


30 

0 0 

0 c 

0^ 

;fn.2oo 

;^1 1,200 


Items marked (a), (b), (c), (d), and (e) will appear as above in 
the Trial Balance. 

The item of debtors will be superseded by the closing debtors 
as shown in the list of balances. 

As previously explained, the vendor will finally be credited with 
cash collected, and the debtors reduced by the cash and discount 
(the balances remaining being included in the end balances of 
debtors already shown in the list of balances). 

Accordingly, the figure of Debtors* Suspense (,£4, 200) will be 
reduced by ^£2,400 (i.e. cash collected £2,300, plus discounts allowed 
£100), leaving £1,800 for the Trial Balance. Consequently the 
^ This option must be noted on the Balance Sheet (see pages 790-1). 

30— (B.ao8a) 
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vendors become creditors for £2,300, the difference of £100 being 
accounted for by the debit to the vendors for discounts allowed, but 
of this credit, £2,300, the sum of £115 is the commission to the 
purchaser for the collection, leaving £2,185 finally due to the 
vendors and £115 to be credited to Commission Accoimt. As the 
question indicates, the balance at the end of the year due to the 
vendors is to be applied (i) to make the ordinary shares allotted 
fully paid (upon which 15s. per share has been credited as per the 
vending agreement) ; and (2) final balance to be paid in cash to 
the vendors. 

The sum of £2,185 will be disposed of as follows — 

(1) 4,000 at 5s. (to bring the Ordinary j 

Shares of 15s. called and paid to ' 

fully paid) ..... ~ 1,000 [to be shown in Trial 

Balance] Ordinary Share 
Capital. \ 

(2) Balance to Vendors . = 1,185 which already having 

been paid, will not be 
shown in the Trial Bal- 
ance as its effect is to 
reduce the cash balance, 
and the actual cash 
balance at 31st Dec.. 
1953, shown in the li.st 
of balances. 

As a result, therefore, of these adjustments, the following will 
appear in the Trial Balance — 

i 

(/) Debtors' Suspense . . . Ct. 1,800 

\g) Commission .... CV, 115 

(see below) (^) Ordinary Share Capital . Cr. 1,000 

It will be noticed that of the original credit item of £4,200 appear- 
ing in Debtors' Suspense Account, the combined sum of £2,915 
(/.g.A:.) has been accounted for, the difference of £1,285 being made 
up of (t) cash paid as above, £1,185, (2) Discounts Account 

credited, £100 (not being the purchasing company’s loss). 

The amount of £7,000 has been discharged in cash, £3,000 in 
preference shares and £3,000 in ordinary shares (i.e. 4,000 ordinary 
shares of £i each, 15s. paid). 

Share Capital and Premiums, 5,000 preference shares at a 
premium of 2S. are called up to the extent of 15s., so that the 
preference share capital will appear — 

£ £ 

(h) 5,000 Preference Shares at 15s. . . 3,750 ^ 

(i) Vendors' Shares (as above), 3,000 at £i . 3,000 * 

Cr. 6,750 

{j) Premium on Shares, 5,000 at 2s. . . Cr. 500 

(^) 4,000 Ordinary Shares at 15s. . . . 3,000 

Plus Amounts collected, applied as above i ,000 

Cr. 4,000 

In addition, a shareholder with 400 Preference Shares has paid 
all his calls in advance, all of which will have been duly absorbed 
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save the last call of 5s., so that he is a creditor for 400 at 5s. 100. 

Further, there are calls in arrear of 600 at 2s. = £60. 

Hence, the Trial Balance must include the above, viz. — 

i i 

(/) Calls in advance . . . . Cr. 100 

(m) Calls in arrear . . . . Dr. bo 

There has been incurred an exjjense of £200 (included in the 
balances presented) discharged by an allotment of ordinary shares 
of £i each fully paid, the latter only requiring insertion into the 
Trial Balance, thus — 

£ 

(n) Ordinary Share Capital Cr. 200 

[The amount of £200 included in general expenses must be 
separated and shown in Balance Sheet till written off.] 

Lastly, as the discount includes the sum of £100, which properly 
is chargeable to the vendors, there must be a credit inserted there- 
from, and entered in the Trial Balance. 

£ 

(0) Discounts Account . . . Cr. 100 

The figures in the list may now be totalled, to which will be added 
the accounts lettered (a-o) in the preceding paragraphs. 


Trial Balance, 31 st December, 1953 




1 

Total j 

Debits 

Credits 



£ 

1 

i 

£ 

Total per List 



59,685 



Less Credits — 






Sales , ... 


24,090 




Purchases Returns 


320 




Creditors 


2,180 

26,590 

33,095 

26,590 



£>ebits 

Credits 



Plus (a) Goodwill 


1,500 




(61 Buildings .... 


3,000 




(c) Fixtures . ... 


670 




id) Stock 


1,800 




(tf) Kates 


30 




(/) Debtors’ Suspense 



z,8oo 



U) Commission . . . . 



1x5 



(h) Preference Share Capital . 



3.750 



(*) Preference Share Capital (Ven- 






dors) 



3,000 



ij) Premium on Preference Shares . 



500 



(A) Ordinary Share Capital (Vendors) 



4,000 



{ 1 ) Calls in Advance 



xoo 



(m) Calls in Arrear 


60 




(n) Ordinary Share Capital (Under- 






writers) 



200 



(0) Discounts 



zoo 





£7,060 

£*3.565 

7,060 

*3.563 

• 




£40,155 

£40.155 


The process of preparing final accounts calls for no comment, 
save that there will be required an adjustment for profit prior to 
incorporation, and the underwriting commission must be shown 
separately in the Balance Sheet. 



ACCOUNTANCY 


922 

The following illustration is somewhat involved, and requires a 
thorough knowledge of the principles outlined and a capacity to 
adapt them to the particular circumstances. 

Examination Problem 

A and B were partners sharing profits and losses in the ratio of 
20 : 17, and closed their books yearly at 31st December. 

On 1st May, 1953, A & B, Ltd. was incorporated to acquire the 
above business as and from ist January, 1953. 

The purchase agreement provides — 

(1) Purchase consideration: 6,000 preference shares, £1 each 
fully paid ; 2,400 ordinary shares, 5s. each fully paid.. 

(2) Vendors to retain cash, and to entrust the company with the 
collection of debtors and the discharge of creditors, \ any balance 
till final clearance to be retained in a separate accoimt, 

(3) Each of the vendors to subscribe in cash for one-half of the 
balance of the authorized capital, 850 preference shares and 200 
ordinary shares. 

The Articles of Association appoint A and B sole directors, with 
fees of £100 per month each. 

The accounts have been continued in the books without a break 
since ist January, 1953. and no entries arising from the formation 
of the company or its acquisition of the business have been made. 

Ignoring tax, prepare final accounts to the 30th September, 1953, 
from the following Trial Balance and information — 


Trial Balance Dr. Cr. 


A: Capital on ist January, 1953 


£ 

£ 

3,000 

B : Capital on ist January, 1953 



2,860 

A: Drawings during Year 


250 


B ; Drawings during Year 


300 


A and B re Shares ..... 



900 

Buildings ...... 


3,800 


Creditors (^1,500 owing at ist January, 1953, 




ALL paid) ...... 



700 

Debtors (;fi,ooo due at ist January, 1953, 




£100 still outstanding) .... 


1,050 


Preliminary Expenses .... 


150 


Plant and Machinery (Balance at ist Janu- 




ary. i 953 » ^i.^too) 


1,500 


Furniture and Fittings (Balance at ist Janu- 




ary. 1953. £3^) 


^460 


Purchases and Sales 


2,000 

8,200 

Wages [charge to Trading Account] . T 


800 


Stock ....... 


500 


Bank (Balance at ist January, 1953, /500) . 


3.500 


Sundry Expenses ..... 


1.350 


1 


;il5.66o 

;£i5,66o 
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A and B agree to take the preference shares for their capitals at 
ist January, 1953. 

The average of the monthly sales (the company sells a com- 
modity at a fixed price) for the first four months of 1953 was one- 
half that of the remainder of the period, and the expenditure each 
month on items in the Profit and Loss Account was constant. 

Write off £72 depreciation from plant and machinery, and all the 
preliminary expenses. Stock at 30th September, 1953, is valued at 
£700. 

In addition to preparing final accounts, show (i) the Journal 
entries necessary to put the books in order ; and (2) the respective 
shareholdings of the vendor partners. 

{Adapted from Institute of Chartered Accountants* Final,) 


Journal 


1953 

May I 


Sept. 30 


Capital — A ..... Dr. 

B Dr. 

To Purchase of Business Account 
Being transfer of capitals at ist January, 
1953 - 


Goodwill ..... Dr. 

To Purchase of Business Account 
Being cost of goodwill of business acquired. 


Purchase of Business Account . .Dr. 
To Preference Share Capital 
,, Ordinary Share Capital 
Being issue of shares [det^ed] in satisfac- 
tion of purchase price as per agreement. 


A and B ..... Dr. 
To Preference Share Capital 
,, Ordinary Share Capital 
Being issue of shares [detailed] per cash 
received and allotments made. 


Vendors^ ..... Dr. 
To Debtors' Suspense 

Being adjustment for firm debtors not taken 
over still remaining in books. 


T' 

3.000 

2,860 


740 


6,600 


qoo 


£ 




740 


6,000 

600 


850 

50 


[The following redrafted Trial Balance — arising from the Journal 
entries and postings — ^would in examination work be superimposed 
upon the examination paper Trial Balance, as time would not 
permit of the slightest unnecessary writing.] 


See Note 2, page 926. 
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Redrafted Trial Balance, 30TH September, 1953 




Dr. 

Cr. 



£ 

£ 

A: Capital ..... 




B: Capital ..... 




A: Drawings ..... 


250 


B: Drawings ..... 


300 


A and B re Shares .... 




Buildings ...... 


3,800 


Creditors ...... 



700 

Debtors ...... 


1,050 


Preliminary Expenses 


150 


Plant and Machinery .... 


1,500 


Furniture and Fittings 


460 


Purchases and Sales .... 


2, OOP 

8.200 

Wages ...... 


Solf) 


Stock ... . . 


506 


Bank . . . . . | 


3,500^ 


Sundry Expenses .... 


i. 35 o\ 


Goodwill ...... 


740 


Preference Shave Capital 

1 


e,s6o 

Ordinary Share Capital . ! 

1 


650 

Vendors ...... 

i 

100 


Debtors' Suspense .... 



100 


1 

1 

i 

16,500 

^16,500 


Note. The avSterisks represent ongmal accounts that have now dis- 
appeared, the new items being in itaJics. 


The next step is to proceed to the final accounts, dealing care- 
fully with directors' fees (against which the withdrawals of A and 
B will be debited) and the question of profit prior to incorpora- 
tion, leaving the apportionment of shareholding of preference shares 
(£6,850) and ordinary shares, £650 (2,600 of 5s. each), till the last. 


Note. The profit is apportioned on a “turnover” basis, as clearly indicated 
in the question. The question in effect states that the turnover in each of the 
first four months is half that in the following five months, so that the respective 
ratios of total turnover may be very simply computed by assuming sales for 
each month in the pre-incorporation period to be one unit, in which ca.se the 
sales for each month in the po.st-incorporation period will be ittitp units. Hence 
the total turnover in the two periods is — 


Months Units Fractions 

Pre-incorporation period . 4 x i sx 4 ^ 

Post-incorporation period 5 X 2 » 10 f 
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Trading and Profit and Loss Account for thb Nine Months 
Dr , Ended 30TH September, 1953 Cr. 


To Stock 
„ Purohatei 
„ Wages 

,, Gross Profit c/d 

To Expenses . £1,330 

„ Depreciation 72 

£i,4aa 

„ Directors* Fees 
,, Preliminary 

Expenses^ 

,, Capital Reserve 
,, Net Profit 

£ 

Pre- 
Incor- 
poratiou 
[4 moa.] 

63a 

968 

£ 

500 

2,000 

800 

3,600 

By Sales 
„ Stock 

1 

By Gross Profit . b/d 

£ 

Pre- 
Incor- 
poration 
[4 moB.] 
(^) X.600 

1 

£t,600 

8,^ 

700 

£8,900 

£8,900 

Post* 
Incor- 
poration 
[5 mos.] 

790 

1,000 

150 

2,060 1 

Post- 
Incor- 
iioratioij 
[5 mos.] 
(^) 4,000 

£1.600 

£4.000 

(,4.00c 

Balance Sheet 

AS AT 30TH September, 1953 


Capital ana Surplus : 


Fixed Assets at cost: 


£ 

Share Capital, Authorized and 


Buildmgs 


3.800 

Issued : 



Plant and Machinery 

I,200| 

(>,850 Preference Shares of £1 


Add Purchases 

300 1 

each, fully paid 

6,8501 





2,600 Ordinary Shares of 3s. 



1,5001 

each, fully paid 

650I 


Less Depreciation 

72 



7,500 



1,428 

Capital Reserve 


968 

Furniture and Fittings 


460 

Profit and Loss Account . 


2,o6oj 

Goodwill 


740 






6.428 



10,528! 

Current Assets. 



Current LtabihUes : 



Stock .... 



1 rade Creditors 

7ooj 


Sundry Debtors £1,050 


Directors' Fees (see note i) 

♦ 5 o| 


Less Debtors’ Suspense 






Account . 

10 





— 

9501 




Vendor (see note 2, page 926) roo| 




Cash at Bank . 

3,500 






5.230 



£ii. 67 «I 



£11,678 


Notes, (i) This is arrived at by the ;^i,ooo (debited to Profit and Loss 
Account) less the debit oi drawings of (in Trial Balance), the respective 
accounts being — 




B 

Total . 

Directors’ Fees for five mos. @ £100 per mo. 

L 

i 

1 

500 

500 

1,000 

Less Drainings ..... 

250 

300 

550 

Cr. Balances 

^250 

l 200 

£a 5 o 


• More accurately to the Appropriation Account. 
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(2) The Suspense Accounts would be opened at the date of taking over 
but as the amount due to the Vendors (Bank £500 and Debtors ;£i,ooo) and 
due from Vendors (Creditors £1,^00) are equal and have been cleared up save 
for the balance of Debtors £100, an entry is made for the latter item only. 

The allocation of share capital will be thus — 



A 

B 

Total 


£ 

£ 

£ 

Capital ..... 

3,000 

2.860 

5.860 

Profit on Sale [divided 20 : 17] . 

400 

340 

740 

Cash Subscribed 

450 

450 

900 

Total to be allotted 

£3.^50 

£ 3 fi 3 <^ i 

£7.500 


Preference Shares 


Capital ...... 

Cash Applica tion ..... 

Balance in Profit and Loss ratio [20: 17] 
to make up total Preference Share 
Capital [to nearest whole number] 


A 

B 

Total 

£ 

£ 

£ 

3.000 

2,860 

5.860 

425 

425 

850 

76 

64 

140 

^3.501 

1 

^ 3.349 

;^6,85 o 


Ordinary Shares 


A 

B 

Total 

Cash Application 

No. 

£ 

s. 

i. 

No. 

£ 

5. 

i. 

No. 


£ 

50 


d. 

100 

25 

0 

0 

xoo 

25 

0 

0 

aoo 


0 

0 

Balance in Profit and Lota ratio 

to make up total Ordinary 
Share Capital [to nearest whole 














number] .... 

1.297 

324 

5 

0 

2.X03 

275 

25 

0 

2.400 


600 

0 

0 

ToUl . . . . ' 

2.397 

£349 

5 

0 

2.203 

£300 

25 

0 

2,600 

II 

0 

0 


Summary 
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With regard to the allotment of ordinary shares, the obviously 
practical method would be to allot (apart from the cash subscrip- 
tions) — 

A: 1,300 shares of 5s. = instead of 1,297 stiares of ss. each 
“ 5s. 

B: 1,100 shares of 5s. « £2^^ instead of 1,103 shares of 5s. each 
i'^75 15 s. 


This would entail a further pa5rment by A to B for three 
“extra" shares of 5s. = 15s., leaving a final adjustment of £i in 
cash. 

In the latter event, in order to preserve round numbers of shares, 
A would be allotted 3,500 instead of 3,501 preference shares, and 
B 3,350 instead of 3,349 preference shares, the division of shares 
being thus — 


Preference Shares 
Ordinary Shares 

Total . 


A 

~ £~ 

3.500 3.500 

1,400 350 

-^3.85o 


No t 

3.3 so 3.350 

1,200 300 

;i3.650 


The above allocation will avoid any cash payment between A 
and B, as the former will receive one preference less than the alloca- 
tion shown on page 926 instead of paying B £1. 

Illustration. On ist January, 1953, A sells his business to Jones, 
Ltd., the latter taking over all assets and liabilities, the purchase 
consideration being £3,000 payable equally in cash and shares of 
£i each fully paid. A sum of £500 on account has been paid to A 
during the year ended 31st December, 1953, but no other entries 
have been made. 

A’s Balance Sheet, at the time of the sale, was as follows — 


Balance Sheet as at ist January, 1953 


Creditors 

Capital 


9001 

Sundry Fixed Assets 

1,500 

2,20o| 

Debtors 

1 ,400 


Stock 

200 

/3.too! 




Sundry Fixed Assets are to be revalued at £1,270. 

In addition to the matters arising out of the above, ther5 are the 
following balances in the books of Jones, Ltd., at 31st December, 

1953— 
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Balances i 


Share Capital . 



. 5»ooo 

A (Vendor) 



. 1,700 

Debtors . 



. 1,250 

Sundry Fixed Assets 



- 1.500 

Stock 



200 

Purchases 



. 4,800 

Sales 



. 5.300 

Creditors 



430 

Cash in Bank . 



. 4,680 


Prepare Trial Balance at 31st December, 1953- 


Trial Balance Cr. 





u 

£ 


Goodwill ...... 


\.o3o 



Share Capital 



6,500 


A (Vendor) ...... 

1 

'1 

1,000 


Debtors ....... 


1,250 



Sundry Fixed Assets .... 


1,^70 



Stock ....... 


200 



Purchases ...... 


4,800 



Sales ....... 



5.300 


Creditors ...... 



430 


Bank ....... 


4,680 





£13.230 

£13.230 


The necessary adjusting entries would be — 


Journal 


1953 

Jan. 1 

Goodwill ..... Dr. 
To Sundry Fixed Assets . 

„ Vendor ..... 

Being adjustment of accounts in accord- 
ance with purchase agreement dated 
. . . ., and revaluation ol fixed assets 


£ 

1,030 

£ 

230 

800 


Vendor ..... Dr. 

To Share Capital .... 

Being allotment of 1,500 shares of £i each 
fully paid to vendor, in part discharge 
of liability to him as per directors' 
resolution dated .... vide Minute 
Book, p. . . . 

i 



1,500 


General Illustration. On ist January, 1953, Denison Trackless 
Tramways. Ltd., purchased 20,000 shares of Anson Electric Tram- 
ways, Ltd., at i8s. a share. 

The Balance Sheet of the latter company at 31st December, 1952, 
was as follows — 


A is still a creditor for £1,000 to be paid in cash. 
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Balance Shbst as at 31ST Ducbmbkr, 1952 


Share Capital (li) 

i 

' 

£ 

25,000 

Sundry Assets . 

32,000 

Profit and Loss Account 

1,000 

Other Assets . 

7,000 

Debentures 

10,000 


Creditors .... 

3,000 




lZO,ooo 


^ 39,000 


On 1st Febmaxy, 1953, the chief assets of Anson Electric Tram- 
ways, Ltd. (described in the Balance Sheet as "Sundry Assets"), 
were purchased by Denison Trackless Tramways, Ltd., for £ 26 , 000 , 
to be discharged on ist March, 1953, as follows: ;fi6,ooo in cash 
and the taking over of the liability to the Debenture holders £10,000, 
subject to the power of purchasing any of the Debentures in the 
open market not later than 30th April, 1953. £3,000 and £2,000 of 
Debentures were purchased on the ist April, 1953, and the 30th 
April, 1953, respectively for cancellation. The respective prices per 
£100 were £101 and £98. The Debenture holders had the option of 
receiving in exchange either Shares or Debentures of Denison Track- 
less Tramways, Ltd. By the 15th May, 1953, holders of £2,500 
Debentures of Anson Electric Tramways, Ltd., decided to accept 
Shares, and the remainder decided to accept Debentures, all at par. 

On 1st May, 1953, Anson Electric Tramways, Ltd., went into 
liquidation, the liquidator realizing the remaining assets (described 
in the Balance Sheet as "Other Assets") for £5,000. The expenses 
of liquidation were £500. 

The property acquired was converted into a trackless system at a 
cost of £7,000 before crediting £3,000 for sale of old materials. The 
former was complete on 31st May, 1953, the sale of old materials 
taking place on 15th February, 1953. 

Ignoring income tax, stamp duties, and interest, write up the 
Ledger accounts of the aforesaid companies in respect of the above 
transactions. 

The dates in the books of Anson Electric Tramways, Ltd., are to be 
ignored and the whole of the realization items shown in one account. 

Books of Anson Electric Tramways, Ltd. 


I 

Realization Account 

Ct. 



£ 




, £ 

To SiindrT AmetB 


32,000 


By Debenliires taken over 


1 10,000 

,, Other Assets 


7,000 


,, Denison Trackless 


; 

, , Realization Expenses . 


500 


Tramways, Ltd . : 


1 





Purchase Considera- 


i 





tion 

T 

16,000 





„ Cash : Sale ul other 



1 




Assets . 


3,000 





,, I..OSS on Realization . ^ 


8,500 


£ 

39 r 500 



£ 

39.500 









* Alternatively, (i) Debit Denison Trackless Tramways, Ltd., j^26,ooo. 

Credit Realization Account, ' / 26,000. 

(ii) Debit Debentures, j^io,ooo. 

Credit Denison Trackless Tramways. Ltd., ;^io,ooo. 
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Denison Trackless Tramways, Ltd. 


To Realization Account : 
Purchaae Comndera- 
tion 


£ 

X6.000 


By Caah 

• 


t 

16,000 










Dr. 


Cash 


Cr. 


To Denison Trackless 
Tramways, Ltd. 

,, Realization Account: 
Sale of other Assets 


£ 

16,000 

5,000 


By Realization Expenses 
,, Creditors . 

„ Sundry Members '■ 



i 

21,000 


i 

1 

£ 


i 

500 

3fOoo 

17,500 


ax, 000 


Dr. 


Sundry Members 


To Realization Account: 


£ 


By Share Capital Account 

Loss on Realization 


8,500 


,, Profit and Loss' Ac- 

,, Cash 


17,500 


count . 


£ 

26,000 









Cr. 

~r~ 

a5,ooo 

x,ooo 

26,000 


Books of Denison Trackless Tramways, Ltd. 


Dr. Anson Electric Tramways, Ltd., Shares Cr. 


To Cash : ao.ooo Shares 
at z8s. . 


£ 

18,000 

1953 
May 31 

By Cash : First and Final 
Return from Liquid- 
ator 

„ Property Account 



£ 

18,000 



£ 


Dr. Anson Ei.ectric Tramways, Ltd., Property Cr. 




£ 

1953 



£ 

To Anson Klectiic Tram- 



Feb. 15 

By Cash : Sale of Old 



ways, Ltd., Vendor 




Materials* 


3,000 

Account 


26,000 

May 15 

„ Anson Electric Tram- 







ways. Ltd., Deben- 







ture-holders* Ac- 







count . 


10 




31 

„ Property Account 


22,990 


£ 

26,000 



£ 

26,000 


Dr. Anson Electric Tramways, Ltd., Vendor Cr. 


1953 

Mar. 1 

To Cash 

„ Anson Electric Tram- 
ways, Ltd., Deben- 
ture-holders’ Account 


£ 

z 6,000 

10,000 

1953 
Feb. z 

By AnsoU Electric Tram- 
ways, Ltd., Pro- 
perty Account 


£ 

26,000 



£ 

26,000 



£ 

26,000 


* I.e. 148. in I on 25,000 shares. 

* See note 2 on page 931. 
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2>f. Anson Electric Tramways, Ltd., Debenture-holders Cr. 


1953 

Apr. X 

30 

May X 5 

To Cash : Debentures 
purchased at xoi 
„ Do. 98 

„ Share Capital 

„ Debentures 
,, Anson Electric 
Tramways, Ltd. 
Property Ac- 
count: Profit on 
purchase of 

Debentures 


Norn- 

inal 

£ 

3,000 

3,000 

a.500 

3,500 

£ 

3.030 

X.960 

3,300 

3.500 

xo 

1953 

Mar. X 

1 

1 

By Anson Electric 
Tramways, Ltd. 
Vendor Account 

1 



£ 

xo,ooo 




£xo,ooo 

iCxo.ooo 





£10,000 









' 




Dr. 


1953 


May 3 ^' 


To Anfion Electric Tram- 
ways, Ltd. : Cost of 
acquisition of pro- 
perty . 

,, Anson Electric Tram- 
ways, Ltd. : Loss on 
liq^dation 

,, Conversion Costs from 
Electric Rail to 
Trackless 


June 


x| To Balance 


Property Cr. 



£ 

1953 

May 31 

By Balance . 

c/d 

£ 

33,990 


23,990 





1 

4.000 





1 

7.000 





£ 

33.990 



£ 


b/d 

33.990 






' Alternatively, the item of ;£4,ooo may be debited to Goodwill Account, 
as this represents the excess of purchase price over the valuation of the 
assets (assuming that the item "Sundry Assets" does not already include a 
figure for Goodwill). 

This may be seen by comparing the cost of the assets acquired with the 
valuation of ;f26,ooo. 


Cost of acquisition — £ 

Cost of Shares 18,000 

Less received on liquidation, 14s. in £ on 

20,000 Shares ..... 14,000 


Balance £4.000 


The item of ^^4,000 reconciles with the loss on realization on assets of 
Anson Electric Tramways, Ltd., as follows — ^ 

Loss on realization ...... 8,500 

Less credit balance of Profit and Loss Account 1,000 
Net Loss to Members .... £7.500 


80% thereof ....... 

Less profit" on purchase of shares [jfzo.ooo - 

;£i8,ooo] ....... 2*000 

^ 4,000 

The cost of conversion may be capitalized {even if the company is not a 
new one) {Cox v. Edinburgh and District Tramways Co.), 

* The net balance of <£4,000 [^£7,000 — £5.000 (sale of old materials)] may 
be debited to Property Account. 
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Debentures 



Cf 





1 1953 
May 15 

by Adsod Electric Tram- 
ways, Ltd., Debea- 
ture-holders* Ac- 

count . 


£ 

2,50U 

Dr. 

Share Capital 


Cr. 





1953 

May 15 

By Balance . 

,, Anson Electric Tram- 
ways, Ltd., Deben- 
ture-holders’ Ac- 

count 

b/d 

3,500 


SECTION (G) DIVISIBLE PROFITS AND FINAL ^COUNTS 

The existence of profits is a necessary factor before \a dividend 
can be paid; in other words, there must be an excess 'of income 
over expenditure. The legal requirements (which differ considerably 
from the accounting requirements) may be summarized thus — 

(1) Subject to the undermentioned rules, the Articles must be 
adhered to, and in the absence of contrary restrictions the directors 
may make suitable reserves for contingencies and other proper 
purposes as laid down in Clause 117 of Table A (1948). 

(2) There is no need to provide for depreciation on fixed assets, 
the authority therefor being contained in the judgment delivered 
in Verner v. General Commercial Trust. As a result, "Fixed assets 
may be sunk and lost, and yet the excess of current receipts over 
current payments may be divided, but floating or circulating 
capital must be maintained." 

Provision must be made, however, for the upkeep, that is, the 
depreciation, of floating assets, (Articles may provide for depre- 
ciation of BOTH types of assets.) 

(3) The divisible profit of the current year is usually not 
to be reduced by losses incurred in the past, unless the directors 
decide otherwise; but regard must be had to the nature of the 
business, the amount and nature of the loss. (Ammonia Soda Co. 
v. Chamberlain.) 

(4) Goodwill for the purpose of determination of profits is a 
FIXED asset. (yVilmer v. McNamara.) 

(5) Profits arising from forfeited shares are available for dividends, 
unless the Articles forbid ( Hilder v. Dexter ) ; unless the company 
has adopted the Double Account System when these profits are 
irrevocably "Capital,” the distribution of which is, notwithstanding 
Articles, forbidden. (Wall v. London and Provincial Trust.) 

(6) Where goodwill (and probably any other fixed asset) has 
been written off, the amoimt, if reasonable, and if the proceeding 
is not contrary to the constitution of the company, may be re- 
credited to Profit and Loss Account, unless it appears that the item 
has been irrevocably written off. (Stapley v. Read Bros.) 
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(7) Where a capital profit has accrued to the company, it is 
necessary, before such profit is available for dividend, that three 
conditions shall be fulfilled : (i) The profit must be realized ; (2) 
a surplus must exist after a revaluation of all assets ; (3) there 
must be nothing in the Articles of the company forbidding such dis- 
tribution. (In other words, the capital profit, when realized, must 
be used to write down all assets to their fair value, only the balance 
remaining being distributable.) These restrictions, however, only 
apply to CASH dividends, or other releases of assets : a bonus Share 
dividend may be paid out of unrealized profits if the articles permit 
{Foster v. New Trinidad Lake Asphalte Co. ; Lubbock v. British 
Bank of South America). 

(8) The profit in (7) is never available for dividend if it is on an 
“original” asset {Foster v. New Trinidad Lake Asphalte Co.). 

(9) The requirements appertaining to item (7) do not apply to 
revenue profits {City of Glasgow Bank v. McKinnon), that is, 
they may be unrealized, and no surplus of assets may remain after 
revaluation. 

(10) Profit may be said to be the increase in net assets which 
has taken place during the period in question, due allowance being 
made for any capital introduced into or taken out of the business 
in the meanwhile {re Spanish Prospecting Co.), 

(11) Whenever the rights of third parties intervene, profit must 
be strictly ascertained, and in the absence of special stipulations 
actual profit is to be taken {re Spanish Prospecting Co.). 

(12) Preliminary expenses may be charged to capital, i.e. re- 
tained as a debit balance {Bale v. Cleland), and shown as such 
in the Balance Sheet, but the item may be written off. 

{13) It was laid down in re Crabtree that depreciation of trade 
machinery must be provided for in ascertaining profit, but this 
case had reference to the claim of an executor of a partner against 
the surviving partners, and hence has no bearing on divisible profits 
of a limited company. 

(14) Profits, though accrued and earned, may still not be wholly 
available for, or divisible among, ordinary shareholders, because — 

{a) The Articles may require an allocation of a proportion to 
reserve. 

(6) A proportion may be payable to prior shareholders, includ- 
ing the payment of arrears of cumulative preference dividends 
or even to “outside” parties, e.g. managers' conunission, income 
bondholders. (See page 936.) 

(c) A proportion may have to be ” laid aside ” during the currency 
of the debenture liability, thus tying up a certain amount of profits 
for several years ; hence these profits are divisible eventually, but 
not immediately. 

(15) Profits from subsidiary companies must not be credited to 
ftofit and Loss Account, unless the profit has been received by way 
of dividend, nor need losses be debited thereto unless the holding 
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company has become liable in law for the amount thereof. Profit of 
a subsidiary arising before acquisition must be credited by the 
holding company as a Capital Reserve. 

(16) It is not compulsory for a company to build up a reserve 
fund for the replacement of an asset {Cox. v. Edinburgh and 
District Tramways Co.). 

(17) A distinction must be made between — 

{a) Trading profits. (c) Divisible profits. 

(h) Net profits. 

Thus [a) trading profits usually exclude the increments (less 
expenses) of a non-trading nature, e.g. capital profits, dividends 
from companies; but, on the other hand, allocations to reserve, 
income tax, and capital losses are excluded from the dibit. 

(6) Net profits will include all sources of income less all 
expenses for the current year, except income tax (which is an 
appropriation recoupable at the standard rate out of the dividends 
paid), and other appropriations, e.g. sinking funds built up in con- 
nection with redemption of debentures. 

(c) Divisible profits are net profits reduced by the appropria- 
tions above mentioned, less any deUt balance of previous years 
if the directors so decide, but usually not otherwise. (See (3) 
page 932.) 

Where directors are entitled to remuneration based upon net 
profits, it is a matter of construction whether they are entitled to 
the proportion before or after charging up such remuneration ; if 
"before,'' it is strictly an appropriation; if "after," a charge, e.g. 
if the profits are £11,000, the directors being entitled to 10 per cent 
thereof ; if the construction of the agreement requires the remunera- 
tion to be on profits remaining after charging such remuneration, 
the amount is rr X £11,000 = £1,000 (leaving net profits "after" 
£10,000), this being a charge. Otherwise the directors are entitled to 
X £11,000, i.e. £1,100 (leaving £9,900), this being an appropria- 
tion. Where directors are entitled to a proportion of profits based 
upon DIVIDENDS, the usual practice is to show the amount payable 
to the directors thereunder as an appropriation. 

Practice is fairly uniform in writing off discount on debentures 
and preliminary expenses to the Profit and Loss Appropriation 
Account. 

Such expenses are of a capital nature, incurred not so much in 
the course of earning profits as prior to and necessary for the earn- 
ing of future profits. T 

The plirase "profits available for dividends" is one often met 
with in practice, and its precise significance affects not only 
members but creditors, e.g. debenture holders where they are 
entitled to a proportion of "profits available for dividends." Such 
profits are not "availaUe" merely because a profit during the 
period has been earned {ye Long Acre Press), because the directors 
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are entitled (i) to make suitable reserves; and ( 2 ) to write off past 
losses (though not always bound so to do). 

The result may be to leave no profits "available.*' 

(18) A revaluation involving an increase of net assets may, 
subject to the Articles, be used to extinguish or reduce a debit bal- 
ance of Profit and Loss (and so allow subsequent profits to be 
distributed). This procedure is one which is considered undesirable. 

Capital Reserve. It is important to observe the circumstances 
which require the creation of a Capital Reserve. They are — 

(1) [Usually] profit prior to incorporation. (See page 892 et seq.) 

(2) The credit balance of Capital Reduction Accotmt in a scheme 
of reduction of capital. 

(3) Capital profits — 

(а) Where there is a profit on realization of an original asset. 

(б) Where there is a profit on realization of a fixed asset, but 

no surplus remains on the revaluation of the other assets. 

(c) Where there is an unrealized accretion in the value of a 

fixed asset. 

(4) Capital profits, as mentioned hereunder, where the Articles 
forbid distribution by way of cash dividends — 

(а) Premiums on Debentures. 

(б) Profit on Forfeited Shares or Surrendered Shares. 

{c) Profit on Redemption of Debentures. 

(5) Under Sect. 58, Companies Act, 1948, the heading of the 
account being Capital Redemption Reserve Fund. (See page 871.) 

(6) Share Premium Account. 

(7) The excess of net assets over purchase price on the acquisi- 
tion of a business. 

As regards (4), notwithstanding any provisions in the Articles, 
the profits therein enumerated cannot be distributed if the company 
has adopted the Double Account System (Wall v. London and Pro- 
vincial Trust). 

Profit and Loss Appropriation Account. The Appropriation Ac- 
count is the final section of the Profit and Loss Account to which 
is carried the balance from the main Profit and Loss Account, repre- 
senting the profit or loss for the current year. 

By its utilization, particularly necessary in the case of limited 
companies, items representing appropriations of. rather than charges 
against, profits are eliminated from the main Profit and Loss Account, 
enabling it to exhibit the true result of the year's operations. 

The Appropriation Account will thus include the balance of 
Profit and Loss Account brought forward, the result of the current 
year's operations brought down, and all items representing appro- 
priations of profit : transfer to reserve, dividends, amounts written 
off goodwill, etc. Similarly, withdrawals from reserves and pro- 
visions no longer required should be credited to the Appropriation 
Account. 
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Illustration. Two typical Appropriation Accounts are appended. 
Students should carefully compare them, as in practice there is 
very little uniformity of layout. 


Dr. Profit an© Loss Appropriation Account Cr. 


(Pre. 



(Pre- 


vious 



VlOllS 


Year) 



Year) 


£ 


£ 

£ 

£ 


To Reserve for increased re- 



By Balance brought forward 


placement costs 

15,000 

140,000 

from last year I2o,on(; 

^ 0,000 

,, General Reserve 

25,000 


„ Balance brought down 


„ Dividends {less Tax) for 



from Profit and Loss 


the year: 


260,000 

Account . . . 300,000 


Paid. 



„ Transfer from Dividend 


6% Preference 


— 

Reserve - j ■ 20,000 


Shares, half- 



„ Provisions no Ipnger re- 


year to £ 


— 

quired • \ • • 10,000 

SO.OOO 

30th June 50,000 



\ 


Ordmary 



\ 


Stock, in- 





teriin divi- 



\ 


dend 5%. 40,000 





go, 000 





Proposed 





6% Prefer- 





ence Shares, 





' half-year to 




50,000 

31st Dec. 50,000 





Ordinary Stock, 



i 


final divi- 



1 

130,000 

dend 25%. 200,000 



1 



340,000 


1 


„ llalance carried to 




I30,iX)0 

Balance Sheet 

70,000 



1^400,000 


£450.0^)0 

£400,000 

£450,000 


... . 







Profit and Loss Appropriation Account 



1 

i ^ 

£ 

(Previous 

Year) 

r 

Balance brought forward from last year .... 

Net Profit for the year brought down 


90,000 

210,000 

£ 

[ 100,000 
150,000 



300,000 

£250,000 

Less. Dividends {less Income Tax).- 

Intcrim 10% (paid 30th June) ... 

Final 20% (proposed). 

50,000 

100,000 


100,000 

AjrorQpriations recommended by the Directors : 

General Reserve. .... 

Staff Pension Fund ... 

150.000 

100.000 
20,000 


100,000 

50.000 

10.000 



270,000 

£x6o,ooo 

Balance carried to Balance Sheet 


£30,000 

— s 

£90,000 


It should be noted that, although legally an appropriation of 
profits, Income Tax is often charged in the Profit and Loss Account 
and not in the Appropriation Account. 

Agreeniants for additional remuneration by way of Share of 
Profits. A frequent form of remunerating responsible officials of a 
company is to give, in addition to a fijced salary, a share of profit. In 
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order to define the position clearly, a written agreement should be 
drawn up between the parties providing for — 

(a) Commencement and period of the agreement with special 
regard to the conditions of service, termination of service before the 
expiry of the fixed period, and the position arising from illness or 
death of the official. 

(b) How and when the extra remuneration shall be paid. 

(c) The precise basis of computing the extra remuneration, that 
is, the exact meaning of the word “profit.*’ 

The following points call for precise determination — 

(i) Is the profit to be net trading profit or net profit (i.e. including 
all other forms of profit, e.g. dividends receivable) or net profit avail- 
able for dividend, in which case the Directors could quite properly 
under Table A, or where articles provided, make suitable allocations 
to reserve or against contingencies, or write off Discount on Deben- 
tures, Goodwill, etc., and choose not to regard the surplus as available 
for dividend until a past loss had been overtaken (re Long Acre 
Press) ; on the other hand the company might be under a contractual 
obligation to set aside a certain amount of profit each year toward 
building up a Sinking Fund for Debenture Redemption. 

The profit might include transfers from Reserves, exceptional 
and non-recurring gains, etc. 

Furthermore, even where net profit is taken as the basis it would 
seem that all profit should be brought in, not only Revenue but 
Capital Profit (re Spanish Prospecting Co.). 

(ii) In respect of depreciation, the question arises as to what asset 
is to be written down and how. Where, however, no specific reference 
is made it would seem that depreciation of fixed (probably excluding 
Goodwill) and wasting assets should be provided for on the fixed 
instalment method in preference to diminishing balance method 
which would throw a heavier burden in the early years of the life 
of the asset. (Edwards v. Saunton Hotels.) 

(iii) Unless clearly agreed otherwise. Profits Tax^ is chargeable 
against net Profit^ (in re Ollivants' Agreement, Edwards v. Saunton 
Hotels) but Income Tax (still regarded in law as an appropriation of 
profit) is not so chargeable. Consideration would have to be given 
to the question of the correctness of the tax provided for. 

(iv) In the absence of clear agreement to the contrary, the extra 
remuneration is not to be charged against net profit for the purpose 
of arriving at such extra remuneration (Edwards v. Saunton Hotels ) ; 
if therefore the extra remuneration is one-tenth of net profit, it is 
exactly that, not one-eleventh as if the extra remuneration had to 
be charged in arriving at the net profit upon which the extra 
remuneration is based. 

^ It may well be that such tax levied on the distributed portion of profits 
will be regarded as an appropriation. 

■ The same principle applies in computing profit for the purposes of sale of 
a business. 
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Managers^ and Directors’ Commissions. This type of problem is 
frequent in the examinations, and the following illustration should 
be worked through carefully. 

Illustration. You are appointed auditor of the Ai Trading Co., 
Ltd., and the following account is submitted to you — 

Profit and Loss Account for the Year Ended 
Dr. 31ST December, 19.. Cr. 


To Of&ce aud Administra- 
tioa Expenses 
,, Travelling and Distribu* 
tion Expenses . 

„ Special Newspaper Ad- 
vertising . 

,, Income Tax . 

,, Interest on Debentures 
(Gross) 

,, Directors* Fees 
. , Preliminary Expenses 
,, Depreciation of Plant 
„ Transfer to Pension Fund 


I 4»983 

* 0.395 

900 

4 , 6 x 3 

4,200 

4,000 

1,600 

3,500 

3,700 


By Balance from Trading 
Account . 

,, Interest on Investments 
(Gross) 

„ Transfer Fees j. 

! 

\ 

\ 

b/d 

£ 

66,973 

4,983 

274 

Balance 

c/d 

55,890 

16,340 






1 

£ 

72,230 



£ 

72,230 

1 




By Balance 

b/d 

x6,34v) 


The Pension Fund is the property of the company, and the 
amounts allocated thereto are at the discretion of the directors, 
and are subject to the approval of the shareholders. 

The managing director's agreement entitles him to a commission 
of 5 per cent on the profits ; and the Articles of Association provide 
for a commission, payable to the directors, of ij per cent on the 
maximum amount which could be distributed by way of dividend 
out of the net profits of the year. 

You are required to show the amounts due to the directors and 
the managing director respectively, showing in detail how the figures 
are arrived at, and explaining the reason for any adjustment you 
make. (Take income tax at 9s. in the £,) 

Ignore Profits Tax and calculate to nearest £, 

Elution. The term "profits" should, and probably will, be de- 
fined in the agreement with the managing director. Where the 
rights of a third party intervene, the term, failing such definition, 
means actual profits, i.e. the increase in net assets between two given 
dates, making allowance for any capital introduced or withdrawn 
during that interval. It is observed that the word "profits" is 
used in this instance, not " trading profits," hence all the credits to 
jMTofit and loss should remain. 

Income tax is an appropriation of profits (Johnston v. Chester- 
gate Hat Manufacturing Co.) ; preliminary expenses are an appro- 
priation of profits to a capital charge; the pension fund appears 
also to be an appropriation of profits : these items must, therefore, 
be added back in arriving at the profits on which the managing 
director's commission is to be based. 
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Since the Articles themselves give the directors their commission, 
it would appear that this is additional remuneration, and so must 
be charged before arriving at "profits,” for the purpose of the 
managing director's commission. 

Net profits available for dividend would appear to mean the 
amount available after charging the managing director's commis- 
sion, and appropriating such profits as are necessary for meeting 
preliminary expenses and pension fund. The balance shown in the 
accounts is the maximum amount available for net dividends ; this 
should be grossed up for the purpose of computing the directors' 
commission. 

The Profit and Loss Account must be adjusted as follows — 
Computation of Profits 


Balance per Accounts ....... 16,340 

Add Income Tax ....... 4,612 

,, Preliminary Expenses ...... 1,600 

,, Transfer to Pension Fund ..... 2,700 

25.252 

Deduct Directors’ Commission (below) 412 

Profits ....... ;f24,840 

Managing Director’s Commission, 57 © • ;ii»242 

Computation of “Profits Available for Dividend" 

i 

Balance per Accounts ....... 16,340 


Deduct Managing Directors’ Commission (as above) 1,242 


15,098 

Add Income Tax to bring up to a gross equivalent, i.e. 

A of £15.098 . 12.353 


£z7.45I 

Directors’ Commission, ij% thereon ^412 


It is assumed that the managing director's commission is not to 
be computed on the profits after charging his commission, and 
therefore the calculation is based upon the profits before such charge 
is made. 

Calculation — 

Let X — Managing Director's Commission 

y = Directors' Commission 


Then 


\ / li 20 

(16,340 

. / 49 . 020 - 3 * 



)\ 



/ 49,020- 3^\ 


X =» £1.242 


Hence, 
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By substitutioa, y can now be computed — 

y '' 


20 , - . 

— X — ( 16 . 340 -^r) 
100 II ' ' 


^ (16,340-1,242) 




Hence, 


y = £412 


Notes, (i) If the managing director's commission is to be computed on the pro- 
fits after charging both commissions, the calculation will be as shown in (i) below 
( 2 ) If the directors' commission is also to be computed on ^he profits after 
charging both commissions, the calculation will be as shown ini (ii) below. 


(i) Let 


(«) 


(h) 


V 


X — Managing Director's Commission in 
y ~ Directors' Commission in £’s ^ 


2 o;r = 25,252 - X ~y 
2 IX = 25,252 - V 
y = 26,262 - 21 x 


y = 


Ii 


20 / ^ 

X — ( 16,340 ■ 
100 II ' 


-y) 


“ 7i3 (*6.34° -»-y) 
iioy = 49,020 - 3 ;r - 3 y 

ii3>' = 49.020 - 


Substitute for y the foregoing figures in italics. 

49.020 - 3Ar = 113(25.252 - 2i;i') 
= 2,853.476 - 2,373;r 
2,370.r = 2,804,456 

X = /i,i83 6s. 4d. 


Substituting 1,183 bs. 4 d. for x in (f>)- 


(ii) 


y = — X — ( 16,340 -x~y) 
100 II ' ■'' 


20 


= “ (16,340- 1183-3-3/) 
y = £402 8 s. 


[Alternative to (ii), substituting £1,783 6 s. 4d. for x in the foregoing figures in 
italics in (i) (a ) — 

y ~ 25,262 - 21 x 
= 25,262-21 (1,183'3129) 

= 25,252 - 24849 57 
= 40243 
y == £402 8 s, 7d 

The jd. difference arises by reason of the fact that £1,183 6 s, 4d, is to the 
nearest Id.] 
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The statements of commission are — 

. £ s. d. I s. d. 

Managing Director s Commission — 

Profits (as adjusted) 25,252 o a 

Less Managing Director's Commis- 
sion {x) . . . . 1,183 fi 4 

Directors' Commission {y) 402 8 o 

1.585 14 4 

£2^66 5 8 

5% thereon £1, 183 6s. 4d. 

Directors* Commission- £ s. d. £ d. 

Profits 16,340 o o 

Less Managing Director's Commis- 
sion (x) . . . 1,183 6 4 

Directors’ Commission . 402 8 o 

1.585 14 4 
14,754 5 8 

Add Income Tax of ;^i 4,754 5s. 8d. (equals 9s. 

in the £ on £26,82^ 19s. 3d.) . 12,071 13 7 

ii% thereon — £402 


Illustration. Components Ltd. employ a manager who is entitled 
to a commission of 10 per cent, in addition to a salary of £500 per 
annum, on *‘the sum available for distribution arising in each year.'* 
The Profit and Loss Account for the Comp^y’s first year of 
trading (the year ended 31st March, 1954) is as follows; — 



£ 


£ 

To General Expenses . 

4.500 

By Gross Profit 

40,000 

„ Staff Bonus . 

1,500 

., Investment Income 


„ Income Tax . 

16,000 

(net) 

2,430 

„ Depreciation . 

,, Manager's Salary . 

„ Manager’s Commission 

1,000 

„ Deposit Interest (gro 

100 

£500 



500 




1,000 



„ Net Profit 

. 18.530 




£42.-530 


£ 4^.530 






Compute the Commission due to the Manager (who has no shares in 
the company) assuming that the agreement as to commission makes 
no further reference to the basis and manner of computation, except 
that his commission, but not his salary, is to be charged for the pur- 
pose of arriving at his commission. 

Wear and Tear allowance is £600. Ignore Profits Tax. 
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In the absence of further details in the agreement — 

(1) Depreciation should be computed on the "straight line” 
method, sufficient to extinguish the assets or reduce them to esti- 
mate realizable value at the end of their effective life. [Edwards v. 
Saunton Hotels,) It is assumed that depreciation is on this basis. 

(2) Income Tax is an appropriation of and not a charge against 
profits and will be added back to the net profit. [Johnston v. Chester- 
gate Hat Manufacturing Co.) 

(3) The manager will be entitled to one-eleventh of the profit as 
adjusted. 

(4) Being the first year the Income Tax will be bc^ed upon the 

results of the current year, 1 

(5) Included in the item for manager's salary and commission is 
£500 which it is assumed is a pa5mient or credit on acipount of the 
commission due for the year ended 31st March, 1954. 

(6) The articles of association are assumed not to contain any 
restrictive definition of sums available for distribution. 

(7) The question of the treatment of previous years' losses does 
not arise as the business is in its first year. 

Computation — 


Net Profit 18,530 

Manager’s Salary and Commission ..... 1,000 

Income Tax per accounts ...... 16,000 

Income Tax deducted at 9s. in £ on ;£4,4i8 (i.e. net £2,^’^o) 1,988 


; £37.5ig 

A X ^37.518 = ;^3»4II (which is 10% of £^^,107). 

The sum now due, therefore, is £3,411 — £500 paid or credited on 
account = £2,911. 

Illustration. Assuming the same facts, except that the com- 
mission is based on profit before charging such commission as well 
as salary, the commission will be 10 per cent of £37,518 = £3,752. 

This is the correct basis as far as commission is concerned in the 
absence of an agreement to the contrary. 

Illi^tration. Same facts as stated on page 941, except that in 
addition to commission being charged (but not salary) Income Tax 
Sch. D at 9s. in the £ is to be charged for the purpose qf arriving at 
the profit on which the manager's commission is payable. It may 
be assumed that the general expenses are all admissible for tax 
purposes : 

Let C = Commission ; and T = Income Tax. 

C = (35.530 — T) (see page 943.) 

^ = A {33.600 — 600 — C) (see page 943.) 
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The computations for Commission and Income Tax are— 



Com- 

Income 


mission 

Tax 

Net Profit ..... 

18.530 

18,530 

Manager's Commission paid (or credited) 

500 

500 

Manager's Salary .... 

500 

Depreciation ..... 



1,000 

Income Tax ..... 

16.000 

16.000 

Less Taxed Dividends . 

35.530 

36,030 

2.430 

33.600 

Wear and Tear . 


600 

33.000 

Income Tax 

T 

Commission 


C 


35.530 - T 33,000- C 

[The deposit Interest would fall to be assessed separately under 
Case III Sch. D and would be deducted from the business profit, 
but the total tax liability would be the same.] 


C = I'l (35.530 -2') 

C = ,'i [35.530 - 2%(33.ooo - C)] 


»c=. [35.530- (*-’ 7 , 000 -OCX 

1 ^ 297,000 - gC 

or iiC = 35.530 - 

L \ / 

J 20 

220C = 710,600 - 297,000 + 9C 

== 35.530-14.850 + 

220C = 413,600 + 9C 

= 20.680 -f" 

2IIC 4X3,600 

220C — 413,600 -h 9C 


2IIC = 413,600 

C — £1,960 

.*. C = ;ti. 96 o 

Income Tax payable is — 

£ 

Profit, as adjusted 

33.600 

Less Manager's Commission 

1.960 


31.640 

Less Wear and Tear 

600 


/ 3 i.° 4 ° 

Income Tax at 9s. in £ thereon < 

/13.968 


Manager is, therefore, entitled to ;£(35,53o- 13,968) 

=t\ X £zt,sf>2 
= ;^i,96o = 10% of ;^I9,6 o2* 


Manager receives ;ii,96o - £soo paid to him on account « 

•The item of ;£i 9,602 is arrived at thus - £ 

Profit .... 35.530 

Less Income Tax . 13.968 


21,562 

1.960 

^19.602 


Less Commission 
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If Income Tax were calculated — as the ascertainment of either Tax or 
Commission gives the figure for the other, there is no need to compute both 
— the calculation is — 

Let T «= Income Tax 

then. T - 5*0 (33.000 - C) C - ,’1(35.530 - T) 

2oT = 297,000 - ,*,(35,530 - T) 

*= 297,000 - 29,070 -1- T 
*= 267,930 + 

220T 2,947,230 + gT 

211T = 2,947,230 
T ;^13,968 

I 

I 

! 

Payment of Interest on Construction Capital. In\ the ordinary 
course of affairs no dividends may be paid unless siich dividends 
are paid out of profits; interest on debentures (being\a charge) is, 
however, payable whether profits are earned or not. Where a com- 
pany raises share capital and out of the proceeds defrays the ex- 
penses of the construction of any works or buildings or provision 
of plant which cannot be made profitable for a lengthened period, 
the company may pay interest on so much of that share capital as 
is paid up for the period, and may charge to capital the sum so 
paid by way of interest, provided that the restrictions imposed by 
Sect. 65 of the Companies Act, 1948, are complied with, viz. — 

Authority for the payment must be given by the Articles or by 
special resolution, and must, in addition, have been previously 
sanctioned by the Board of Trade, who shall determine the period, 
which in no case shall continue beyond the close of the half-year 
next after the half-year during which the works or buildings have 
been actually completed or plant provided. 

The rate of interest shall in no case exceed 4 per cent per annum 
or such other rate as may for the time being be fixed by order of the 
Treasury (such order being laid before both Houses of Parliament)^ 
and the pa3mient shall not operate as a reduction of the amount 
paid up on the shares in respect of which it is paid. 

The accounts of the company shall show the share capital on 
which and the rate at which interest has been paid out of capital 
during the period to which the accounts relate. 

The above section is not confined to new companies, and in every 
case before sanctioning any such payment the Board of Trade may 
appoint a person to inquire into the circumstances and charge the 
expense of the inquiry to the company, which may te required to 
give security for the payment of the cost of the inquiry. 

Illustration. The formalities completed and the Board of Trade 
sanction granted, a company pays on 6,000 shares of £1 each fully 
paid interest at 5 per cent per annum for one year. Show Journal 
entries, taking Income Tax at 9s. in £. 

* This at present is fixed at 6 per cent per annum. 
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Journal 


Interest on Construction Capital Dr. 

To Members (Interest on Construction 
Capital) ..... 

Being interest on 6,000 shares of each fully 
paid at 5% per annum, per articles. Board 
of Trade sanction, and directors' resolution 
dated vtde Minute Book, p 


j 

0 

0 

£ 

300 

Asset(s)* . .... Dr. 

To Interest on Construction Capital 
Being transfer to asset (s) of interest on con- 
struction capital. 

- 


300 

300 

Members (Interest on Construction 
Capital) ..... Dr. 

To Cash ...... 

,, Income Tax . 

Being payment of interest due less tax. 


300 

165 

135 


The interest so paid is “capitalized," that is to say, it is treated 
as part of the cost of construction, being added thereto (similarly to 
the legal expenses of acquiring property or brokers' charges on 
purchasing investments). 

So far as income tax is concerned, the pa3nnent is not a capital 
payment, and income tax must be deducted in the ordinary way. 

The same rule applies, mutatis mutandis, to interest on “Con- 
struction Debentures," so that the company may adopt the same 
procedure if it decides to finance the construction by way of deben- 
tures in preference to shares. ( Hinds v. Buenos Ayres Tramways Co.) 

Table A. References have been made throughout to Table A, 
and as the matters contained therein are of extreme importance, 
the vital clauses, in so far as they relate to accounts, are sum- 
marized below (the clauses being those in the 1948 Act) — 

Clause 15. The Directors may from time to time make calls subject to there 
being not more than one call made in any calendar month; no call must 
exceed 25 per cent of the nominal value of the share; at least 14 days' notice 
of the call must be given. 

Clause 18. If a call is not paid by the day appointed the person from whom 
it is due shall be liable to pav intere.st at 5 per cent per annum, but the Directors 
may waive payment of such interest wholly or in part. 

Clause 20 The Directors may, on the issue of shares, differentiate between 
the holders as to the amount of calls to be paid and the times of payment. 

Clause 21. If a call is paid in advance the Directors may pay interest thereon, 
but the rate shall not exceed 5 per cent (6 per cent under the 1929 Act) 
without the consent of the Company in General Meeting. 

Clause 33. ^The Directors have power to forfeit shares for non-payment of 

Clause 34. ( calls by resolution after giving 14 days’ notice of such 

Clause 35.) intention. 

^ Apportioned where necessary amongst the various fixed assets, based as 
far as possible on the actual capital employed in the construction of each 
particular fixed asset, 
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Clause 40. The Company may by Ordinary Resolution convert paid-up 
Shares into Stock, and reconvert Stock into paid-up Shares of any denomination 
Clause 44. The Company may by Ordinary Resolution increase the Share 
Capital. 

Clause 45. The Company may by Ordinary Resolution — 

(a) Consolidate and divide all or any of its Share Capital into Shares of 
larger amount. 

(b) Subdivide all or any of its existing Shares into Shares of smaller 
amount, subject to the provisions of Sect. 61 (i) {d), Companies Act, 1948. 

(c) Cancel any Shares which, at the date of the resolution have not been 
taken or agreed to be taken by any person. 

Clause 46. The Company may by Special Resolution reduce its Share 
Capital, any Capital Redemption Reserve Fund, or any Share Premium 
Account in any manner and with, and subject to, any incident authorized 
and consent required by law. I 

Clause 58. At any General Meeting a vote shall be decided by a show of 
hands : a poll may be demanded by the chairman or at least\ three members 
present in person or by proxy, or even by one, or two, if they represent not 
less than one-tenth of the total voting rights of all the members having a 
right to vote at the meeting or hold shares in the company coiiferring a right 
to vote at the meeting, being shares on which an aggregate ^um has been 
paid up equal to not less than one-tenth of the total sum paid up on all the 
shares conferring this right. 

Clause 62. On a show of hands every member present in person shall have 
one vote. On a poll every member shall have one vote for each Share of which 
he is the holder 

Clause 76. The remuneration of the Directors, which shall be deemed to 
accrue from day to day, shall be determined by the Company in General 
Meeting [if none voted, no remuneration]. [By Clause 108 the Managing 
Director’s remuneration shall be fixed by the Directors.] 

Clause 77. No share qualification is required unless fixed by the Company 
in General Meeting. 

Clause 79. The amounts borrowed, for the Company’s business, by the 
Directors (other than capital and temporary overdrafts) shall at no time 
exceed the nominal amount of the issued Share CapitsJ of the Company 
without the sanction of the Company in General Meeting. 

Clause 1 14, The Company m General Meeting may declare dividends, but 
no dividend shall exceed the amount recommended by the Directors. 

Clause 1 15, The Directors may from time to time pay to the members such 
interim dividends as appear to the Directors to be justified by the profits of 
the Company, 

Clause n6. No dividend shall be paid otherwise than out of profits. 

Clause 1 1 7. The Directors may set aside out of profits any reserves they 
think proper. 

Clause 118.^ Subject to the rights of persons, if any, entitled to shares with 
special rights, all dividends shall be payable on the amounts paid up [according 
to the dates paid unless the terms of issue provide for shares to rank for 
dividend from a particular date] on the shares (Calls in Advance whilst hearing 
interest do not rank for dividend). 

General Illustration. The following facts are ascertained from 
the books of Prosperity, Ltd. — ? 

The ordinary shares had been issued at a premium of 4s. on 
31st May, 19.. ; 20,000 preference shares had been redeemed at 
par out of profits on 30th June, 19. . and the half-year's dividend 
on the preference shares had been paid to that date, and an 

^ Xf this clause has been eliminated by the Articles and no other provision 
has been made, dividends will be payable on the nominal value. 
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interim of 2 per cent actual on the ordinary shares had been declared 
and paid on 25th December, 19 . . . On 20th December, 1,200 shares 
were forfeited for failure to pay calls (due on 30th June) of los. a 
share, and 200 were reissued as fully paid for 15s. a share on the 
same day as the forfeiture. 

A member holding 800 ordinary shares with calls in arrear of 
los. a share had been charged and had paid interest for the half- 
year to 31st December, 19. ., in accordance with the rate charge- 
able under Table A (which the company had adopted). 

The investments of which ^^40,000 were quoted on a recognized 
Stock Exchange were revalued at the previous 31st December and 
taken in the Balance Sheet at £45,000. 

The debentures had been issued on ist January, 19. ., at a dis- 
count of 10 per cent, and on 30th June, 19 . . , £20,000 were redeemed 
at par out of current profits and cancelled. Interest on debentures 
had been paid to 30th June, 19. .. All the shares were £i shares. 
The preference shares are fully paid and the Directors propose to pay 
the half year's dividend thereon to 31st December. 

In addition to the accounts arising out of the above, the follow- 
ing balances are extracted from the books of the company on 31st 
December, 19. . — 


6% Debentures, Net 

34.000 

Profit and Loss (Cr.) 

29.000 

Plant and Machinery 

38,000 

Gross Profit (from Trading 


Stock at 31st December, 


Account) 

60,000 

19 

28,675 

General Expenses 

62,000 

Debtors 

115,000 

Debenture Interest . 

1,800 

Investments at Cost 

50,000 

Ordinary Share Capital fully 

Creditors .... 

49,000 

paid .... 

50,000 

Dividends Received 

2,600 

7% Redeemable Preference 


Bank (Dr.) 

9.863 

Share Capital fuUy paid . 

50,000 


No entries have been made in reference to the shares forfeited 
and reissued. 

The investments at 31st December, 19.., were revalued at 
{49,200, and are to be taken in the Balance Sheet at that figure. 

No Debenture Redemption Fund has been created. 

The Profit and Loss balance is the balance of the preceding year's 
profit, after the adjustment required for the redemption of the pre- 
ference shares, and the balance standing to the credit of Preference 
Share Capital Account is that after the redemption mentioned ih 
the question has been carried out. 

£3,000 had been debited to the Trading Account in respect of 
depreciation for the year. The Plant and,. Machinery Account 
balance of £38,000 is the written down value. Depreciation provided 
prior to the current year amounts to £5,000. 

Prepare Profit and Loss Account and Balance Sheet in respect 
of the year to 31st December, 19. .. Ignore Tax. 

[It is advisable to draw up a Trial Balance.] 
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The Trial Balance at 31st December, 19. is — 


Trial Balance Dr. Cr. 




i 

£ ' 

Ledger A ccounts as shown 




6% Debentures ..... 



34.000 

Plant and Machinery .... 


38,000 


Stock-in-trade ..... 


-28,675 


Debtors ...... 


1 15,000 


Investments [see h below) 


50,000 


Bank ...... 


9.863 


Creditors ...... 



49,000 

Dividends Received .... 



2,600 

Debenture Interest .... 


1,^00 


Profit and Lo.ss Account 



29,000 

Gross I^rofit ..... 


\ 

60,000 

General Expenses .... 


62,090 


Ordinary Share Capital {see j below) 


\ 

50,000 

7% Redeemable Preference Share Capital 



50,000 

Balances not shown in Ledger Accounts 


305,3^^ 

274,600 

presented 




(a) Dividends: Preference . 


2.450 


{b) „ Ordinary 


972 


(c) Capital Redemption Reserve Fund . 



20,000 

{d) Premium on Shares Forfeited 



50 

(e) Share Premium .... 



10,000 

(/) Calls in Arrear .... 


400 


{g) Interest on Calls in Arrear 



10 

(/») Investment Provision 



5,000 

(1) Forfeited Shares .... 



500 

[j) Ordinary Share Capital, Shares For- 




feited ..... 


1,000 




;f3io,i6o 

^£310,160 


Adjustments must be made in respect of (a) investment provision; 
(b) debenture interest accrued ; (c) debenture discount, for the pre- 
paration of the Profit and Loss Account, as follows : 

Journal 

(fl) Investment Provision . . . Dr. 

To Profit and Loss Appropriation! 

Account ..... 

[To bring provision back to /800.] 

(6) Debenture Interest . . . Dr. 

To Sundry Debenture Holders 
[Interest at 6% per annum on £^0,000 
debentures, for half-year ended 31st Dec- 
ember, 19. 

(c) Debenture Discount . Dr. 

To 6% Debentures . 

[Adjustment of omission of entry to Deben-| 
ture Discount Account .] ' 


£ 

4,200 

4.200 

1.200 

6,000 

6,000 
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The bank balance (£9,863) is not affected by any of the adjust- 
ments, being the correct figure, all bank entries having been made. 

The debentures originally issued were £60,000 and the discount 
thereon £6,000; as £20,000 have been redeemed the debentures 
outstanding are £40,000, so that a transfer is required as in (c) 
above. The non-record of the debenture discount does not disturb 
the agreement of the Trial Balance. 

The items not shown in the Ledger Accounts presented are 
arrived at as follows — 

[a) Dividend on Preference Shares, 

7% for half year on £70,000 = £2,450 

[h) Dividend on Ordinary Shares. This is computed on paid-up 
capital — as the company has adopted Table A — of 49,000 shares, 
i.e. 50,000 less 1,000. 

£ 

2% on 48,200 Ordinary Shares oi £i each fully paid = 964 
2\ on 800 Ordinary Shares of each los. paid 8 

[It the 1,200 shares had been lorfeited ajUr the payment of the dividend, the latter would have 
qeen ^980, arrived at as follows — 

2% on 48,000 Ordmary Shares of each jvUy paid >■ 960 
2% OD s,ooo Ordinary Shares of £x each tos. paid 20 

H the 200 shares out of the 1,200 forfeited before the payment of the dividend had not been 
reissued until after the payment of the dividend, the latter would have been £968, arrived at as 
follows— £ 

2% on 48,000 Ordinary Shares of £z each fully paid — 960 
2% on 800 Ordinary Shares ol {,1 each zos. paid ■> 8 

£968] 

(c) Capital Redemption Reserve Fund. This represents the profits 
applied in the redemption of redeemable preference shares. 

(d) Premium on Shares Forfeited. 

(e) Share Premium Account. 

(J) Calls in Arrear. 

(») Forfeited Shares. 

(j) Ordinary Share Capital. 

(Accounts in explanation of (d), (e), (/), (t), and (;) are appended.) 


-Dr. Ordinary Share Capital Cr. 


Dec. 20 

31 

To Forfeited Shares Ac- 
count 

M Balance . 

c/d 

£ 

Z,200 

49,000 

Z9 . 
June 30 
Dec. 20 

By Balance . 

„ Forfeited Shares re- 
issued . 

b/d 

£ 

50,000 

200 



£ 

50,200 



£ 

50,200 





19.. 
Jazi. z 

By Balance . 

b/d 

49,000 


950 

Df. 
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Share Premium 


Cf. 


19.. 
Dec. 31 

To Balance . 

c/d 

i 

10,000 

19.. 
June 30 

By Caah 


L 

10,000 



C 

10,000 



£ 

10,000 





19.. 
Jan. X 

By Balance 

b/d 

10,000 

Dr. 



Calls 



Cr. 

X 9 .. 

June30 

To Ordinary Share Capital 
Account . 


£ 

25,000 

19 . 
June 30 

By Cash 

,, CallsinArreaf Account 


24 >ooo 

1,000 



c 

25,000 


j 

i 

£ 

25,000 


Dr. Calls in Arrear Cr. 


19.. 
June 30 

To Calls Account 


£ 

1,000 

IQ 

Dec. 20 

3 X 

By Forfeited Shares Ac- 
count . 

„ Balance 

c/d 

L 

600 

400 

19.. 
Jan. z 



£1,000 




£1.000 

To Balance . 

b/d 

400 






Dr , Forfeited Shakes Cr 


Dec. 90 

i 

SZ 

To Calls in Arrear Account 
„ Ordinary Share Capital 
Account. 

,, Premium on Shares 
Forfeited Account . 
„ Balance 

c/d 

£ 

600 

200 

50 

500 

Dec. 20 

By Ordinary Share Capital 
Account. 

,, Cash 


£ 

Z,200 

150 




£1,350 

19.. 

Jan. z 



£i,3')0 

i 




By Balance 

b/d 

^700 

Df. 

Premium on Shares Forfeited 

Cr. 





Dec. 20 

By Forfeited Shares Ac- 
count 


T 

30 


{g) Interest on Calls in Arrear, f 

5% for half year on £400 = £10 

(h) Investment Provision, It is clear that there must be a provision 
of £5,000 in the books offsetting the item of £50,000 investments 
AT COST. An adjustment of £4,200 is required. (See Journal entry 
(«). page 948.) 
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* Profit and Loss Accoxwt for the Year ended 
Dr. 3 IST December, 19. . Cr. 


To General Expenses . 

,, Balance. ... 

i 

c/d 

c 

62,000 

1,000 

By Gross Profit . 

b/d 

. £ 
63,000* 



£63.000 



£63,000 

To Depredation .... 
Directors’ Emoluments . 
Debenture Interest » 


3,000 

? 

3,000 

By Balance f . . - . 

„ Dividends Received 
„ Interest on Calls in Arrcar 
„ Balance 

b/d 

c/d 

1,000 

2,600 

xo 

2,390 



£6,000 



£6,000 

To Balance, being Loss for the year 
„ Capital Redemption Reserve 
Fund* . . . . 

,, Dividends: 

Paid: 

Preference, half-year to 30th 
June . . . . 

Ordmary Interim 2% actual 
Proposed : 

Preference, half-year to 31st 
December 

„ Balance carried to Balance Sheet 

b/d 

a. 390 

20,000 

*,450 

972 

1,750 

25,638 

By Investment Provision no longer 
required 

„ Balance from previous year* 


4,200 

49,000 



£ 53 i 2 C^ 



£53,200 








• Per question ;£6o,ooo plus Depreciation £‘^,000. 

‘f The published account would start with this balance. 


See page 952 for Balance Sheet. 

Examination Problem 

The authorized capital of Sellers, Ltd., is £500,000, consisting of 
250,000 cumulative preference shares of £i each and 250,000 ordinary 
shares of £i each. The balances appearing in the books on 31st 
December, 1953, were as shown below and on page 953. 


Debits £ 

Investments in Subsidiary Company at Cost — Shares £20,000, 
Debentures £20,000 ........ 40,000 

Purchases .......... 501,150 

Packing Wages ......... 25,000 

Stock at ist January. 1953 ....... 160,500 

Delivery Expenses ........ 43,330 

Charges Paid against Consignments Unsold .... 1*730 


‘ The item of £3,000 Debenture Interest is computed as follows — 

Debenture Interest on £60,000 @ 6% per annum for 

half-year to 30th June, 19. . ..... 1,800 

Debenture Interest on ^£40,000 @ 6% per annum for 

half-year to 31st December, 19. . . . . 1.200 


^3.000 

* The balance forward before transfer to Capital Redemption Reserve Fund 
of ^20,000 must have been £49.000. The items in italics account for item 
£^9,000 in the Trial Balance. 

31— (B.aoB 3 ) 



PROSPERITY LIMITED 
Balance Sheet as at 31ST December, 19. 
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1,000 slii^ires at los. [i.e. application and allotment, excluding premium]. — 

ITie Premium on Shares Forfeited Account may be transferred to reserve or utilized to write off debenture discount. 

It would be advisable to write off a proportion of the debenture discount as one-third of the debentures have been redeemed. 
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Debits — (coniinued) £ 

Salaries, Travelling Expenses, and Commission . . 69,750 

Rent, Rates, and General Expenses ..... 34,500 

Bad Debts written off . . . . 250 

Freight and Carriage Inwards ...... 2,300 

Bills Paid against Consignments not finally decilt with . . 60,000 

Final Dividends for 1952 ....... 13,500 

IVeference Dividend: Half-year to 30th June, 1953 • • 

Commission on Issue of Debentures: Balance as on 1st January, 

1953 2,500 

Balance at Bankers ........ 65,000 

Bills Receivable ......... 3,750 

Debenture Interest: Half-year to 30th June, 1953, less Tax . 1,925 

Trade Debtors ......... 55,000 

Freehold Property and Goodwill at Cost .... 390,000 

Furniture, Fixtures, and Fittings at Cost less Depreciation 

(£10,000) ......... 50,000 

Credits 

Taxation ........ 5.875 

Sales ........... 792,000 

Sales ex Consignments not finally dealt with .... 52,000 

Dividends and Interest received ...... 4,000 

Profit and Loss Account ....... 35,000 

General Reserv'e (Revenue) ....... 55,150 

Shares Issued — 

6% Preference (200,000) ....... 200,000 

Ordinary (200,000, 15s. called up) ..... 150,000 

5% First Mortgage Debentures, secured on Freehold Properties 140,000 
Sundry Consignors : Balances on Account Sales . . 20,000 

Subsidiary Company : Current Account . .... 2,000 

Trade Creditors ......... 61,680 

Commission on Sales ex Consignments ..... 6,000 

[Note. Take Income tax at gs. in £.] 


Prepare Trading and Profit and Loss Account for the year ended 
31st December, 1953, and Balance Sheet as on that date, after 
taking into account the following — 

(a) The value of the stock on 31st December, 1953, was £155,000 
and, in addition, there were stocks unsold in store ex sundry con- 
signments invoiced pro forma at £20,000. 

(h) The directors are entitled to £4,000 per annum remuneration ; 
directors* fees of £1,000 were paid by the subsidiary company and, 
in addition, the managing director was paid the sum of £500 due 
under his employment agreement with that company. 

(c) Bills receivable for £1,500, maturing after 31st December, 
1953, had been discounted with the bank. 

(d) Rent of warehouse at £1,000 a year had been paid for the 
half-year to 30th Jime, 1953 ; and rates amounting to £1,600 for half- 
year to 31st March, 1954, had been paid on 30th November, 1953. 

(e) A provision of 5 per cent of trade debtors is to be created for 
bad and doubtful debts. 

(/) Depreciation of furniture, fixtures, and fittings is to be pro- 
vided for at 10 per cent on the written down value. 
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(g) Tax is to be provided on the 1953 profits as follows — 

Income Tax Sch. D £43,150, Profits Tax £12,000. Ignore Sch. A 

and Tax on dividends received. There is no liability to E.P.L. 

(h) £1,250 is to be written off Commission on Issue of Debentures 
Account. 

(t) The freehold property and goodwill were purchased some 
years ago for a round sum, and that part of the purchase price 
attributable to goodwill is not known. 


Trading and Profit and Loss Account for thb 
Dr. Year Ended 31ST December. 1953 Cr. 


To Stock, 1st January, 1953 
,, Purchases . 

,, I'Tcight and Carnage Inward 
„ dross Profit 

c/d 

1 

C 

160.500 

501,150 

2,500 

282,850 

By Sales 

„ Stock, 3jst December, 1953 

I 

1 

£ 

792.000 

155.000 



£947.000 


\ 

£947,000 

To Rent, Rates, and General Ex- 
penses* ... 

,, Packing Wages . 

„ Delivery Expenses 
„ Salaries, Travellmg Expenses, 
and Coiufnission 
„ Bad Debts. 

Balance . . . . 

c/d 

34,200 

25,000 

43.330 

69.750 

3,000 

113,570 

By Gross Profit 
„ Commission on Sales ex Con - 
sigimients 

'1 

i 

282,85c 

6,000 



_£a£«,85p_ 



£288,850 

To Debenture Interest 
„ Directors’ Emoluments* 

„ Depreciation 

„ Taxation on current profits . 
Income Tax £40,000* 

Profits Tax 12,000 


7.000 

4.000 

5.000 

52,000 

49.570 

By Balance* . . . 1 

„ Dividends and Interest* 

b/d 

113,570 

4,000 

' 

„ Balance 

c/d 






£117,570 



£117,570 

To Commission on Issue of Dc- 
bentun^s 

„ Preference Dividends (net) : 
Paid £3.300 

Proposed , 3,300 


I, *50 

By Balance, ist January, 1953. 
Less Final Dividends (net) 
for 1952 


35,000 

13,500 



„ Net Profit for the year 

b/d 

21,500 

6,600 

„ Proposed Ordinary 

Dividend (net) . ? 


6,600 

63,220 

49,570 

„ Balance carried to Balance 
Sheet .... 







£71,070 


1 

£71,070 


' £34*500 per Trial Balance plus Rent accruing £500, less Rates in advance 
£Soo. 

• A note viUl be required on the following lines : 

In addition to the amount shown above, 1,500 was paid by a j|ubsidiary 
company. Of the total (£5,500), £} was paid as Directors ind as 
Executives. 

f £43*^50 Sch. D per question less transfer from Debenture Interest ;f3,i5o, 
being tax at 9s. in the £ on £t,ooo. 

• The published account would start with thia balance. 

• These would have been ''grossed up," had the question not stated that 
tax on dividends, etc., received was to be ignored. 
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Illustration. Included in the Trial Balance of a company at 31st 
December, 1953, were the following items — 


7% Preference Share Capital, £1 fully paid 60,000 

Ordinary Share Capital, £1 called . 30,000 

Debenture Interest, half-year to 30th June, 1953 2,250 

Preference Dividend, half-year to 30th June, 1953 2,100 

Calls in arrear (Ordinary shares : 600 at 5s.) . 1 50 

Provision for Taxation (on previous year’s profits) 12,000 

Taxation Account — credit .... i.957i 

5% Debentures ...... 90,000 

Net Profit ....... 26,651 

Profit and I^oss Account — Balance at ist January, 1953- credit 2,642 


Included in the matters requiring consideration in the prepara- 
tion of the final accounts were — ! 

(а) Debenture Interest for the half-year to 31st December had 
not been paid. 

(б) Preference Dividend for the half-year to 31st December is to 
be provided for. 

(c) Ordinary Dividend of 10 per cent for the year on the paid-up 
ordinary share capital is to be recommended. 

(d) Estimated taxation on the current year’s profits is ;fi3,400. 
The provision appearing in the Trial Balance is the exact amount 
required to meet the tax liability payable on the following day 
(ist January). 

Assuming tax at 9s. in the prepare the Profit and Loss Appro- 
priation Account for the year, making such adjustments as yon 
consider necessary. 


Profit and Loss Appropriation Account 
Dr. FOR THE Year ended 31ST December, 1953 Cr. 



£ 


£ 

To Debenture Interest 

4.500 

By Profit b/d . 

26,651 

„ Profit c/d . 

22,151 




£26,651 


£^26,651 

To Taxation 

11.375 

By Balance b/f 

2,642 

„ Preference dividend 


„ Net Profit for the year 


paid for the half-year 


b/d. 

22,151 

to 30th June, 1953, 




less tax . 

1. 155 



„ Proposed Dividends — 




Preference Dividend 




for the half-year to 




date, less tax 

L155 

S- 


Ordinary Dividend 




for the year to date — 




10% less tax . 

1,6411 



,, Balance c/f 

9.466! 




;f*4.793 


;^24.793 



COMPANY ACCOUNTS^ — ^FINAL ACCOUNTS 


957 

Notes, (i) It will be remembered that the modem practice is to show 
debenture interest gross in the accounts and to show dividends net. In 
regard to the former, the half-year's interest paid appears in the Trial Balance 
at the gross figure, the requisite transfer of £1,012^ (tax at 9s. on £2,2$o) 
having apparently been made to Taxation Account, A similar transfer has 
been made in respect of the provision for the second half-year's interest, 
leaving a credit b^ance of £1,237^ due to the debenture-holders. The Pre- 
ference Dividend paid also appears in the Trial Balance at the gross figure, 
it having apparently been treated in the same way as the debenture interest. 
In order to show the net figure, it is necessary to reverse the transfer to 
Taxation Account by debiting that account with £g^$ and crediting the 
dividend account. 

(2) The credit balance on Taxation Account seems to consist of the two 
transfers mentioned in (i). The balance will be increased by the transfer in 
respect of the second half-year's debenture interest and decreased by the 
reversal of the entry in respect of the dividend paid. The account will be 
debited with ;fi3,400 — the amount of the new provision required — and the 
balance carried to the Profit and Loss Appropriation Account. The pro- 
vision already appearing in the Trial Balance has been kept separate for the 
sake of clarity. 

It will be seen that the provision for taxation in the Balance Sheet at 
3Tst December, 1953, will appear in two parts — 

{a) A current liability of £12,000 in respect of the present fiscal year, 

based on the preceding year’s profits and payable the following day ; and 
{b) A reserve for future taxation in the next fiscal year estimated at 3,400. 

(3) The ordinary dividend is 10 per cent on the paid-up capital, i.e. ;^3o,ooo 
called less £1^0 calls in arrear. 

{4) The transfers are shown in the following rough working accounts — 

Dr. Debenture Intere.st Cr. 


To Cash .... 

,, Taxation 
,, Taxation 
,, Provision c/d 

L 

i. 237 i 

1,012 J 

I,Ol' 2 ^ 

1.2374 

By Profit and Loss Account 

L 

4.500 

/4.500 

^4.500 

1 


Dr. Preference Dividend 

Cr. 

To Cash .... 

L 

1. 155 

By Taxation (reversal of 

i 

Taxation 

943 

entry) 

945 

„ Provision c/d 

1,155 

„ Profit and Loss Appro- 




priation Account 

2,3’o 


^3.255 

1 

1 

i 

/ 3>255 


Dr. Taxation ^ Cr. 


To Preference Dividend 
,, Provision c/d 

i 

945 

13.4^ 

By Debenture Interest 
Preference Dividend 
„ Debenture Interest 
„ Profit and Loss Appro- 
priation Account 
i 

£ 

1,012^ 

945 

I,012i 

”,375 


;fi 4.345 


^14.345 






^ Excluding £12,000 provision in respect of previous year's profits. 
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Published Accounts. The annual accounts sent to the members 
and debenture-holders of a company will usually consist of — 

(a) Balance Sheet ; 

(&) Profit and Loss Account (and Appropriation Account) ; 

(c) Auditors' Report ; 

\d) Directors' Report. 

Usu^ly the notice convening the Annual General Meeting is sent 
with the accounts and in most cases a copy of the Chairman's 
Speech or Statement is attached. 

No two sets of accounts are exactly alike, and the student should 
take every opportunity of studying the published accounts of 
public companies. 

[a) Balance Sheet. This will follow the form shown in the 
illustrations on pages 952 and 955, although in the latjter (Sellers 
Ltd.) there would be less detail under Current Assets atd Current 
Liabilities (e.g. Trade Creditors, Sundry Consignors, ^Directors' 
Fees and Rent accrued would appear as one item “crei^itors and 
accrued charges"). The rule to follow is to set out the facts as 
neatly and concisely as possible, subject to showing separately sucli 
information as is required by the Act. 

(^) Profit and Loss Account. Only a short account is required 
giving the infonnation laid down in the Act. Thus, there will usually 
be no detailed Trading or Profit and Loss Account ; the published 
account will commence with "Profit on Trading for the [year]" to 
which will be added Dividends, Interest and other non-trading 
receipts (e.g. Transfer Fees) and against which will be debited 
Depreciation, Debenture Interest, Directors' Emoluments, Taxation 
and any other information required by the Act (e.g. Auditors’ 
Remuneration if not voted in general meeting) or of a non-trading 
or exceptional nature. In the illustrations on pages 951 and 954 
the accounts have been balanced off to indicate the parts which 
would normally be published. 

(c) Auditors’ Report. The matters to be included in the Auditors’ 
Report have already been indicated on page 774. Where there are 
no group accounts and no qualification is necessary, the following 
standard form may be used : 

Report of the Aviditors to the Members of AB, Ltd, 

We have obtained all the information and explanations which to the 
best of our knowledge and belief were necessary for the purposes of our 
audit. In our opinion, proper books of account have been kept by the 
company so far as appears from our examination of those books (and proper 
returns adequate for the purposes of our audit have been received from 
branches not visited by us). We have examined the above b^ance sheet 
and annexed proht and loss account which are in agreehient with the books 
of account (and returns). In our opinion and to the best of our information 
and according to the explanations given us the said accounts^ give the 
information required by the Companies Act, 1948, in the manner so required 

^ Where material information is given elsewhere (e.g. in the Directors' 
Report) reference should be made thereto. 
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and the ba^ce sheet gives a true and fair view of the state of the com- 
pany's affairs as at . . . and the profit and loss account gives a true 

and fair view of the profit floss) for the (year) ended on that date. 

{d) Directors^ Report. An example appears on page 772. 

(e) Notice convening the Annual Gmeral Meeting. A typical 
notice might be as follows — 

Notice is hereby given that the Nth Annual General Meeting of the Com- 
pany will be held at on . 19. at... . a.m. 

to receive the Company's accounts for the year ended and 

the Reports of the Directors and Auditors thereon, to confirm and declare 
dividends, to fix the remuneration of the Auditors, and to transact other 
ordinary business of the Company. 

A note is also required under Sect. 136, Companies Act, 1948 to 
the effect that 

Any member of the Company entitled to attend and vote at the General 
Meeting may appoint a proxy (who need not also be a member) to attend 
and vote instead of him. 

Reference should be made to the 8th Schedule to the Companies 
Act, 1948, the contents of which are given on pages 786 to 800 for 
general provisions as to the Balance Sheet and Profit and Loss 
Account. Most of these matters are either self-explanatory or have 
already been illustrated. The following, however, are matters which 
may cause difficulty to the student — 

(i) Assets. These will normally be divided into Fixed, Current 
and Fictitious (the latter covering Preliminary Expenses, etc.). 
Certain assets may be either fixed or current depending on the facts 
of a particular case (e.g. Investments). Other assets may be regarded 
as neither truly fixed nor current, in which case they may be grouped 
separately (e.g. Interests in Subsidiary and Associated Companies 
are often shown separately between Fixed and Current Assets). 

The normal way of showing fixed assets is at cost (or, if standing 
in the books at a valuation, at that valuation) less accumulated^ 
depreciation. If these cost or valuation figures cannot be obtained 
without unreeisonable expense or delay in respect of any item, the net 
(written down) amount at which it stands in the books at ist July, 
1948 (or the company's prior accounting date) may be substituted 
as if it were a valuation made at that date. 

For each type of fixed asset, therefore, there may be shown, under 
an appropriate heading (e.g. Plant and Machinery), one aggregate 
figure of cost and valuation (including where applicable the net 
book amount ‘'valuation") less aggregate depreciation to date. 
Illustration. 

Plant and Machinery — ^partly at cost, partly at inde- 
pendent valuation in 1940, and partly at the net 
amount standing in the Company's books at ist July, 

1948 150,000 

Less accumulated Depreciation .... 70,000 

80.000 


^ l.e. since date of acquisition or valuation. 
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In certain cases such a presentation may not give the “true and 
fair view“ required by the Act and it may be considered preferable 
to give more detail as follows, but in this event it must be remem- 
bered that for assets under each heading there must be shown the 
aggregate of {a) cost and valuation and (b) depreciation — 

Plant and Machinery : £ £ £ 

At cost depreciation . . 150,000 50,000 

At the net amount standing in the Com- 
pany's books at ist July, 1948, less sales 
and depreciation .... 70,000 10,000 

£220,000 £60,000 £160,000 

Where there are several headings under Fixed Assets^ with con- 
siderable detail in each, it is often preferable to show on (the face of 
the Balance Sheet only the final figures for each headihg and to 
give the necessary details in a schedule attached to it. \ 

(2) Taxation. Profits Tax on the current profits and any amounts 
outstanding for Income Tax, Profits Tax or E.P.L. on previous 
accounts will appear under Current Liabilities. Income Tax on the 
current profits (in normal cases, when the assessment is on a “pre- 
ceding year” basis) is not strictly a liability at the Balance Sheet 
date. It should not, therefore, be classified as a Provision or 
Liability, but as a Reserve, and be either included with the aggregate 
of other reserves or shown separately. Taking the latter view, some 
accountants show it as a separate heading between Reserves and 
Provisions as “Amount set aside for United Kingdom Income Tax 
1953-54” (e.g. in a Balance Sheet at 31st December, 1952). The basis 
on which the amount set aside has been computed must always be 
indicated.^ 

(3) Directors’ Emoluments. The information to be given is laid 
down in Sect. 196 of the Act (see page 795). In the normal simple 
case the item may be shown as foUows — 

Directors’ Emoluments: or Directors* Emoluments: 

Fees ... as Directors 

Salaries and Com- as Executives . 

Where considerable detail has to be given the matter is probably 
best dealt with in a note, often in tabular form as follows — 

The aggregate amounts paid by the Company (and its subsidiaries) to 
or in respect of the services of the Company’s Directors were — 

Directors with Other 

Executive Duties Directors Total 

Fees ... — — „ — 

Other Emoluments. — — " — 

Pensions . . — — — 

* In certain cases consideration must be given to the treatment, both in 
Profit and Loss Account and Balance Sheet, of Profits Tax Non-distribution 
Relief and the future liability which may arise therefrom (see Notes on the Treat- 
ment of Profits Tax in Accounts published by The Institute of Chartered 
Accountants in November, 1953). 
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The modem trend in published accounts is to give as much material 
information as possible in as clear a way as possible. Many companies 
have experimented with new methods of layout and presentation 
in an attempt to make the accounts more easily understood by the 
general public, e.g. “cutting the cake*' illustrations to show what 
proportion of the company's revenue has gone on purchase of 
raw materials, wages, dividends, taxation, etc.; the use of “con- 
versational” language, and so on. For examination purposes the 
student is advised to keep to the more usual methods of drafting the 
Balance Sheet and Accounts, remembering that whatever method of 
presentation is adopted, they must be clear and lucid and give a true 
and fair view and, of course, comply with the Companies Act. 

A further illustration will be found at the end of the next chapter, 
incorporating presentation of group accounts. 

SECTION (H) DIVIDENDS 

A dividend is a division of the profits of a company amongst the 
members. A dividend cannot be paid unless there are (i) profits 
and (2) a “declaration.” 

A dividend may be classified from different aspects — 

(1) “Time,” i.e. interim or final. 

(2) “Priority,” i.e. preference, ordinary, deferred. 

(3) “Amount, ” i.e. fixed rate or fluctuating. 

(4) “Form,” i.e. — 

(a) Cash. (c) Bonus. 

(ft) Scrip or specie. \d) Subject to tax; free of tax, 

(5) “Sanction,” i.e. where a dividend may be paid on declara- 
tion by directors, or where, as is usual with ordinary dividends, 
the sanction of the company in general meeting is required. 

The following points are essential to a proper understanding of 
accounting treatment of dividends — 

(i) {a) An interim dividend may be paid if in the hona fide 
opinion of the directors such a payment is justified, subject to any 
contrary provision in the Articles. If Table A has been adopted. 
Clause 115 authorizes such a payment. At any time before its 
payment, an interim dividend may be cancelled. 

(ft) A final dividend on shares, other than on those carrying a 
fixed rate (usually preference shares) may be recommended by 
the directors, but must be sanctioned by the company in generaJ 
meeting. 

Position of Preference Shares. Directors are not compelled to 
pay dividends of any kind. It is within their reasonable discretion 
(subject to the Articles) to build up adequate reserves. If Clause 
117 of Table A has not been excluded, the directors may, before re- 
commending any dividend, set aside out of the profits of the com- 
pany such proper reserves for meeting contingencies or for equalizing 
dividends, or for any other proper purpose, invested inside or out- 
side the business, as they think fit. 
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(2) Even though a share is a preferred or preference share, it 
carries no right to a dividend (unlike debenture interest) unless the 
profits have been earned and the directors or the company sanctions 
the payment. The right is not an absolute one : it is at best relative. 
It merely ensures that a holder of such a share is to be paid a 
dividend in priority to those holding shares of a lower grade ; but 
unless the share is a ^cumulative preference share, such right of 
priority is confined to the particular year under consideration. 
Hence a non-curaulative preference share carries no right to have 
previous years' omissions made good. Thus, if a company has 
paid no dividends during a period of, say, four years followed by a 
successful year, the preference shareholder will obtain priority only 
for the current year’s dividend, even though the fifthj year's profits 
are more than sufficient to make up for the “dividendless” years. 
If, however, the preference shares are cumulative, the holder is 
entitled to receive not necessarily five years’ divid^ds, but to 
prevent any dividend being paid on a lower grade share unless and 
until the whole of the five years’ dividends are paid to him. Yet, 
despite this very valuable privilege, the participation in profits is 
merely a dividend, and becomes an enforceable debt against 
the company only upon its declaration and, where required, 
after the sanction of the company has been given. 

(3) With regard to amount, except that a “fixed” class is re- 
stricted to the fixed rate, the quantum of the dividend is dependent 
upon the amount of profits, after making suitable provision for 
depreciation, taxation, sinking fund contribution, if necessary, 
the financial resources of the company, the general business condi- 
tions ruling, and the normal business requirements of the company. 

Position of Partly-paid Shares. The position of partly-paid shares 
is, as regards dividends — 

(а) The dividend is payable on the nominal, called-up, or paid-up 
amount, according to the provisions of the Articles. 

(б) If no provision thereon is contained in the Articles, anc 
Table A provisions relating to dividends have not been excluded 
and therefore by implication included, the dividend is to be based 
upon the paid-up amount according to dates paid, and calls ii 
advance whilst bearing interest are not to be included for sucl 
purpose. 

(c) If the Articles are silent on the matter and the appropriate 
provisions of Table A have been excluded, the basis of the dividenc 
is the nominal amount of the share. 

(d) The question whether holders of newly issued .^shares mav 
receive current dividends depends upon the tenns oi issue, ont 
method being to preclude a payment of a dividend in respect 01 
profits arf^i^g in the financial year of issue, but to allow interest or 
the amouri^s paid up within the year, although should the issue b( 

' A prefer^c^ share is prima fctcie cumulative, unless the articles eithei 
state otherwise repugnant thereto 
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made very early in the financial year the terms usuaDy permit the 
shares to rank for dividend on the full amount paid — as if paid at 
the commencement of the year. 

(4) The dividend may be paid — as is usual — by cash (in practice 
by dividend warrant), but the company may distribute another 
form of asset, viz. shares it holds. In this connection it is necessary 
to observe two very important matters : (a) the company actually 
distributes some sort of assets, thus diminishing them to the extent 
of the dividend ; (b) a member is entitled to be paid cash, unless the 
Articles otherwise provide. 

This distribution must be very clearly differentiated from the 
BONUS Share dividend — commonly called the capitalization of re- 
serves. It would, it may be mentioned, be much more accurate to 
describe the procedure as the capitalization of reserves and profits. 
This matter receives consideration on page 966. 

Dividends “Free of Tax.“ Much confusion exists concerning “ free 
of tax ** dividends, and attempts are frequently made to justify a 
differing treatment in the Profit and Loss Appropriation Account, 
according to the mode of expressing the dividend. Apart from 
exceptional circumstances, the dividend must always be a portion 
of profits after due provision has been made for payment of 
income tax on the company's profits, so that the recipient of a 
“free of tax" dividend does not escape the incidence of taxation; 
not only will he include the dividend received at "gross" in his 
Income Tax Return, but the difference between the gross and the 
net amount received is available for an income tax repayment in 
proper circumstances, just as if the dividend were expressed to be 
paid in the ordinary way. 

Further, the principle applies with equal force to all dividends, 
preference or ordinary, fixed or fluctuating, except that in the case 
of fixed rate dividends a payment on a "free of tax” basis must be 
duly authorized, as a payment of, say, 5J per cent "free of tax" is 
a payment of 10 per cent (subject to tax at 9s. in £) ; but as ordinary 
dividends are not fixed (so long as the company in general meet- 
ing sanctions it, and not being otherwise invalid), any amount may 
be paid and any fonn of expression used. 

A "free of tax" dividend is in reality a dividend at a higher rate 
than one expressed at the same rate subject to tax : thus, a lo per 
cent dividend will suffer tax of 9s. in the £, i.e. 4 i per cent, leaving 
the net dividend at 5 J per cent ; so that 10 per cent subject to tax 
is (at the ruling rate of tax) precisely the same as 5i per cent 
“ free of tax," and in every respect such a dividend should be treated 
in the same way, both in the accoimts of the company paying the 
dividend and in those of the recipient, the usual practice being to 
show dividends "net" in the accounts of the former and "gross" 
in those of the latter. 

As a further manifestation of the importance of this principle. 
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Sect. 199 of the Income Tax, Act 1952*, requires to be shown on every 
dividend warrant the gross,** tax, and “net.** 

Illustration. Assume X is a shareholder holding 100 shares ul 
£i each fully paid in a company which pays a dividend of 22 
per cent free of tax. The dividend warrant will show the dividend 
thus — £ 5. d. 

Dividend on 100 Shares of each fully paid at the rate 

of 40% per annum . . . 40 o o 

Ltss Income Tax at 9s. in the . .1800 

Net payment, equivalent to 22% free of tax . £22. o o 


Treatment of dividends in accounts will be dealt with under three 
headings : (a) Cash dividends ; (/>) Bonus Share dividends] (see page 
966) ; and (c) Scrip dividends (see page 974) . 

Cash Dividends 

As the modern practice is to enter dividends net, i.e. aft^r deduc- 
tion of Income Tax or the actual if “free of tax,” the entries in the 
books of accoimt are — 

(1) Debit Profit and Loss Appropriation Account. 

Credit Dividend Account with the net amount. 

(A separate Dividend Account will be opened for each class of shares.) 

(2) Debit Dividend Account. 

Credit Cash (or, in practice. Bank) with the net amount paid. 

Considerable care must be exercised in reading the question con- 
taining a dividend declaration, because of the various modes of 
expression, thus — 

If the interim and final dividends are ii per cent and 22 per cent 
respectively, both free of tax (9s. in the £), they may be expressed 
as follows — 


(*) free of tax actual and 22% “ free of tax actual 

= 33% “ free of tax." 


(2) 20% subject to tax actual and 40% subject to tax actual 
= 60% subject to tax. 


(3) At the rate of — 

22% " free of tax " for the half-year, and ) 
44% “ free of tax *’ for the half-year ) 


33% '* free of tax." 


(4) At the rate of — 

40% subject to tax for the half-year, and ) 
80% subject to tax for the half-year [ 


== 60% subject to tax. 


Although the usual practice is to declare dividends consistently, 
that is, both interim and final dividends, subject to tax or " free of 
tax,'* and both actual or “at the rate of,** the above dividends 
might be expressed thus — 

(5) At the rate of — 

40% subject to tax for the half-year, and 22% " free of tax " actual. 
When the final dividend is declared, confusion is likely to arise 
* Formerly Sect. 33, Finance Act, 1924. 
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unless the declaration is read with the interim dividend thus — 

(1) A final dividend of 22 per cent “free of tax'* actual, making 
with the interim dividend of ii per cent " free of tax ” actual, 33 
per cent " free of tax ” for the year : these expressions are perfectly 
clear, but the same final declaration might read — 

(2) A final dividend of 22 per cent " free of tax '* actual, making 
with the interim dividend at the rate of 22 per cent per annum “ free 
of tax " for the half-year, 33 per cent ** free of tax for the year ; or 

(3) A final dividend at the rate of 44 per cent per annum, making 
with the interim dividend of ii per cent free of tax actual (or at 
the rate of 22 per cent per annum ** free of tax " for the half-year), 
33 per cent “ free of tax for the year. 

Illustration. The issued share capital of Robot, Ltd., is — 

10.000 6% Preference Shares of £1 each fully paid. 

20.000 Ordinary Shares oi £1 each fully paid. 

10.000 Ordinary Shares of £i each, i6s. called and paid. 

4,000 Deferred Shares of 2s. 6d. each fully paid. 

The company has £4,800 to the credit of Profit and Loss Account on 
31st December, 1953. The preference dividend was paid on 31st 
December, 1953, and the directors proposed a dividend of 

10% on the Ordinary Shares, and 

40% *' free of tax on the Deferred Shares, 

duly SANCTIONED by the company in general meeting on i6th Feb., 
1954, the dividend warrants being posted on i8th February, 1954. 
Table A (so far as it relates to dmdends) has been adopted. 
Show Profit and Loss Appropriation Account, ignoring any 
matters relating to previous dividends, taking tax at 9s. in the £. 
Ignore Profits Tax. 


Dr. 

Profit and Loss Appropriation Account ^ 


Cr. 

1953 



C 

1933 



£ 

Dec.31 

To Preference Dividend 



Dec. 31 

By Balance 

b/d 

4,800 

{less Income Tax) . 


330 


»954 

Feb.i6 

„ Ordinary Dividend 








(less Income Tax) . 
„ Ordinary Dividend 


z,xoo 






(less Income Tax) . 
„ Deferred Dividend 


440 






(free of tax) 


200 





18 

,. Balance . 

c/d 

2.730 








£4.800 




£4,800 





1954 
Feb. 19 

By Balance . 

b/d 

2,730 


Participating Preference Shares. There are innumerable ways of 
participating in the profits of the company, particularly where a 
share, although preferential as to dividends — ^with or without being 
cumulative — also carries a right to a further dividend; thus 

^ Alternatively, all dividends may be shown as paid and proposed respec- 
tively at 51st December, 1953, the subsequent entries being made in Dividend 
Accounts. 



ACCOUNTANCY 


966 

Beauchamp Pellets, Ltd., may have participating preference shares 
—cumulative to 8 per cent, with the right to have a further 2 per 
cent maximum non-cumulative — ^if and when the ordinary shares 
have received 10 per cent dividend. 

Illustration. Assume that the profits are £6,000 and there are 
20,000 8 per cent cumulative participating preference shares, with 
participating right to 2 per cent after the payment of a dividend 
of 10 per cent on the ordinary shares (15,000): all fully-paid £i 
shares. The preference dividends are paid half-yearly. 

Show Profit and Loss Appropriation Account, takmg income tax 
at 9s. in the £. 

Dr. Profit and Loss Appropriation Account 6>. 


To Dividend on 20,000 8% Pre- 
ference Shares for Half-year 

to Income Tax) 

„ do. do. do. 

„ Dividend on is.ooo Ordinary 
Shares at 10% per annum 
{Uis Income Tax) 

„ Participating Dividend on 
20,000 8% Preference Shares 
at 2% (/fss Income Tax) 

,, Taxation . . . . 

„ Balance* 


[The above dividends would be transferred to Dividend Account in the usual way.] 

Illustration. If the foregoing participating right attached to prefer- 
ence sliares (£20,000) is, say, 50 per cent of the dividends received by 
the holders of ordinary shares (£15,000) over and above 10 per cent, 
and the ordinary dividend is 20 per cent, then the latter would be 
£3,000 gross ; and the extra dividend to the preference shareholders 
3| per cent — ^that is, half of the excess the ordinary shareholders 
receive over 10 per cent. As they receive 20 per cent {£3,000), the 
“excess'* dividend is 10 per cent (£1,500), of which the preference 
shareholders receive half {£750), which expressed in terms of a 
percentage is 3i per cent (£750 = 3I per cent of £20,000). It is 
important to observe that the preference shareholders obtain half of 
such surplus and noi a dividend of half the excess rate, which would 
be 5 per cent instead of 3| per cent. Income tax wUl be deducted 
from the dividends on payment. 

Bonus Share Dividends 

Where a company has acciunulated a large Reserve out profits, 
instead of distributing such profits by way of cash dividend, it may 
distribute bonus shares* in respect of a part or all of such reserve. 

* The balance cannot be determined in the absence of the disclosure of 
the liability for taxation. 

• Subject to Capital Issues Committee consent if more fha-n ^(50,000 in 
any one year. 



£ 

440 

440 

By Balaace , being net Profit for 
Year .... 

\ 

i|/d 

£ 

6,000 


825 




c/d 

220 

? 

? 





? 



£6,000 


1 

By Balaace .... 

b/d 

? 



COMPANY ACCOUNTS — ^DIVIDENDS 


967 

Apart from the fact that a capital profit not realized is not 
available for a cash distribution, there are many circumstances 
preventing or rendering undesirable an actual distribution of cash 
or other assets by way of dividend. 

(1) In a private company, if all the members are really " work- 
ing partners," the earnings may be used, provided aU the legal 
requirements are carried out, to increase the remuneration of such 
members, so as to obtain the benefit of earned income allowance for 
income tax, as the profits of the company are considered as un- 
earned and on these no relief for earned income can be claimed. 

(2) In all cases, consideration must be given to the liquid posi- 
tion of the company, not only as at the date of the intended divi- 
dend, but in the near future. Installation of new machinery and 
extension of works may be required, in addition to other possible 
calls upon the liquid funds of the company; whilst the present 
assets may be "frozen," e.g. in fixed assets, most of which, owing 
to changing fashions, may have to be scrapped to meet the changed 
circumstances — radio concern changing over to television — large 
sums may be locked up in " Shares in and Loans to Subsidiary Com- 
panies " ; large stocks, which technically are comparatively liquid 
assets, may be held on a falling market. Proposed changes of a 
fiscal nature may necessitate larger "cash reserves," thus constrain- 
ing the company to keep its cash intact; it being an elementary 
maxim that no borrowing should be made in order to pay a dividend. 
Again, a sinking fund set aside for debenture redemption represents 
undistributed profits, although the investment against it may have 
been sold and utilized to redeem the debentures, so that a bonus 
dividend may well be made from the sinking fund now "free.” 

BONUS SHARES 

Advantages and Disadvantages. The advantages and disadvan- 
tages of an issue of bonus shares are briefly summarized [a) as 
regards the company, and ( 6 ) as regards the shareholders. 

(а) The Company's Viewpoint, (i) Profits can be distributed 
without any distribution of the company's assets, or reduction of the 
additional working capital created by those profits. 

(2) If dividends are not largely increased, the distribution of profits 
over a larger number of shares will reduce the rate of dividend paid. 
This may be considered expedient to conceal from workers the fact 
that high dividends are being paid, or to bring the rate more into 
line with the capital employed in the business. 

(1) If the company is to maintain the same rate of dividend it 
must earn larger profits, unless it modifies its reserve policy. 

( б ) The Shareholder's Viewpoint, (i) No surtax is payable on a 
bonus share distribution. 

(2) Unless the company makes increased profits, the fall in rate 
of dividend or depletion of reserves will cause the market price 
per share to fall — ^though the total value of the larger holding may 
be greater. 
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(3) Speculative dealings in the shares may be caused. 

(4) The profits may be distributed in the form of bonus deben- 

tures, and subsequently redeemed in cash by the company, thus 
not attracting sur-tax in the hands of the members but attracting 
Profits Tax on the “distribution/' However, Sect. 21, Finance Act, 
1922, Sects. 31 and 32, Finance Act, 1927, Sects. 19 and 20, Finance 
Act, 1936, Sect. 14, Finance Act, 1937, Sects. 13-16, Finance Act, 
1939 (now included in Sects. 245 to 264, IncomeTax, Act 1952), provide 
that certain companies which have not within a reasonable time of 
the end of their financial year distributed a reasonable part of their 
profits in such a way as to render such profits liable to be included 
in the sur-tax assessments of the members, may be assessed for 
sur-tax thereon by the Special Commissioners. j 

(5) If the Bonus is applied in reducing or extinguishing the 
uncalled Capital (e.g, making shares of each, 15s. paii into fully 
paid shares) there is a distinct tangible benefit to the shareholder. 

A bonus share dividend is merely a book entry effected by a 
transfer from General Reserve^ or Profit and Loss Apprppriation 
Account to Share Capital — each shareholder receiving a share cer- 
tificate proportionate to his holding — instead of cash. Thus if the 
share capital is £8,000 in fully-paid ordinary shares of £i each and 
£3,000 is transferred thereto, each shareholder will have the right 
to an allotment of three new shares for every eight old shares. He 
is usually given the option of taking up the shares or selling his 
right of allotment to another person, that is, “renouncing." 

As shareholders are entitled to cash dividends, the sanction of 
the Articles or special resolution is required for any dividend other- 
wise than in cash, whether it is (a) an actual distribution of other 
assets; or (I?) a “notional" distribution by way of a bonus share 
dividend. Income tax is ignored in a bonus share dividend. 

Where necessary, fractional certificates or cash must be available 
if the proposed distribution will involve (as it almost invariably 
does) giving a fraction of a share to a shareholder; thus in the 
example just outlined, where three new shares were distributed for 
eight old, a shareholder may be a holder of 50, so that he is en- 
titled to ''j;- X 3 shares = i8J shares. He would be allotted 18, 
and given a fractional certificate for three-quarters ; or the company 
may agree to purchase for him a fractional certificate of one-quarter 
(or inore likely ij to make his holding a “round" figure) or sell the 
fraction of three-quarters at market price. (See page 993.) 

Unless the bonus involves the disclosure for the first time of a 
hidden or secret reserve, there is no monetary gain to the share- 
holder. The price of the share is based upon earning power, and 
consequently the mere book entry is, as such, not a magic wand to 
augment the resources of the company or its earning capacity; 

* Provided tliat the full amount of the refund had been properly used, the 
Capital Reserve created by the receipt of E.P.T. Post-war Refund could be capi- 
tahzed for the purpose of an issue of bonus shares (but see page 543). 
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and the original holder of 50 shares, now increased, say, to 70, 
will, just as before, be entitled only to his share of distributable 
profits. Thus his rate of dividend on his 70 will be less than that 
on his original 50. Hence the market price per share, seeing that 
it yields a lower rate, will tend to decrease proportionately. By 
the issue of bonus shares there is a larger book capital laying claim 
to the earnings of the company. In many instances the position 
of a shareholder is likely to be prejudiced, because his holding of 
50 shares may become 55 (e.g. in a for 10 distribution), the 
total value of which will be the same as his original 50, but in the 
market the holding becomes an “ odd lot and may, as a consequence, 
fetch a lower price than a roimd number like 50. Even if he sells 
50, he is still left with five, which is an “ odd lot.'' 

It may be necessary to increase the nominal capital to cover 
the bonus shares issue, e.g. if the issued share capital is £10,000, 
the bonus share dividend 6.000 £i fully paid shares and the nominal 
capital £13,000, it will be necessary to increase the latter and pay 
capital duty of los. per cent on £3,000. 

Book-keeping Entries 

Upon sanction of the dividend — 

(1) Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Bonus Share Dividend Account. 

Upon the issue of the shares — 

(2) Debit Bonus Share Dividend Account. 

Credit Share Capital Account 

In addition, the return of allotments must be filed with the 
Registrar of Companies ; certificates issued ; the Register of Mem- 
bers adjusted ; and the appropriate minutes recorded. The Balance 
Sheet and the Annual Return will show the amended share capital. 

Illustration. X, Ltd., declares a bonus share dividend (out of 
reserve) of 100 per cent, the share capital being 30,000 shares of 
£i each fully paid. Show Journal entries. 

Journal 

Reserve ..... Dr. 

To Bonus Share Dividend 

Being bonus dividend of 100% sanctioned 
by resolution of the company in 
general meeting held [Date] 

Bonus Share Dividend .Dr. 

To Share Capital .... 

Being utilization of bonus dividend in 
increasing the issued share capital as 
sanctioned by the company in general 
meeting held [Date] 

The utilization of a bonus share dividend for the purpose of dis- 
charging calls on shares involves the following entries — 
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(a) If Call Account is opened — 

(1) Debit Call Account. 

Credit Share Capital Account. 

(2) Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Bonus Share Dividend Account. 

(3) Debit Bonus Share Dividend Account. 

Credit Call Account. 

(b) If Call Account is not opened — 

(1) Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Bonus Share Dividend Account. 

(2) Debit Bonus Share Dividend Account. 

Credit Share Capital Account. 

Items in italics cancel out, leaving a final result of — 

Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Share Capital Account. I 

From the above it will be perceived that the balance of Profit 
and Loss Appropriation Account is reduced by the amount\by which 
the share capital is increased, the latter being in the form of a 
greater sum paid up on the same number of shares already issued, 
instead of a greater number of shares occasioned by the issue of 
bonus shares. 

Illustration. Stanbury, Ltd., has 10,000 shares of £1 each, 12s. 
called and paid, and after passing the necessary resolutions, 
declares a bonus dividend in the form of paying up the 8s. uncalled 
on the shares. Show Journal entries. 

Journal 

£ £ 

Final Call ..... Dr. 4,000 

To Share Capital .... 4.000 

Being call of 8s. a share on 10,000 shares per 
resolution of directors, vide Minute Book, 
p. ... 

l^ofit and Loss Appropriation . . Dr. 4 000 

To Bonus Sliare Dividend . . . 4,000 

Being Ixmus dividend sanctioned by resolution 
of the company in general meeting held 
[Date] 

Bonus Share Dividend . . . Dr. 4,000 

To Final Call ..... 4,000 

Being utilization of bonus dividend in pay- 

ment of final call as sanctioned by the com- 
pany in general meeting held [Date] 


Where a bonus dividend is to be applied in the issue of share 
capital at a premium, the following entries are required — .• 

(a) If Call Account is opened — 

(1) Debit Call Account. 

Credit Share Capital Account (amount to be credited). 

Credit Share Premium Account (premium). 

(2) Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Bonus Share Dividend Account. 
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(3) Debit Bonus Share Dividend Account. 

Credit Call Account. 

(6) If Call Account is not opened — 

(1) Debit Profit and Loss Appropriation Account [or Reserve], 
Credit Bonus Share Dividend Account. 

(2) Debit Bonus Share Dividend Account. 

Credit Share Capital Account (amount to be credited). 
Credit Share Premium Account (premium). 

Items in italics cancel out. leaving a final result of — 

Debit Profit and Loss Appropriation Account [or Reserve], 
Credit Share Capital Account. 

Credit Share Premium Account. 


Illustration. Wycoller. Ltd., has an issued capital of 20,000 
sliares of £1 each, 17s. 6d. paid, and resolutions are passed whereby 
a bonus dividend is declared (a) to make the shares fully paid; 
(b) to issue a further 5,000 shares of £i each fully paid — that is, one 
for every four held — at 30s. each ; and (c) to pay a cash dividend 
equivalent to 20 per cent per annum free of tax for the year on the 
augmented capital after taking into account an interim of 8 per cent 
" free of tax” already paid (on the old capital). 

The company's Articles provide for dividends on the paid-up 
capital. The profits available for dividend are £12,000. 

Show the necessary Journal entries, employing Call Account for 
(a) only. The entries for the interim dividend are not required. 

It will be noticed that no mention is made of the nominal share 
capital, hence a very necessary preliminary assumption must be 
made and stated in the answer, viz.: "Assumed that either the 
nominal capital at the date of the resolution was at least £25,000, 
or it has been validly increased to that sum.” 


JOUK.NAL 


Final Call . . .Dr 

To Share Capital .... 

Being, etc. 


■■ 7 

2.500 

Profit and Loss Appropriation Account^ Dr. 

To Bonus Share Dividend . 

Being, etc. 


10,000 

Bonus Share Dividend . Dr) 

To Final Call ..... 


2,500 

Being, etc. 



Bonus Share Dividend . .Dr 

To Share Capital .... 

Share Premium .... 

Being issue of ordinary shares of £i each 
fully paid at 30s. each to the shareholders 
in the ratio of one new share for every four 
held, sanctioned by the company in 


7.500 

i 

general meeting ..... 


1 

1 


I 


2.500 


10,000 




5,000 

2,5t>0 


^ ^2.500 relates to the first part [making the pattly paid shares fully paid] 
and £7,500 to the bonus issue. [The entries may be separately recorded,] 
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Journal — {contd,) 


Profit and Loss Appropriation Account Dr. 

To Dividend ..... 

Being final dividend, making with the interim 
dividend of 8% free of tax, 20% per 
annum, free of tax, on 25,000 shares of £i 
each fully paid sanctioned by the company 
in general meeting. 


3. boo 

£ 

3,600 

Dividend ..... Dr. 

To Cash ...... 

Being payment of net amount due to share- 
holders in respect of final dividend after 
deduction of tax. 


3, boo 

i 

3,600 


The final dividend is computed as follows : \ 

Aa the Total Dividend for the year is 20% (free of tax) on\ 

£25,000, it equals . . . . . . 5.000 

Less Interim Dividend of' 8% free of tax on 20,000 shares, 

17s. 6d. called and paid [1 X ;£i 7,500] .... 1,400 

Final Dividend (14!% actual, free of lax), or 26*18% 

subject to tax (at 9s. in ;^) . . . = ;^3,6oo 

Illustration. A company issued 25,000 7 per cent Redeemable 
Preference Shares of £i each at par. At 30th June, 19 . . , the shares 
are to be redeemed at 22s. a share, and for the purpose of assisting 
the redemption 15,000 Ordinary Shares of each were issued at 
par. On the above date 1,000 of the Redeemable Preference Shares 
had been forfeited for non-payment of the last call of 5s., 800 of 
which had been reissued as fully paid for 12s. a share. The balance 
of Profit and Loss Account was £12,100 and the General Reserve 
£3,000. On the same day as the redemption took place a Bonus 
Share Dividend was declared of £12,500. 

Show the Ledger balances as on 30th June, 19, and the Ledger 
entries relating to the redemption of the Preference Shares, the 
issue of the Ordinary Shares, and the Bonus Shares. 

Dr. 7% Redeemable Preference Share Capital Cr. 

~i , £ 

To Sundry Memben 34,800 By Balance . | bfd 24,800 


Dr. Ordinary Share Capital Cr. 



To Balance 

c/d 

£ 

87,500 


By Cash 

„ Boanf Share Divi- 
dend Acooont 


£ 

15,000 

12,500 




£a7..'»oo ' 




£27.500 




1 


By Balance 

b/d 

37.500 


' The question does not state that the interim was at the rate of 8 per 
cent, but a payment of 3 per cent. 
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Cr. 


Forfeited Shares 



To RoBerve 

1 

£ 

130 

■ 

By Bakmu . 

bid 

£ 

160 




Dr. 

Premium 

on Shares Reissued 


Cr. 


ToBoans Share Divi- 


£ 




£ 


dead . 


280 


By Balance 

b/d 

280 

Dr. 

Profit and Loss Appropriation 


Cr. 


To Sundry Members — 


£ 


By Balanc* 

hfd 

£ 

12,100 


Premium 


2,480 






„ Capital Redemptloii 








Reserve Fund 


9,620 








£12, zoo 




£12,100 


Dr. Sundry Members Cr. 


1 

To Cash 


£ 

27,380 


By 7% Redeemable 
Reference Share 
Capital 

„ Profit and Loss Ap* 
propriation Ac- 
count — Premium 
on Redemption 


£ 

24,800 

2,480 


1 


£27,280 




£27,280 

1 









Dr. Capital Redemption»:Reserve Fund Cr. 


To Bonus Share Divi- 
dend Account 


£ 

9,800 


By Profit and Loss Ap- 
propriation Ac- 
count 
„ Reserve 


£ 

9,620 

z8o 



£ 9,800 




£ 9,800 






. 




Dr. Reserve Cr. 


To Capital Redemption 
Reserve Fund 

„ Bonn! Share Divi- 
dend . 

„ Balance 

c/d 

£ 

180 

2,420 

550 


By Balance 

Forfeited Shares 

bjd 

£ ^ 
3,000 
150 



£3,150 









By Balance. 

b/l 

550 


Dr. Bonus Share Dividend Cr. 


To Ordinary Share Cap- 
ital .. . 


i 

12,600 


By Capital Bedem^ion 
ReierveFnna 
MBeierve 

„ Premium on Share# 
Betssned 


€ 

0,800 

2,420 

280 



il24MK) 




412,500 





! 
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Alternatively, the Premium on Shares Reissued Account could 
be left intact and the Reserve Account used to the extent of a 
further £280, bringing down the balance of £270 (instead of £550). 

Cash ^ 


To Baianco iCapiial) . 
„ „ {Profit and 

Loss) 

„ Ordinary Share Capi- 
tal Account 

hjd 

hid 

£ 

25,230 

15,100 

15,000 


By Sundry Members — 
Redemption of 
24,800 Shares of 
£i each at 22s. a 
Share . 

„ Balance 

c/d 

£ 

27,280 

28,050 



£55,330 




£55,330 

To Balance 

b/d 

28,050 


1 __ 




Where Preference Shares have been redeemed the Capital Re- 
demption Reserve Fund may be utilized in paying up unissued shares 
(whether there has been a fresh issue of shares or not)\ The new 
issue of shares for cash was ^15,000, so that £9,800 mus^ be trans- 
ferred from undistributed profits to Capital Redemption Reserve 
Fund. As the balance of Profit and Loss Appropriation Account is, 
after the charge for premium, only £9,620, a further £180 will be 
transferred from Reserve to Capital Redemption Reserve Fund, 
bringing it up to £9,800, which may now be used towards the issue of 
fully paid Bonus Shares of £12,500, the difference of £2,700 coming 
from Reserve £2,420 and Premium on Shares Reissued £280. 

The balance on Forfeited Shares Account may be transferred to 
reserve, there being no possibility of the issue of the remaining 200 
Preference Shares. 

The opening balances are in italics, the redemption entries in 
ordinary type, and the Bonus Share entries in heavy type. 

The Cash Account is inserted to assist the student in balancing 
the accounts. 


SCRIP DIVIDENDS 

Financial companies frequently distribute dividends in the form 
of shares or debentures in other companies received for under- 
writing or for placing shares. The dividend will be paid ‘‘free of 
tax.“ 

As has been mentioned previously, a member of a company is 
entitled to be paid in cash, unless the articles as originally framed 
or as altered by special resolution state otherwise. {Hoole v. 
G.W.R, : Wood v. Odessa Waterworks Co,) 

Book-keeping entries are — 

(1) Debit Profit and Loss Appropriation Account [or Reserve] 

Credit Dividend Account (or Scrip Dividend Account). 

(2) Debit Dividend Account (or Scrip Dividend Account). 

Credit Investment Account. 

A practical difficult}^ arising in scrip dividends is the apportion- 
ment of the investments distributed amongst the shareholders and 
the consequent trouble in dealing with the fractions. 
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If there is a book profit on the distribation (e.g. a £io dividend is 
distributed by scrip of lo shares of £i each where less than par or 
at a premium over cost), such profit should be transferred to Invest- 
ment Reserve, unless all the investments have been distributed or 
sold ; or if not, so much as is required to revalue the remaining shares 
at nil. 

A Capital Reserve may be used to issue shares, but not to distribute 
assets, whether Cash or Investments or any other form of assets. 

Illustration. The Balance Sheet of Investments, Ltd., is — 
Balance Sheet as at 


£ 

Issued Capital — Sundry Assets . . . iio.ooo 

100,000 Ordinary SharesI 12,500 Shares in X, Ltd. at 

of each (fully paid) 100.000' Cost .... 25,000 

F^rofit and Loss Account 35,000' 

£135,000 £135,000 


It is resolved at the general meeting that a "free of tax" dividend 
of 20 per cent be paid, to be satisfied by the issue of 10,000 shares in 
X, Ltd., at the market value of £2, Assume that tlie cost of the 
shares is £2 each. Show Journal entries and write up the Investment 
Account in the books of Investments, Ltd., to give effect to the 
foregoing resolution. State the number of shares in X, Ltd., dis- 
tributed to the holder of ten ordinary shares in Investments, Ltd. 

Journal 


Profit and Loss Appropriation . Dt. 

To Scrip Dividend 

Being dividend of 20% ** free of tax ’ 
tioned as per resolution dated 

Scrip Dividend .... Dr. 

To Shares in X, Ltd 

Being satisfaction of the dividend by transferj 
of 10,000 fully paid shares in X, Ltd. as per’ 
resolution dated 


i L 

20,000 

20,000 


20,000 


20,000 


The effect of the dividend is that every holder of ten ordinary 
shares in Investments, Ltd., will receive one share in X, Ltd. 

The Investment Account will be as follows — 

Dr. Shares in X, Ltd. Cr. 




1 Nominal! 1 Capital | 



Nominal^ 

Capital 

I'o Balance 

b/d 

£ 

12,500 


By Dividend 
„ Balance 

c/d 

£ 

10,000 

2,500 

£ 

20,000 

5,000 



£xa.5oo 

£25.000 



£12,500 

£25,000 

To Balance 

b/d 

>•500 

5,000 
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In the case of a scrip dividend, the company may have a profit or 
loss on book value, as the transaction may be looked upon as 
analogous to a sale, inasmuch as the dividend (being a liability) is 
discharged by the transfer of shares. It is usual, however, to credit 
the profit, if any, to Reserve, and to charge any loss to Profit and 
Loss Appropriation Account or Reserve. 

Illustration. Where a Loss. In reference to the preceding illus> 
tration, assume that all the shares were distributed in satisfaction of 
the dividend at a value of £1 12s. a share. The Journal entries are 
similar to those above. The distribution will be on the basis of one 
share for every eight held in ordinary shares of the company. The 
Investment Account will be as follows — 


Dr. 


Shares in X, Ltd. 


Cr 




1 Noinlualj 

Capita) 



N^nal 

Capital 

To Balance 

b/d 

1 

12,500 

C 

as,ooo 

By Dividend Account 
,, Pru6t and Loss 
Appropnatiou 
Account [or Re- 
serve] » . . 1 


% 

12,500 

i 

20,000 

5,000 

£12,500 

£25,000 

£12,500 

£25.000 


Arrangements will have to be made in respect of fractional shares. 
Illustration. Where a Profit. The share capital of a company is 

40.000 shares of £i each, 15s. paid. A dividend is paid in the form 
of shares held by the company as an asset, shown in the books as 

5.000 shares of £i each fully paid at cost price (22s.). The present 
value of the shares is 30s. a share, and a 10 per cent scrip dividend 
is paid. Table A is adopted, and the necessary resolution in respect 
of the dividend has been passed. Show Ledger Accounts. 


Dr, Dividend Cr 


To Shares in 

at 30a. each . 

... Ltd. 


£ 

3,000 


By Proht and Loss Appro- 
priation Account [or Re* 
serve] .... 


£ 

3,000 










Dr, Shares in Ltd Cr. 




1 Nonunal 

1 

Capital 



Nominal 

Capital 

To Balance 
„ Reserve — Profit on 
Appropriation of 
Shares to Divi- 
dend 

b/d 

1 

5.000 

i 

5.500 

800 

By Dividend Account. 
„ Balance 

c/d 

£ 

3.000 

£ 

3,000 

3.300 



£5.000 

£6.500 



£3.000 

£6.300 

To Balance 

b/d 

3.000 

3.300 






^ I.e. loss of 8s. a share on 12,500 shares [difference between “sale*' 328 
and cost 408.). 
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Dr, Reserve Cr. 

£ 

1 By Shares ia . . . . Ltd.* 800 

Dividends accruing on the investment and transfer costs are 
ignored. If the company agreed to pay such costs, the amount 
thereof would be charged to the reserve. 

The three relative positions in regard to dividends may be thus 
shown. 


Illustration. 

Balance Sheet 

i 


Share Capital . 

10,000 Sundry Assets 

7,000 

Profit and Loss Account 

5,000 Investments 

5,000 

Creditors . 

2,000 Cash 

5.000 


£\^,ooo 

17.000 

(i) Result of CASH dividend of 50 per cent — 

Balance Sheet 



i 

i 

Share Capital . 

10,000 Sundry Assets . 

7,000 

Profit and Loss Account 

Nil Investments 

5.000 

Creditors . 

2,000 Cash 

Nil 


;£i 2,000 

;£I 2,000 


(2) Result of SCRIP dividend of 50 per cent- 



Balance Sheet 

£ 

£ 

Share Capital 

10,000 

Sundry Assets 

7,000 

Profit and Loss Account 

Nil 

Investments 

Nil 

Creditors . 

2,000 

£12,000 

Cash 

5,000 

£12,000 


(3) Result of BONUS SHARE dividend of 50 per cent (or i for 2)- 


Balance Sheet 


Share Capital . 

Profit and Loss Account 
Creditors . 


15,000 Sundry Assets . 
Nil Investments 
2,000 Cash 


L 

7.000 

5.000 
5,000 


;£i7,ooo 


I 7,000 


' I.e. gain of 8s. a share on 2,000 shares [difference between "sale" 30s. 
and cost 22s.]. 
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It will be observed that (3) Balance Sheet position is similar to, 
though differing in form from, the original; whilst (i) and (2) 
Balance Sheet positions show a reduction in assets of £5,000, thus 
weakening the position of creditors thereby. 

There be stamp duty of los. per cent on £5,000 in (3) if the 
NOMINAL capital prior to the issue of bonus shares was £10,000 only. 

Obviously, the 50 per cent dividend may be composed of two or 
all the elements above, say 20 per cent in cash, 25 per cent bonus 
shares, and 5 per cent scrip dividend. 

Summary of Treatment of Fractional Shares, (a) Odd shares 
may be sold and the proceeds divided amongst the shareholders 
entitled to the fractions. 

(b) A fractional certificate may be issued conferring jthe right to 
a share certificate if surrendered with sufficient other fractional 
certificates to make up a full share within a specified ti^e. 

(c) Arrangements may be made between the varilpus share- 
holders for the purchase of the shares making up the fractions. 

(d) Fractions may be avoided by the issue of partly-paid shares, 
or shares of a low denomination. 

Dividends Paid Direct to Bankers. A practice has grown up 
of paying dividend warrants direct to the banking account of 
the shareholder (on the necessary authority of the holder being 
given). As the number of banking institutions is comparatively 
small, an important economy is effected, because one warrant will 
be paid to each bank representing all the dividends payable to 
shareholders (on their authority) who have banking accounts with 
the particular bank, the latter “distributing" the amount amongst 
its various customers. 

Illustration. Thus, if a company has, say, twenty shareholders, 
and, in response to the request of the company, eighteen of them 
have signed the form of authorization enabling the company to 
pay to their bank direct ; and assuming eleven have accounts with 
Barclays (head office or branches) and seven with Midland Bank 
(head office or branches), the company would need to prepare four 
warrants only as follows — 

(1) Barclays (total Dividends to members banking with Barclays) 1 1 

(2) Midland (total Dividends to members banking with Midland) 7 

(3) Individual Member ....... i 

(4) Individual Member ....... i 

Separate Dividend Banking Account. Where the amount of the 
dividend and numbers of dividend warrants are large,' the total 
NET amount is transferred to a Dividend Bank Account, the divi- 
dend warrants being paid therefrom, the debit balance of which 
(if any) will equal the balance of unpaid dividends. After a lapse 
of a reasonable period, such an account will be closed and the 
balance transferred to the general Bank Account or to a Deposit 
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Account available for the payment of the Warrants when presented. 

The entries upon the transfer of the cash to the Dividend Bank 
Account are — 


(i) Debit Profit and Loss Appropriation Account 
Credit Dividend Account 


for net dividend. 


(2) Debit Dividend Bank (or Banking) Account 
Credit General Bank Account 

(3) Debit Dividend Account 

Credit Dividend Bank (or Banking) Account 


I for net dividend. 

\ for payments of divi- 
> dend warrants. 


If after the lapse of a reasonable time dividend warrants are out- 
standing, the amount is transferred back to the general Bank 
Account or to a Deposit Account, by a transfer as follows — 

(i) Debit (General) Bank or Deposit Account 
Credit Dividend Bank Account 


When after this transfer any of the outstanding warrants are 
presented, the payment will be made out of the general Bank or 
Deposit Account, the entry being — 

Debit Dividend Account. 

Credit (General) Bank or Deposit Account. 

If and when any out.standing dividend is forfeited,^ the entries 
are — 

(1) Debit Dividend Account. 

Credit Reserve (or Profit and Loss Appropriation Account). 

(2) Debit (General) Bank Account. 

Credit Deposit Account. 

No transfer in (2) is required if previously the unpaid dividends 
were retransferred to general Bank Account. 

Alternatively, the balance of Dividend Account may be trans- 
ferred to an Unclaimed Dividend Account, and (on forfeiture of 
dividend) the balance transferred to Reserve or Profit and Loss 
Appropriation Account. 

Illustration, Warren Dawlish & Co., Ltd., has an issued share 
capital of £200,000 in ordinary shares of £1 each fully paid, and 
makes up its accounts annually to 30th September. 

On 30th September, 1952, the following balances (inter alia) 


appear in the books. £ 

Profit and Loss Account .... 37.351 Cr. 

Dividend No. 6 . . 160 Cr. 

Dividend No. 7 . . 1,212 Cr. 

Unclaimed Dividends 527 Cr 

Dividend Banking Account [i.e. Dividends 

Nos. 6 and 7] .... . 1,372 -D*'- 

Deposit Account — re Unclaimed Dividends . 527 Dr. 


^ In the carrying out of the power of forfeiture, the Directors must act in 
a strictly constitutional manner, so that the forfeiture, which is a siricti juris 
matter, must be carried out by proper resolution of Directors or otherwise in 
accordance with the Articles. Striking out from the Balance Sheet of an 
amount due to a member, of itself, has no legal consequence except that its 
elimination would be equivalent to a cessation of acknowledgment of indebted- 
ness for the purpose of the Limitation Act. 
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On loth January, 1953, a dividend. No. 8 of 16 per cent “ free of 
Tax " was declared for the year ended 30th September, 1952, war- 
rants being dispatched the following day. During the year ended 30th 
September, 1953, the following warrants were duly presented for 
payment: Dividend No. 2, £27; No. 6, £124; No. 7, £1,108; No. 8, 
£31,196; and on 30th September, 1953, the balances on Dividends 
Nos. 6 and 7 were transferred to Unclaimed Dividends Account. 

Show Ledger Accounts in respect of the dividends. 

Dr, Dividends Cr. 


i 1 1 

No. 6 1 

No. 7 




No. 6 

No. 7 

*953 

Sept. 30 To Sundries (Divi- 
dend Banking 
Account) 

,, Unclaimed 
Dividends 
Account 

1 

1 

£ 

134 

36 

£ 

Z.I08 

104 

1952 
Sept. 30 

By Balancee 

bldj 

( 

\i> 

ikn 

£160 

£1,212 

1 £160 

£i,3ia 


Dr. Dividend No, 8 Cr. 


1933 

Sept. 30 

To Sundries (Dividend 
Banking Account) 

„ Balance 

c/d 

£ 

31.196 

804 

1953 

Jan. xo 

By Profit and Loss .Appro- 
priation Account 


£ 

32,000 


1 

£ 

33,000 



£ 

32,000 





Oct. X 

By Balance . . 

b/d 

804 


Dr. Unclaimed Dividends Cr. 


X9.33 
Sept 30 

To Sundries (Dividend 
Banking Account) 

,, Balance . 

c/d 

£ 

37 

640 

1952 
Sept 30 

1953 
Sept. 30 

By Balance . 

„ Dividend No. 6 Ac- 
count . 

„ Dividend No. 7 Ac- 
count . 

b/d 

527 

36 

104 




£667 




£667 





Oct. I 

By Balance . 

b/d 

640 

Dr. 

Dividend Banking Account 


Cr. 

1952 
Sept. 30 
X9S3 
Jan. xo 

Sept. 50 

To Balance . 

,, (General) Bank Ac- 
count* 

,, Deposit Account 

bid 

1,372 

32,000 

27 

« *953 

Sept. 30 

Bv Dividend No. a 
t. Dividend No. 6 
Dividend No. 7 
,, Dividend No. 8 
,, Deposit Account — 

Re Dividend No. 6 
Re Dividend No{^''7 
Balance . 

c/d 

i 

i 7 

124 

l.XoK 

3X.X96 

36 

t 04 

804 



£ 

33.399 



£ 

33.399 

Oct. X 

To Balance . 

b/d 

804 






I.e. 16% "free of tax" on 200.000 shares. 
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Dr. Deposit Cr. 


m 2 

Sept. 30 
1953 
Sepl. 30 

1 

To Balance . 

„ Dividend Banking 
Account (No. 6) . 1 

,, Dividend Banking 
Account (No. 7 ) 

bid 

sir 

36 

XO4 

1953 
Sept. 30 

By Dividend Banking 1 
Account 
,, Balance . 

i 

c/d 

£ 

*7 

640 

1 

1 







Oct. I 

To Balance 

b/d 

640 






Notes. When the old dividend warrants re Dividend No. 2 are paid the 
amount is transferred from the Deposit Account to the Dividend Banking 
Account, and the actual payment made out of the latter account and debited 
to Unclaimed Dividends Account. As the Dividend Banking Account at the 
commencement {£1,372) is reflective of Dividends Nos. 6 and 7, the payments 
out of this Banking Account are debited to Dividends No. 6 and No, 7 Account : 
then when the final balances thereon are "lifted" to Unclaimed Dividends 
Account there must be a corresponding transfer from Dividend Banking 
Account to Deposit Account. 

Whenever the unclaimed dividends are written off as profit, the amount 
represented thereby will be transferred from the Deposit Account to the 
General Bank Account. 

Actually the company would require production and verification before 
the warrants in respect of Dividend No 2 were paid, as such warrants would be 
considered "stale." 

Opening entries are in italics. 

If the payment of £27 is not utilized out of the Deposit Account, the 
Deposit Account would be the opening balance of £527 and an "in" transfer 
of £113 instead of £1^0, leaving the balances the same. The method shown 
in the text is considered preferable so as to keep identified each transfer from 
Dividend Banking Account to the Deposit Account. 

Dividend Equalization Fund or Reserve, This is a reserve built 
up out of profits for the purpose of attempting to maintain a steady 
and unfailing yearly dividend. It is an “ internal ' ' reserve, an appro- 
priation of profits of a voluntary nature, for a specific purpose. 
Entries in Journal form are — 

(1) On creation of Reserve — 

Profit and Loss Appropriation Account. Dt. 

To Dividend Equalization Reserve. 

(2) On utilization — 

Dividend Equalization Reserve Dr 

To Dividend Account. 

(3) On payment — 

Dividend Account. Dr. 

To Bank. 


SECTION (I) RECONSTRUCTIONS, AMALGAMATIONS, 
AND ABSORPTIONS 

Before proceeding with the accounting records arising out of the 
above, it is important that the precise meaning attached to the 
terms be understood. An amalgamation in its broadest conception 
means the combination of two (or more) companies into one by — 
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(1) An absorption of one concern by another, the procedure in 
which is to wind up the former (known as absorption) ; or 

(2) A formation of an entirely new company to acquire the 
separate concerns, necessitating the winding up of the latter. 
This procedure is known as an amalgamation (in its narrower sense). 

( 3 ) The formation of a holding company to acquire the shares 
in the concerns in question, in which case not only is a new com- 
pany formed, but the constituent companies remain. 

(4) The exchange of shares of one company with those of another, 

in which case the old companies remain unchanged and, as con- 
trasted with (3), no new company is formed, the merging process 
being effected by an exchange of shares, e.g. A compaj;iy acquires 
a block of shares in B company, the latter at the jsame time 
acquiring a block of shares in A company. ^ 

A reconstruction, the purpose of which will be noted shortly, 
may take the form of an internal reorganization of capital or the 
inauguration of a new company, the latter acquiring the assets and 
assuming the liabilities of the former company, the sedond pro- 
cedure often being designated an external reconstruction. 

The various positions may be illustrated by reference to two 
imaginary companies, A and B. 

(1) If an amalgamation takes place, there are two liquidations 
(i.e. A and B) and the formation of a new company, say, C. 

(2) If an absorption takes place, there is one liquidation (say, A) 
and no new company formed. 

(3) If an amalgamation takes place by means of a holding com- 
pany there is no liquidation, but (unless such company is sdready 
in existence) a formation of a new company. 

(4) If an amalgamation takes place by means of share exchange, 
there is neither liquidation nor formation involved. 

(5) If there is an external reconstruction, there is a liquidation, 
say, of A, superseded by the formation of a new company, say, C. 

There are thus — 

(1) Two liquidations and a formation = Amalgamation 

(2) One liquidation and no formation = Absorption. 

(3) No liquidation and a formation = New Holding Company 

(4) No liquidation and no formation == Share Exchange. 

(5) One liquidation and a formation = External Reconstruction. 

Having noted what may be called the “ mechanical side of these 
mergers, it is necessary to remind the student of the "legal*' side, 
and careful reference should be made to the subject-matter in a 
law textbook. 

The chief objects of amalgamation are — 

(1) To eliminate or minimize competition. 

(2) To pool resources, whether financial or technical, facilitating 
the best utilization of staff, and development of research. 
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(3) To effect general economies in (a) production, (b) use and 
power of capital, (c) selling, {d) distribution, and {e) general over- 
heads through centralization and closing down unprofitable and 
redundant sections. 

(4) To create a more powerful economic unit to control markets, 
supplies of materials; to effect purchases on a larger scale and, 
consequently, at generally lower prices and on more advantageous 
terms; to combat the demands of trade unions, and to exercise 
more political influence in commercial matters, e.g. as to tariffs, 
etc. ; to create by the augmentation of the issued capital a larger 
market for share dealings and the raising of further capital. 

The objections to amigamations are — 

(1) Anti-social factors involving exploitation of the public, creating 
monopolistic conditions of price inflation, withholding of supplies, 
creation of artificial shortages and, in wartime, the danger to the 
State through adherence to Cartel arrangements. 

(2) Political objections from Trade Unions. 

(3) Disappearance of the small trader and therewith the loss of 
the personal element. 

(4) The danger of amalgamation of businesses which are best 
left in their present form and structure. 

(5) The possible loss of valuable goodwill through disappearance 
of the names of old proprietors, ^though the utilization of the 
Holding Company will largely overcome this. 

(6) Over-centralization involving loss of control, lack of cohesion 
in management, unwillingness of directors and high executives to 
lose their sovereignty.'' 

(7) Over-capitalization through the watering of capital by pro- 
moters and vendors (this applies particularly to extravagant prices 
paid for goodwill of businesses purchased in boom periods). 

(8) Scope is given to unscrupulous promoters. 

The fact may also be mentioned that nationalization of large 
units of industry is facilitated by prior amalgamations, but this is a 
matter which depends upon the political inclination of the individual. 

Amalgamations may have substantial effects on taxation liabilities 
when they involve the technical cessation and commencement of 
businesses. This applies particularly to income tax savings following 
reconstructions during trade recessions. Such savings may, however, 
be offset in certain cases by profits tax distribution charges unless 
the consideration for the transfer of the trade or business consists 
wholly or mainly of shares and election can be made under sect. 
3b (4), Finance Act, 1947. 

The above objects may be reached by the operation of an entirely 
new and substituted company; or by an absorption; or by the 
formation of a holding company ; or by an exchange of shares. In 
the second case the stronger usuiUly takes over the weaker. 

In reconstruction, which, as has been already stated, may be 
(a) external, involving a winding up, and a new company being 

5»HB.«oS3) 
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formed; or (6) internal, not involving winding up, the objects are; 

(i) Compromise with creditors {including debenture holders). 

(ii) Compromise with members by alteration of various rights 
between each class, usually involving the writing down of the 
amount of share capital (as in a reduction of capital, which is a 
special form of reconstruction). 

(iii) The raising of further capital from members, obviously 
only where shares are fully paid, as if they are partly paid a call 
will be made in the ordinal way. 

(iv) Alteration of domicile (external reconstruction). 

(v) Alteration of Memorandum. 

(vi) Decentralization whereby mere sections, branphes, or de- 
partments become self-contained units. j 

It is important that the student should observe Whether the 
reconstruction has become necessary or is merely advisable. A 
necessary reconstruction almost invariably involves the alteration 
of rights, or the imposition of some sacrifice, temporary or permanent, 
on both members and creditors. 

Before proceeding with the principles involved in merger and 
reconstruction operations, it may be here remarked that examina- 
tion questions in this department of accounting are very popular— 
at least with the examiners; and a very thorough comprehension 
of the principles and rules is imperative. The questions may be 
broadly divided into two types — 

(a) The ''mechanical" or mere book-keeping problem. 

(b) The "diagnosis and cure" or "accounting" problem. 

The latter problems are infinitely more difficult than the former, 
involving, as they do, not only the knowledge of the mere book- 
keeping entries, but a wide knowledge of business affairs, business 
psychology, finance, and even political and technical matters. Tlie 
book-keeping entries will first be disposed of. 

Closing Entries on Liquidation, (i) Debit Realization Account 
with assets other than fictitious assets taken over; credit the 
individual Asset Accounts. 

(2) Debit provisions like bad debts provision (which, although de- 
ducted from assets, are credit balances) ; credit Realization Account. 

(3) Debit liabilities and if taken over credit Realization Account. 
If to be paid by the company, liabilities will remain untransferred in 
the books, and upon payment the accounts will be debited and cash 
credited. The above term "liabilities" includes debentures. 

t4) Debit purchasing company and credit Realization Account 
with the purchase consideration, the ascertainment of which being 
frequently the most difficult part of the problem. 

(5) Debit Realization Account with expenses of realization ; 
credit cash. 

(6) Debit cash, shares, or other assets paid in discharge of the pur- 
chase consideration ; credit the purchasing company. 
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(7) The balance of Realization Account wUl be closed by a transfer 
to Sundry Members' Account. 

(a) If a profit ; debit Realization Accoimt ; credit sundry members.^ 

(^>) If a loss: debit sundry members; credit Realization Account. 

(8) Debit share capital and credit sundry members with share 
capital. 

(9) Debit general reserve (and other accounts of undistributed 
profits) ; credit sundry members. 

(10) Debit sundry members and credit fictitious assets, including 
debit balance on Profit and Loss Account. 


(ii) Debit sundry members and credit cash, shares, or other 
assets as paid to them (according to circumstances), remembering 
that cash may already be diminished by the payment of liabilities 
and expenses of realization. 

Where there are different classes of members, the transfers will 
vary according to the nature of the item and the particular rights 
of each class, so that it will be essential to have separate Members' 
Accounts for each class, e.g. preference, ordinary, deferred. 

The following points may arise (numbers in parentheses refer to 
the foregoing entries) — 

(1) Where cash is not taken over — and usually the arrangement is 
for the cash to be retained by the acquired company — the purchase 
consideration being accordingly diminished, no entry will be re- 
quired, the balance remaining in the Cash Book. Where certain 
assets are not acquired by the purchasing company but sold piece- 
meal, the selling company will debit them to a separate Realization 
Accoimt in the ordinary way; or by leaving the assets untrans- 
ferred, crediting them with cash received, and transferring the bal- 
ance of each separate asset to Realization Account as representing 
a profit or loss on each asset disposed of. Where the selling com- 
pany has sufficient cash to pay creditors, the purchase considera- 
tion will usually be based on assets only. 

(2) Where debentures are to be redeemed at a premium by the 
purchasing company, the alternative methods may be — ^^pear in 

(d) Debit debentures; credit Realization 


considerations of premium, as^^^eceives the cash from the pur- 
entirely of its not be transferred to Realiza- 

(«), but us folium: debit Realtafou Actorntt 

be e«e«ed through the 

will (a) in case of profits t 1 ^ 

Realization Account; and (o) m pi 
tion Account and credited to the liabihties. 
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The disposition of certain items appearing in the books of the 
absorbed company requires careful consideration. 

As will be remembered assets and liabilities taken over will be dealt 
with through the transfer to Realization Account, but such debit 
items that appear as assets will, if they are fictitious, e.g. Discount 
on Debentures, Preliminary Expenses and Profit and Loss Account 
(if the losses have exceeded gains) be transferred to the debit of 
Sundry Members, and credit items like Share Capital and Profit and 
Loss Account will be transferred to the credit of Sundry Members. 

It is, however, the items described as Reserves, Provisions and 
Funds that give the most trouble, but the principle is simple. Is the 
item a liability, or an undistributed profit (i.e. a provision or a 
reserve)? Or does it include both? If a liability it Vih be either 
taken over or discharged. In the former case it will be transferred to 
Realization Account; in the latter case it will be paJld off in the 
ordinary way. If, however, the item is undistributed profit it will be 
transferred to Sundry Members. 

In addition, items which are provisions against loss or deprecia- 
tion of assets are similar to liabilities (except that they cannot, as 
such, be taken over by the absorbing company, although the latter 
could introduce into their opening entries exactly the same provi- 
sion figure). Therefore they are equivalent to a liability no longer 
required as the assets in respect of which they were created will 
be taken over by the absorbing company, so that they will ])e 
transferred to Realization Account. Typical of such items are 
Amortization Funds, Bad Debts Provisions, Depreciation Funds, 
Leasehold Redemption Funds. 

Where items partake of both liabilities and undistributed profit, 
e.g. Workmen’s Compensation Fund, that part representing liability 
will be dealt with in the w^ay mentioned above, that is, if taken 
over will be credited to Realization, or if paid off, will be dealt with 
as for any other liability paid, i.e. credit to Cash or Bank. It is 
-^mfigjtant to understand that items like that will have been built 
V* a secr^f««orovisions for likely liabilities, and if excessive, will 
dealt witii on a sale bi true nature must be ascertained and 
The four fundamental rules are- 
(I) If provision for a liability not requirea. ... 

visions and Funds — 
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Crsdit Balancb 

(1) General Reserve 

(2) Provision 


(5) Leasehold Redemp- 
tion 


(4) Debenture Redemp- 
tion 


[ )) Rehabilitation Fund 


(6) Workmen's Profit 
Sharing Fund 


17 ) Insurance Funds 
Fire, Marine. 
Workmen's Compen- 
sation 


(8) Contingencies Reserve 

(9) Capital Reserve 


Natohe 

Undistributed profit 


Provision for deprecia- 
tion-equivalent to 
liability 

Undistributed profit 
(held back in accord- 
ance with Debenture 
Trust Deed). 


Liability to work- 
people 


Undistributed profit 
and 

Liability (The excess 
of the Fund over 
Liabilities (b) will 
be undistribuM 
profit (a).) 

As 7 

Profit not of a distri- 
butable nature 


Trbatmbnt 

Credit Sundry Members. 


Do. 


Credit Sundry Members. 


If taken over. Credit 
Realization Account ; 
if paid off (as probable), 
credit Cash or Bank. 

(а) Credit Sundry Mem- 

bers. 

(б) As in (6). 


As 7 

Credit Sundry Members. 


Provision for meeting 
expenses of deferr^ 
repairs, renewals, ad- 
ditions. replacements. 


Credit Sundry Mem- 
bers for the Capital 
portion of replace- 
ments of and addi- 
tions to Assets, e.g. 
Plant Credit Realiza- 
tion Account for the 
Revenue portion, e.g. 
repairs and renewals. 


Provision for loss— Credit Realization Ac- 
equivalent to liability count (liability not 
maturing). 


Illustration. [External Reconstruction,] G, Ltd., agrees to 
reconstruct by forming a new company, G (1952), Ltd., to which the 
business is sold, the purchase consideration therefor being the issue 
of 100,000 shares of £i each, credited as 5s. per share paid. For the 
purpose of sale, sundry assets are to be valued at ;f4o,ooo. 

T^e Balance Sheet of G, Ltd., at the date of sale was as follows — 

G. Ltd., Balance Sheet as at 


A.uthoiized and Issued Share I Sundry Assets . . 6z,ooo 

Capital . . . 55.000 Profit and Loss Account 8.000 

liabilities . . 15,000 


£70,000 


£70,000 
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Assuming that the liabilities are taken over by G (1952), Ltd., 


close the books of G, Ltd., ignoring realization expenses. 

Dr. Realization Account Cr. 

i ' I 

To Sundry AnaU^ 6si,ooo| By Sundry Creditors*. 13.000 

„ G (X952), Ltd.: Purcbasej 

CoDsideratioD 33.000 

Loss OD Realization 33,000 

63, ooo | 63,000 

Dr. Sundry Members Cr. 


Dr. Sundry Members Cr. 


To Profit and Lost Account* 
„ Lost on Realization 
„ Shares in G (1952), Ltd 


£ 

8,000 

32.000 

33.000 


By Balance* 

/ 

1 

\ 

\ 

\i 

i 

35,000 


£ 

33,000 



33,000 






\ 



Dr. *G (1952), Ltd. Cr. 




c 

II ! 1 

1 

To Realization Account 


25.000 

1 By Shares . . . | 

25,000 


Dr. * Shares in G (1952), Ltd 

i I 

1 q G (1953), Ltd. 33,ooo| By Sundry Members . 

Competing Claims of Members. Where there are several classes 
of members, their rights as between themselves depend upon the 
Memorandum and Articles of Association. Where no specific refer- 
ence is made therein, the rights are dependent upon circumstances. 

(1) Where Preference Shares have priority as to repayment of 
Capital in a winding up calls must be made on shares of a junior 
class (e.g. ordinary shares) if not fully paid, in order to meet the 
Preference priority. 

(2) It may happen that of shares of the same class some may be 
fully paid, some partly paid and/or some with calls in advance. 
The latter are treated as debts and must be paid off before the others 
and, where necessary, calls made on the partly paid shareholders. 

Where there are calls in arrear the holders thereof are not entitled 
to any share in a distribution until the non-defaulting shareholders 
have been paid sufficient to equate the position, that is, to make all 
the shares (of the same class), the same amount paid up. 

In practice, a full call will not usually be necessary, but only suffi- 
cient to enable such dividend to be paid on the fully paid shares as will 
leave all the shares of the same class with the same amount paid up. 

^ Inserted direct from Balance Sheet. 

* In examination work these accounts may be dispensed with. 
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(3) If there is a preference as to dividends, it is prima facie 
cumulative, but on a winding up arrears of preference dividends do 
not necessarily accrue to the preference shareholders. If, however, 
the Memorandum or Articles entitle the preference shareholders to 
the arrears of preference dividend, they will be entitled thereto, 
unless the clause is qualified by special words, e.g. dividends due, 
in which case the preference shareholders would not be entitled to 
the arrears, unless dividends have been declared. 

(4) Where preference shareholders are entitled to priority of 
rei)ayment of capital, tliey are not entitled to share pari passu with 
ordinary shareholders in a surplus unless expressly authorized by 
the Articles. The onus is on the preference shareholders to prove 
that they have such a right. 

The trend of judicial ruling following the 1933 case of William 
Metcalfe & Sons, Ltd., that preference and ordinary shareholders 
were prima facie on a pari passu footing as regards a surplus seems 
to have been reversed in Scottish Insurance Corporation v. Wilson’s 
& Clyde Coal Co., Ltd. (1949). To afford some protection to 
preference shareholders against repayment at a price with or 
without premium below the current market price, they are now 
often given the right to repayment with a premium fixed by reference 
to the average price on the London Stock Exchange during a period 
of, say, six months prior to the relevant date. 

The members, however, may agree to take shares instead of a 
cash payment, so that it is immaterial what profit or loss on realiza- 
tion arises, as tjie debit to each class of member is fixed at the 
outset ; but as the Realization Account must be closed, the balance 
will be split according to the balances on the accounts of the 
members, thus constituting merely a balancing item. 

Illustration. [External Reconstruction.] The Balance Sheet of 
D, Ltd., is as follows — 

D, Ltd , Balance Sheet as at ... . 

C 

Authorued and Issued Share Capital — Fixed Assets — 

50,000 6J% Preference Shares of Patents 

each, fully paid . 50,000 Freehold Property 

ho, 000 Ordinary Shares of £1 each, 
fully paid .... 60,000 Current Assets — 

5?/*) Debentures £10,000 Cash 

Add Interest accrued 3,000 Debtors 

13,000 Stock 

Creditors . . 8,000 I 

j Profit and Loss 

£130,000 I 


The foDowing scheme was passed and sanctioned — 

(1) X, Ltd., to be formed to take over the business. 

(2) One share of los. fully paid in the new company to be issued 
for every three ordinary shares in the old company. 


1 

i 

34.500 

60,000 




500 

13.000 

18.000 



30,500 

15,000 


£130,000 
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(3) Three shares of los. fully paid in the new company to be 
issued for every five preference shares in the old company. 

(4) Debenture holders to be paid in full by X, Ltd. 

(5) The creditors to receive 80 per cent of the sums due to them 
in fully-paid shares of los. in the new company in full settlement. 

(6) Patents and Profit and Loss Accoimt to be written off, 

<7) Arrears of preference dividend to be cleared by issuing one 
s. fully-paid preference share in X, Ltd. for every twenty held. 
(8) Any balance available by the scheme to be used in writing 

down the freehold property. 

Show closing and opening Journal entries. Ignore expenses. 


D, Ltd , Journal 


Realixation Account . . . Dr. \ 

To Freehold Property 

Stock ..... 

,, Debtors ..... 
,, Cash . . . . . .1 

Being sundry assets taken over b3^ X, Ltd., 
in accordance with reconstruction scheme. 


5% Debentures 

To Realization Account 

Being debentures taken over, etc. 


X, Ltd 

. Dr. 

To Realization Account 


Being purchase consideration under recon- 

struction scheme. 

Preference Share Capital 

. Dr 

Ordinary Share Capital 

. Dr 

To Sundry Members . 

. 

Being share capitals transferred 

to sundry 

members. 

Reconstruction Account 

. Dr. 

To Realization Account 


Being loss on realization. | 

Shares in X, Ltd. 

. Dr. 

To X, Ltd. 

. , 

Being discharge of purchase consideration. 


Sundry Members (Preference) . . Dr.\ 

,, (Ordinary) . Dr.\ 

Creditors ..... Dr.\ 
To Shares in X, Ltd. .... 
Being discharge of liability under reconstruc- 
tion scheme. 


Reconstruction Account . . , Dr 


To Sundry Members (Preference) 

Being discharge of arrears of preference 
dividends by distribution of one share 
for 20 preference shares under scheme of 
reconstruction. 



\ 


12.000 


32,650 


50.000 

60.000 


45.850 


32,650 


16,250 

10,000 

6.^00 


1,250 


i 

60.000 

18.000 
, 12,000 

500 


12,000 


32,650 


110,000 


45.850 


32,650 


32,650 


1.250 
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D, Ltd., Journal — {conid,) 


Reconstruction Account 

To Patents 

,, Profit and Loss Account 

Being debit bsdances written off 
scheme of reconstruction. 

. Dr. 

under 


£ 

39.500 

£ 

24.500 

15,000 

Sundry Creditors .... Dr. 

To Reconstruction Account 

Being amount written off sundry creditors 
under reconstruction scheme. 


i,6oo 

1,600 

Sundry Members (Preference) . . Dr. 

„ „ (Ordinary) . . Dr. 

To Reconstruction Account 

Being balance of Reconstruction Account 
written off to sundry members. 


p 

b b 
o o 

O 0 

83.000 


The more important Ledger accounts are- 


Dr Sundry Members Cr. 




Preference 

Ordinary 



Preference 

Ordinary 

To Reconstruaion Ac- 
count 

„ Shares in X, Ltd. . 


£ 

35,000^ 

16,250 

£ 

60,000' 

10,000 

By Share Capital 
Account 
Reconstruction 
Account 



H 

£51 .*50 

£60,000 

£51,250 

£60,000 


As the transfer to sundry members is merely a balancing figure, 
the transfers from the Share Capital Accounts may be made to one 
account for Sundry Members, thus — 


Dr. Sundry Members Cr. 


To Reconstruction Account 

Shares in X, Ltd. : 

Preference Shareholders . 
Ordinary Shareholders 


85.000 

16,250 

10.000 

By Share Capital Accounts: 
Preference 

Ordinary 

„ Reconstruction Account 


L 

50.000 

60.000 
X.350 



£1x1,250 



£iii,S 5 o 








Dr. 


Reconstruction Account 


To Preierence Shareholders' 
Sundry items written off 
M Bealiiiktion Aoeonnt 


£ 

Z,350 


By Sundry Creditors . 
„ Sundry Mmnbm — 
Preffrrncr 
Oriinnfy 


135 , 000 ' 

50,000' 


Cr, 


85,000 


86 ,6oo| 


«6,6oo 


^ As the transfer to sundry members is merely a balancing figure, a frequent 
practice is to transfer the amount written off share capitals to Reconstruction 
Account without employing the account for Sundry Members. This would 
avoid the transfers above indicated, whilst the Journal entries in respect of 
the shares paid to members and the share capital transfers would be modified 
accordingly. 
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Df. Rbalxzation Account Cr 


To Sundry Assets 

Dr. 

00,500! 1 By 5% Debentures ol X, Ltd. . 

" Xf; Ltd.— Purchase Consid- 

eration .... 

„ Reoongtractloii Aoeoant 

£ 9 o, 50 o| 

Creditors 

i 

13,000 

32,630 

46,860 

£90,300 

Cr 

To Realization Account 
t, Shares in X, Ltd. . 


£ 

1,600 

6,400 

By Balances .... 


£ 

£6,000 


Dr. 

X, Ltd. 1 

1 

Cf. 

To Realization Account 


£ 

53.650 

By Shares .... 

1 

\ 

£ 

32 , 6^0 

Dr. 

Shares in X. Ltd. 

Cf 

To X, Ltd. 

£ 1 
33,650 

By Sundry Members — 




Preference 

16,330 



Ordmary 

10,000 



,, Creditors 

6,400 


£ 3 a» 65 o 


£32,650 


If all the adjustments appear in one account, e.g. the Realiza- 
tion Account, the transfer of £85,000 to the debit of Sundry Mem- 
bers would be arrived at thus — 


Dr Realization Account Cr. 





£ 




£ 

To Sundry Assets 



90,500 

By 5% Debentures . 



13,000 

,, Preference Shareholders 



1,350 

.. Sundry Creditors 



1,600 

,, Sundry items written 

off. 



.. X. Ltd. : Purchase Considers- 



[Patents and Profit 

and 



tion 



32,650 

1.0SS Account] 



39,500 

,, Sundry Members ; 








Preference 

£35,000 







Ordinary 

50,000 










85,000 




£131,250 




£131,250 


As a result the transfer previously shown in heavy type would 
not be necessary. 

Alternative Method. 


Dr. 


Reconstruction Account 


Cr. 


To Preference Shareholders . 
„ Sundry items written off 
Realization Account 


£ 



£ 

1,350 

By Share Capital Accounts writ- 



39,500 

ten off — 



45,850 

Preference 


35,000 

Ordinary 

„ Sundry Creditors . 


50,000 

1,600 

86,600 


£ 

86,600 




- 
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Dr ^ Share Capitals Cr. 




Preference 

Ordinary 



Preference 

Ordinary 

fo RcconstnicUon 
Account 

Shares m X, Ltd- 


i 

33,000 

26,230 

£ 

50.000 

10.000 

By Dalancea . 

,, Reconstruction 
Account 


£ 

50,000 

2,230 

£ 

60,000 

£51.230 

£60,000 

£51,250 

£60.000 


The purchase consideration is arrived at as follows — 


Shares to be issued to— 

(1) Ordinary Shareholders .... 

(2) Preference Shareholders : Shares 

(а) for Capital . . 30.000 

(б) for "Arrears of Dividends 2,600 


Shares @ 
105 each 
20,000 


32.600 


£ 

10,000 


16,250 


(3) Creditors (80% of ;^8,ooo = ^^6,400) 
Total . 


12,800 6,400 

66,300 ^(32.650 


The opening Journal entries for X, Ltd. are — 


Freehold Property* . . . , 

Dr 

Stock ...... 

Dr 

Debtors ... 

Dr. 

Cash ...... 

Dr. 

To Debenture Holders of D, Ltd. 


,, D, Ltd. (Vendor) . 


Being sundry assets and debentures 

taken 


over and purchase consideration as per 
agreement dated 


D, Ltd. (Vendor) .... Dr. 

To Share Capital .... 

Being discharge of purchase consideration by 
allotment of 65,300 shares of los. each fully 
paid, as per agreement and directors' reso- 
lution, vide Minute Book, p 


i 

14.150 

18.000 

12.000 
500 



12,000 

32,e)5o 


32,650 


32.650 


Share Fractions. It may not be possible to give an exact allot- 
ment owing to fractions arising from the basis of the exchange; 
thus, assuming an exchange of seven shares in the new company 
tor every four in the old, Y, a member holding 25 ordinaries, would 
theoretically be entitled to J X 25 shares in the purchasing 


* In the alternative method these accounts take the place of Sundry 
Members Account. [See page 991.] 

^ This is a balancing figure (see paragraph 8 in question). It reflects the 
loss on realization of the old company £45,850 as the book value of the 
property in the old books is £60,000 and in the new books £14,150 
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company, or 43} shares. But, as fractions of shares cannot be 
issued, the usual procedure is either — 

(1) to sell the shares not capable of allotment and divide the 
proceeds amongst those entitled to the fractions, or 

(2) payment of cash to cover the oii^al shares not divisible into 
whole shares, on the basis of market price of the shares to be allotted 
or on the basis of the paid up value of either the exchanged shares 
or the new shares, or 

(3) to issue — in big scale share exchanges — fractional certificates. 
The holder may then — 

{a) sell them, 

(b) buy sufficient to make up a “full*' share, or 

(c) pay cash to make his fractions “full.“ 

Before this can be carried out, a full list of mennjbers must be 
prepared, because, although the total exchange Vidll probably 
obviate fractions, it is very unlikely that the individi\al exchanges 
will. 

Illustration. The Issued Share Capital of Beer, Ltd; is £10,000 ; 
that of Skittles, Ltd. £4,000, all divided into shares of £l each, fully 
paid. 

It is arranged that Beer, Ltd. should take over the shares of Skittles, 
Ltd. by issuing shares (of £i each fully paid) to the shareholders of 
the latter company on the basis of their respective values viz. 
Beer, Ltd. 32s. and Skittles, Ltd. 20s. 

The shareholders all hold shares capable of exact exchange, i.e. 
8 or multiples of 8, totalling 3,560, except 5 shareholders holding 
respectively A 23, B 74, C 100, D 118, and E 125. 

Show how the exchange will be dealt with in the books of Beer, 
Ltd., including fractions. 


Division 



Original Shares 

Shares in Beer, Ltd. 

Sundry shareholders holding 8 or 





multiples of 8 

3.560 


1 X 3,560 

2,225 

Other holdings — 



A . . . . 


23 

4 X 23 

14I 

B . . . . 


74 

i X 74 

46 i 

C . . . . 


100 

f X 100 

62 X 

D . . . . 


118 

1 X 118 

73 i 

E . . . . 

440 

125 

i X 125 

78* 


4,000 

i 

Fractions 

2,498 

2 

2,500 
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The number of shares to be issued by Beer, Ltd. is ^ 9 ({) of 4,000 

2,500. Ignoring other factors that would probably exist, this 
puts the shareholders of Skittles, Ltd. in the same position as 
before, viz. — £ 

4,000 Shares (Skittles, Ltd.) at par = 4,000 
2,500 „ (Beer, Ltd.) at 32s. = 4,000 

The amoimt due to “other" shareholders for fractions may be 
discharged — 

(1) By Cash payments amounting to £2, e.g. to (A) 7s. 6d. etc. 

(2) By Cash equivalent to shareholding, i.e. X £2 == £3 4s. 
e.g. to holder qf 23 shares ^ X 7s. 6d. = 12s. (the arithmetic 
equivalent of holding f of a share worth 32s.). 

(3) Cash payments on unexchangeable shares, i.e. 2 @£i = £2, 

Thus the purchase consideration would be the allotment of 2,498 

shares plus Cash payments amounting to {a) £2 or (6) £3 4s. being 
32s. a share for 2 shares. 

Alternatively, the shares could be divided by 8, leaving the 
undivisible shares as fractions and discharging the latter by the 
above method. 

This would be — 




Original 

Exchangeable 

Balance 

Shares in 


1 

Shares 

Multiple of 8 

Exchanged 

Beer, Ltd. 

Sundry shareholders . 

3,560 

1 

3,560 


2,225 

Other shareholders — 






A . 

23 


16 


7 

10 

B . 

74 


72 


2 

45 

C . 

100 


96 


4 

60 

D . 

118 


112 


6 

70 

E . 

125 


120 


5 

75 



440 

— 

416 





4,000 


3.076 

24 

2.485 



1 






This would result in issuing 2,485 shares in Beer, Ltd. to share- 
holders of Skittles, Ltd. and cash payments of 
{a) £24, as above (e.g. £j to A, etc). 

(6) £38 8s. i.e. J X £24 (i.e. 32s. for each unexchanged share) 
thu s - — £ s. d» 

A would receive Cash 
B 
C 
D 
E 


340 

680 
9 12 o 
800 


8 o 

(c) as in (a). No difference arises hexe because the shares of 
both companies are £1 fully paid. 
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Thus, the purchase consideration would be the allotment of 2,485 
shares and cash payments amounting to (a) £24 or (b) £38 8s., 
being 24 unexchangeable shares of 32s. each. 

Illustration. [Absorption.] Hebden, Ltd., sells its business to 
Bridge, Ltd., the latter to take over the assets at book values and 
pay creditors; in addition, it is to pay Hebden, Ltd., £100 
towards redemption of its debentures at a premium of 10 per cent. 
The payment of purchase price is to be £2,000 in shares of £i each 
at par and the balance in cash. 


Balance Sheet (Hebden, Ltd.) 


Issued Capital . 

£ 

3,000 

Sundry Assets . ' . 

£ 

5.200 

Profit and Loss Account 

300 

Debtors . . £^^700 


Creditors .... 

2.450 

Less Provision 1 150 


Debentures 

1,000 

j 

\ 

1.550 


^ 6.750 

\ 

£6.750 


Show entries in the books of Hebden, Ltd. 

Ignore realization expenses and the question of the possible 
increase of the nominal capital of Bridge, Ltd. 

Entries in Ledger form in the books of Hebden, Ltd. — 

Dr. Realization Account Cr. 



To Sundry Assets 
„ Debtors 

Premium on Debentures 
,, Realiution 


£ 

5.200 

1,700 

100 

150 


By Bad Debts Provision 
„ Creditors 

,, Bridge, Led., Purchase 
Consideration 


£ 

150 

2,450 

4,550 



£7.250 




£7,150 


. _ 





. 





Df. Bridge, Ltd. Cr. 


To Realization Account 


£ 

4,550 


By Shares . 

„ Cash .... 


£ 

2,000 

2,550 


♦ 

£4,550 




£4.550 










Dr. 


Debentures 


Cr. 


To Cash 


n 

■ 

By Balance 
,, Premium 

b/d 



£i,zoo 

■ 




£ 

x.ooo 

xoo 

£1.100 


Dr. Sundry Members Cr. 



To Cash* . . . . 

„ Shares* 


£ 

1,450 

2,000 


By Share Capital .h 

,, Profit and Loss Account 
„ Realization Account : 
Profit 


£ 

5,000 

300 

150 


1 


£3,450 




£3,450 


1 






— 


See note (*) on page 997. 
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Cf. 


Dr. 



To Bridge. Ltd. 

1 

ft 

■ 

By Debenturea 
„ Sundry Members . 

1 




■ 

IB 

■ 


■ 

£a, 55 o 

Dr. 

Shares 


Cr. 


To Bridge, Ltd. 

■ 

B 


By Sundry Members . 


! £ 

1 2,000 


If the debentures plus premium had been formally taken over 
by Bridge, Ltd., the purchase consideration would have been 
reduced by £i,ioo, and the vendor company would have been 
relieved of its liability accordingly. This would have had the 
effect of reducing the cash receipt from £2,550 to £1,450 and 
eliminating the pa5nnent to the debenture holders. The Deben- 
ture Account of £1,100 would accordingly have been credited to 
Realization Account. Alternatively, the debit for the premium would 
not have been made and the original balance of £1,000 been credited 
to the Realization Account. In both methods the relief to the 
vending company is £1,000. 

The opening Joumad entries of the company are — 

(I) (2) 


Where the Cash is paid 
to Vendor Company to 
discharge debt 


Where the Liability is 
formally taken over 


Sundry Assets ‘ 

l>ebtors .... 
Premium on Debentures (or 
Goodwill) 

To Creditors 
,, Debenture Holders of 
Hebden, Ltd. 

,, Hebden, Ltd. . 

Being assets and liabilities 
taken over and purchase 
consideration as per agree- 
ment dated 


Dr. 

Dr. 

Dr. 


£ 

5,300 

1,700 

100 


£ 


Dr. 

Dr. 


£ 

5,200 

1,700 


a, 450 


xoo 


4,550 


£ 


*,450 

x,xoo 

S.450 


Debenture Holders of Heb- 
den, Ltd. 

Hebden, Ltd. 

To Cash . . 

,, Share Capital . 

Being discharge of purchase 
consideration 


Dr. 


4,550 


a, 550 
2,000 


£it,55o 


£11,550 


I, xoo 

3,450 


a.530 

2,000 


£11,550 


£11,530 


' Assumed that the purchasing company ignores the bad debts provision of 
Hebden, Ltd. 

• Each member of Hebden, Ltd., will receive — 

(1) 2 shares in Bridge, Ltd., for 3 held in Hebden, Ltd. 

(2) 9s. 8d. in cash for every one share held in Hebden, Ltd., i.e.*— 


1,450 

X 2 0S. « 98. 8d. 

3,000 
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Illustration. [Absorption,] X, Ltd., ^ees to take over Y, Ltd. 

The issued share capital of Y, Ltd., is 10,000 shares of £2 each, 
£1 paid, market value £4 15s. ; reserves are ^25,000, 

X, Ltd., has an issued share capital of 20,000 shares of £3 each, 
£2 los. paid, market value £10 ; reserves are £90,000. 

The purchase consideration is the exchange of two shares in X, 
Ltd. for five in Y, Ltd.; fractions total to 15 shares, which 
X, Ltd. agrees to pay in cash on market value basis of shares. 

Show the closing entries of Y, Ltd., and the opening entries of 
X, Ltd,, in respect of the above acquisition. 

The question should occasion no difficulty if it be remembered 
that share capital and reserves (meaning, by the latter, surplus of 
undivided profits) must be reflective of assets less liabilities! or “ net " 
assets. The details of the latter are not available, so that one must 
substitute the term "net " assets for assets and liabilities, thi^ amount 
represented thereby equalling the sum of capital and reservcSs ; thus, 
if assets are £2,000 and liabilities £400, the "net" assets inust be 
£1,600, which will be reflected in, say, share capital £1,150 ; reserves, 

£450. 

Hence, it is immaterial in which form the Balance Sheet position 
is shown, subject to the qualification that if share capital, reserves, 
and creditors are given, the gross assets are the sum of the three, 
the " net " assets being the latter minus creditors. Thus, in the above, 
if the figure of £400 liability is disclosed, the balancing figure is 
gross assets, £2,000. 

Closing entries in Ledger form in the books of Y, Ltd., are — 


Dr. 


Realization Account 


Cr. 




£ 




To Sundry "Net” Assets 


35.000 


By Purchasing Co. (X, Ltd.) : 


„ Profit on Realitatioo 


5,000 


Shares . £39,850 

1 





Cash . 150 

1 


£ 

40,000 



£ 


Dr. 


Sundry Members 


Cr. 


To Shares 


B 

■ 

By Share Capital 


„ Cash .... 



■ 

„ Reserves 

„ Profit on Realisation ^ 



i 


■ 


£ 



■jH 

■1 




Opening entries in Journal form in the books of X, Ltd., are — 
' Posted direct to Sundry Members. 
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£ s d. £ s. 

Goodwill . . « . Dr. 5»ooo o o 

Sundry "Net Assets . . Dr. 35,000 o o 

To y. Ltd. .... 40,000 o 

Being sund^ "net" assets and good- 
will acquired from Y, Ltd., as per 
purchase agreement dated 

Y, Ltd. ..... Dr. 40,000 o o 

To Share Capital . . 9,062 10 

,, Share ^emium^ . . . 20.887 10 

,, Bank .... 150 o 

Being allotment of 3.985 shares of ^3 
each, credited as £2 los. paid, pre- 
mium thereon, cash paid for frac- 
tions; as per directors' resolution 

dated , vide Minute Book 

P 

Illustration. [Absorption.] The following are the summar- 
ized Balance Sheets of X, Ltd., and Y, Ltd. — 

Balance Sheets as at 



' 3*985 shares at |^io - £2 jos.]. 

Purchase consideration = 2 shares for every 5, i.e. 

= 4,000 shares for 10,000 (the total shares in Y, Ltd.) 
= 4,000 X ;fio (market price of X, Ltd. Shares) 

= ^£40,000 


Discharged in — 
Cash for fractions 
Shares 


15 at £\o 
3,985 at £\o 


;£40.000 


Alternatively, goodwill may be debited and Share Premium credited 
with ;£7,5 oo, to bring up goodwill to £12,500 to correspond with the market 
capitalization of the shares computed as follows — 

10,000 shares valued at £4 15s. each . 47.5^0 

Represented by "net" assets . . 


GoodwUl 


£12.500 







rooo 


ACCOUNTANCY 


H, Ltd. (a holding company), owns the whole of the share capital 
of X, Ltd., the latter owning the whole of the share capital of 
Y, Ltd. 

X and Y (1952), Ltd., is formed to acquire the sundry assets and 
creditors of X, Ltd. and Y, Ltd., the sundry assets being revalued 
at ;f40,ooo and £21,000 for X, Ltd. and Y, Ltd. respectively. The 
amount of loan due to X, Ltd., is to be discharged in shares in the 
new company, the debt due to H, Ltd., to be similarly discharged. 
Show the closing Journal entries of X, Ltd., and Y, Ltd. and the 
opening Journal entries of the new company. Ignore narratives, 
stamp duties, etc. 


X, Ltd. Journal 






i \ 

i 

Profit and Loss Account . 


Dr. 


^,000 \ 


Share Capital .... 


Dr. 


50,000 1 


To H. Ltd. [Sole Shareholder] 





53,000 

Realization Account. 


Dr. 


45,000 


To Sundry Assets 





45,000 

Creditors .... 


Dr. 


12,000 


To Realization Account 





12,000 

X and Y (1952), Ltd. 


Dr. 


28,000 


To Realization Account 





28,000 

Realization Account . 


Dr. 


14,000 


Liquidator, Y, Ltd.^ . 


Dr. 


6,000 


To Shares in Y, Ltd. . 





20,000 

Liquidator, Y, Ltd.^ . 


Dr\ 


10,000 


To Loan. Y, Ltd. 





10,000 

Shares in X and Y (1952), Ltd. . 


Dr. 


44,000 


To X and Y (1952), Ltd. 





28,000 

,. Liquidator, Y, Ltd.L 





x6,ooo 

H. Ltd. [Sole Shareholder] 


Dr. 


19,000 


To Realization Account 





19,000 

H. Ltd. [Sole Shareholder] 


Dr. 


34,000 


do. [Loan Account] . 


Dr.l 


10,000 


To Shares in X and Y (1952), 1 

Ltd.’ 




44,000 


Y, Ltd., Journal 



Share Capital .... 

To Profit and I-oss Account . 

,, X, Ltd. [Sole Shareholder] 

. Dr. 


£ J 
20,000 

i 

1,000 

19,000 

1 

Realization Account. 

To Sundry Assets 

. Dr. 


34»ooo 

34.000 


^ See Y, Ltd., Journal — (contd. on page 1001). 
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Y, Ltd.. Journal (contd.) 


Creditors 

To Realization Account 

Df. 

5,000 

5,000 

X and Y (1952), Ltd. 

To Realization Account 

Dr. 

16,000 

16,000 

X, Ltd. [Sole Shareholder] 

To Realization Account 

Dr. 

13.000 

13,000 

Shares in X and Y (1952), Ltd, . 

To X and Y (1952), Ltd. 

Dr. 

16,000 

16,000 

X, Ltd. [Sole Shareholder]^ 

Dr. 

6,000 


X, Ltd. [Loan Account]^ 

To Shares in X and Y {1952), Ltd. 

Dr. 

10,000 

16,000 

; opening Journal entries of X and Y (1952), 

X AND Y (1952), Ltd , Journal 

Ltd., are- 


Sundry Assets (X, Ltd.) 

Dr. 

L 

40,000 


do. (Y, Ltd ) 

To Creditors (X, Ltd.) 

„ do. (Y, Ltd.) 

Vendor (X, Ltd.) 

„ do. (Y. Ltd ) 

Dr 

21,000 

12,000 

5,000 

28.000 

16.000 

Vendor (X. Ltd.) 

Dr. 

28,000 


.. (Y. Ltd.) , 

To Share Capital . 

Dr. 

16,000 

44,000 


Notes, (i) The liquidator of Y. Ltd., will hand over to the liquidator of X, 
Ltd (sole shareholder), the net proceeds of the liquidation; and this must 
be done bcfoie the process of winding up X, Ltd. can be completed. 

(2) The reader will find the solution simpler if he writes up the Ledger 
accounts. 


Illustration. X, Ltd., agreed to acquire the business of Y, Ltd. 
The issued share capital, creditors and debit balance of Profit and 
Loss Account were, respectively, £30,000 (in £i shares, los. paid), 
£3^500, and £12,200. The shareholders of Y, Ltd., agreed to take 
shales in X, Ltd., on the basis of such shares being worth 25s. each, 
and the shares in Y, Ltd., 7s. 6d. each. (Shares in X Ltd. are £i 
fully paid.) 

Show opening Journal entries, assuming that X, Ltd., revalues 
the acquired assets at 90 per cent of the book values appearing in 
the books of Y, Ltd. Ignore fractions of shares and stamp duties. 


» See X, Ltd., Journal on page 1000. 
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Journal 


Goodwill . . . * . Dr. 

Sundry Assets' .... Dr. 

To Creditors ..... 

„ Y, Ltd 

Being business acquired from Y, Ltd. as per 
purchase agreement dated 

Y, Ltd Dr. 

To Share Capital* 

,, Share Premium 

Being allotment of 18,000 shares of £1 eachl 
fully paid at 25s. each as per purchasej 
agreement dated 

Illustration. {Amalgamation !\ Arundel, Ltd., and Wa^ick, Ltd., 
agree upon an amalgamation. Their Balance Sheets are-^ 


i 

6,830 

19,170 


22,500 


3.500 

22,500 


18,000 

4.500 


Balance Sheets 



Arundel, I Warwick, 
Ltd. 1 Ltd. 


Arundel, 

Ltd. 

Warwick, 

1 Ltd 

Authorized and Is- 
sued Share Capi- 
tal of Shares 

fully paid . 

Keserve 

Profit and Loss Ac- 
count 

Sundry Creditors . 

I 0,000 

4.300 

£ 

8,000 

500 

1,200 

2,480 

Furniture, etc. . 
Debtors 

Bank 

Profit and Loss 
Account 

£ \ 
3,000 1 

4,800 

6,120 

380 

i 

2,100 

6,000 

4,080 

1^14.300 

;^r2,i8o 

£^4.300 

;£I 2 ,i 8 o 






The assets of Arundel, Ltd., are to be taken at book values, 
except furniture, which is to be written down by £1,020; those of 
Warwick, Ltd., are to be taken at book values, except that the 

' The sundry assets entered into the books of X, Ltd., are — r 


Share Capital ....... 30.000 

Creditors ........ 3. 500 

33.500 

Profit and Loss Account .... 12,200 

Book values of sundry assets in the books of Y, Ltd. 21.300 

Lass depreciation 10 per cent 2,130 


^19,170 


* The shares allotted are 18,000, arrived at as follows^ — 

74 

60,000 X — 

25 

It will be seen that, ignoring expenses, the shareholders of Y, Ltd. obtain, by the aooeptanoe 
dl shares in X, Ltd., the same money equivalent as selling the shares at the current market value, 
(•) 60,000 shares in Y, Ltd., at 7s. 6d. — £22,300 
(b) z8,ooo ahazes in X, Ltd., at 232. 4x2,500 

It may be deemed desirable to set off the share premium against goodwill 
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debtors are to be considered worth £3300. The share capital of 
the combined company is to be 8,000 preference shares of £i each 
fully paid, and ordinary shares of los. each fully paid. The alloca- 
tion of the shares is equal, except that the surplus capital of Arundel, 
Ltd. is to be satisfied in preference shares. 

Show the Balance Sheet of the new company, and the details of 
the exchange of shares. 

The capital of the new company will be as follows — 



Arundel. Ltd. j 

Warwick, Ltd. |j 

Assets — 

£ 

£ 

£ 

£ 

Furniture, etc. . 

1,980 


2,100 


Debtors . 

4,800 


6,000 


Bank 

6,120 


4,080 


Liabilities — 


12,900 


12,180 

Sundry Credi- 





tors 

4.300 


2.480 


Bad Debts Pro- 





vision . 

Nil 


2 . 70U 




4.300 


5.180 

Net Capital 


^8.600 


C J 

J 

1 


New Company 


£ 

4,080 

10,800 

io,.ioo 


6,781) 

2,700 


25,080 


9,480 




This would be satisfied in shares as follows — 



Arundel, 

Ltd 

Warwick, 

Ltd. 

New 

Company 


£ 

£ 

£ 

£ 

Preference Shares of each. 





fully paid — 





(a) For surplus 

1,600 




(b) Balance equally 

3,200 






4,800 

3,200 

8,000 

Ordinary Shares of los. each. 





fully paid .... 


A3, 800 

A3, 800 

7,600 



;^8,6oo 

£7, 000 

;£i5.boo 


The exchange of shares is — 

Arvndbl, Ltd. — 

4,800 New Company Preference Shares (£i) 
7,600 New Company Ordinary Shares (loa.) 
i.e. za New Company Preference Shares (j^i) 
Z9 New Company Ordinary Shares (zoe.) 

Warwick, Ltd. — 

3,300 New Company Preference Shares (£i) 
7,600 New Company Ordinary Shares (zos.) 
i.e. x6 New Company Preference Shares (£i) * 
38 New Company Ordinary Shares (los.) • 


for 10,000 Shares in Old Company 

* I for every 35 

* I for 8,000 Shares in Old Company 

* I for every 40 „ >. 


^ 7,600 Shares. 


• Or 2 for 5. 


Or ig for 20. 
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Balance Sheet — New Company 



£ 


£ 

Authorized Capital 

Issued Share Capital — 

8,000 Preference Shares ol£i 

? 

Furniture .... 
Debtors . . ;£io,8oo 

Less Bad Debts 

Provision 2,700 

4.080 

each fully paid 

8,000 


8,100 

15,200 Ordinary Shares of 
los. each fully paid 
Creditors .... 

7,600 

6,780 

Bank .... 

10,200 

i 

22,380 

/ 

22,380 


In all probability it will not be possible to divide ^he shares 
exactly so that fractional certificates may have to be ^ven. See 

page 993. . \ 

Where companies each holding shares in the other company amal- 
gamate, a statement must be prepared which will be built up on 
the lines of a Consolidated Bsdance Sheet prepared in connection 
with Holding Companies. (See Chapter XXIV.) 

Illustration. The following are the abridged Balance Sheets of 
Further, Ltd. and More, Ltd. — 


Balance Sheets 



Further, 

Ltd, 

More 

Ltd. 


Further, 

Ltd. 

More, 

Ltd. 

Issued Share Capital . 

Profit and Loss Account 
Creditors .... 

888 

C 

3,000 

2,500 

Sundry Assets . 

Goodwill . 

Profit and Loss Account 

£ 

11,200 

800 

£ 

4.000 

1.000 
500 


£12,000 

£5,500 


£12,000 

_^ 5,500 








Further, Ltd. holds 2,000 shares in More, Ltd. at cost £400, and 
More, Ltd. holds 1,000 shares in Further, Ltd. at cost £1,400 — in 
each case included in Sundry Assets. 

The shares of Further, Ltd. are of £i and all fully paid ; the shares 
of More, Ltd. are of los, and all are 6s. called and paid. The two 
companies agree on an amalgamation on the basis that — 

(1) A new company is to be formed called Furthennore, Ltd. ; 

(2) The Goodwill values are (a) Further, Ltd. £3,000 and (fe) 
More, Ltd. £500 ; 

(3) The shares which each company holds in the other are to be 
valued at book value having regard to the goodwill vaiuatiQfis in (2) ; 

(4) The new Shares are to be of a nominal value of 5s. and to be 
credited as 4s. paid. 

Prepare (i) new combined Balance Sheet resulting from the 
merger; (ii) Schedule showing fully the shareholdings therein 
attributable to the shareholders of Further, Ltd. and More, Ltd. 

All costs, etc,, are to be ignored. 
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The position arising out of the above can be best shown in a 
preliminary summary statement, thus — 



Further, 

Ltd. 

More, 

Ltd. 

Further- 

more, 

Ltd. 

Sundry Assets 

Less Shares at cost .... 

£ 

11,200 

400 

i 

4,000 

1,400 

i 

Goodwill as revised .... 
Liquidator of — 

More, Ltd. ..... 
Further. Ltd. .... 

10,800 

3,000 

413 

2,600 

500 

1,464 

13.400 

3.500 

Deduct Creditors .... 

14.213 

2,500 

4.564 

2.500 

16,900 

5,000 

Less Due to Liquidators of — 

More, Ltd. — J .... 
Further, Ltd. — J .... 

II. 713 

1,464 

2,064 

413 

11,900 

Due to Shareliolders other than Further, 
Ltd., and More, Ltd. 

! ;£i °.249 

;£i. 65 I 

;tr 1,900 


1 II 1 

1 


The computation arriving at the items £41;^ and £1,464 is as 
follows — 

The Liquidator of Further, Ltd. has “net" assets (excluding the 
value of the holding in More, Ltd.) of £11,300, i.e. £10,800 + £3,000 
less £2,500. To this must be added the value of the holding in 
More, Ltd. This holding is 2,000 shares. The total number of the 
shares of More, Ltd. is 10,000. The nominal value of los. is not 
material in arriving at this figure; the criterion is the paid up 
value of 6s. Hence, the item of £3,000 representing the share 
capital of More, Ltd. in full detail is 10,000 shares of los. each, 
6s. called and paid equals £3,000. 

Arising from these facts it is clear that Further, Ltd. owns one- 
fifth of the equity of More, Ltd., as it holds 2,000 shares out of the 
10,000, so that whatever may be the value of the equity of More, Ltd., 
Further, Ltd. gets one-fifth ; but the value of such equity cannot be 
determined until the value of the equity of Further, Ltd. is known as 
More, Ltd. has, through its shareholding in Further, Ltd., an interest 
therein. Such interest is one-eighth as More, Ltd. owns 1,000 shares 
of £i each fully paid (out of 8,000) of Further, Ltd. 

Consequently it is seen that Further, Ltd. owns one-fifth of More, 
Ltd. and the latter owns one-eighth of Further, Ltd. 

The position of the liquidator of each company can now be 
clarified and it is immaterial which company is taken first. 
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As the position of the Liquidator of Further, Ltd. has already been 
mentioned, this company will be used as the basis of the required 
computation. 

The Liquidator has already £11.300 of net assets to which must 
be added the value of the holding in More, Ltd. This is one-fifth of 
the equity of the latter company. Hence the total is £11,300 -f JM 
(letting M symbolize the equity of More, Ltd). But what is the worth 
of M? It is £600 (excluding its proportion of Further, Ltd., i.e. 
£2,600 + £500 — £2,500) plus the value of the holding in Further, 
Ltd. As its holding in Further, Ltd. is one-eighth, M’s total is £600 
plus JF (letting F symbolize the equity of Further, Ltd.). 


F == 

11,300 

+ 

JM and M = 600 + 

F = 

11,300 

+ 

i (600 + 4F) 

= 

11,300 

+ 

120 + f'oF 

== 

11,420 

+ 

4VF 

40 F = 

456,800 

+ 

F 

39 F = 

456,800 



F = 

11,713 to nearest £. 


Therefore the value of F’s holding in M is £11,713 less £11,300 

= £413- 

The liquidator of Further, Ltd. will bring into account £413, thus 
bringing the equity of that company to £11,713; but as More, Ltd. 
owns one-eighth thereof, £1,464 is attributable to the latter company. 

The liquidator of More, Ltd. will bring into account the aforesaid 
£1,464, thus bringing the equity of that Company to £2,064 [£600 
“other” net assets plus £1,464], but as Further, Ltd. owns one-fifth 
thereof, £413 is attributable to the latter company. 

[The item of can be proved by proceeding to work out the value 

of M, thus — 

M = 600 + i F, but F = 11,300 ^ M. 

Substituting for F (11,300 + | M) 

M =: 600 + I (11,300 -f i M) 

.*. 8 M = 4,800 + 11,300 + I M 

= 16,100 + i M 
.'. 40 M = 80,500 4- M 
.*. 39 M = 80.500 

M — 2,064 to nearest £. 

Therefore the value of M*s holding in F is ^[2,064 less Iboo = :£i,464.] 

The basis of exchange is (after cancelling the inter-company 
shareholdings) — 

Nnv Company 

Balance of Equity for Shares of 

Original Cancelled General General Each 

Shares Shares Shareholders Shareholders ''4s. Paid 

£ 

Further, Ltd. 8,000 less 1,000 (o>med by 7iOoo 10,249 5X»345 

More, Ltd.) 

More, Ltd. . 10.000 less 2,000 (owned by 8,000 1,651 8,255 

Further, Ltd.) 

£11.900 


39.500 
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The general shareholders of Further, Ltd. will receive for their 
7,000 shares of £1 each fully paid, 51,245 shares of 5s. each, 4s. paid, 
in Furthermore, Ltd. ; and the general shareholders of More, Ltd, 
for their 8,000 shares of los. each 6s. paid, 8,255 shares of 5s. each, 
4s. paid. Provision would obviously have to made for fractions 
(exactly how many will depend upon the composition of the share- 
holding) but approximately in the case of Further, Ltd. the share 
exchange would be 7 new for i old, absorbing 49,000, leaving 2,245 
to be dealt with by means of fractions ; and in the case of More, Ltd. 
the share exchange would be i new for i old leaving 255 to be dealt 
with by means of fractions. 

The abridged Balance Sheet resultant on the amalgamation will 


Furthermore, Ltd. 



£ 


£ 

Issued Share Capital — 


Sundry Assets . 

I 3»400 

59,500 Shares of 5s. each, 
4s. paid 

Creditors .... 

11,900 

5,000 

jfT 6 ,qoo 

Goodwill . 

3.500 

l(i,QOO 


If the fractions are to be dealt with by payment of the cash 
equivalent 4s. [not 5s.], the liabilities side would be modified ac- 
cordingly; the undermentioned details taking the place of Share 
Capital £11,900 — 


Shares of 5s. (45. paid) 
to he Allotted 

To Further, Ltd. . 49,000 = 

„ More, Ltd. . 8,000 = 


i 

9,800 

1,600 


Cash Payable 

2,245 Shares at 4s. 

255 Shares at 4s. 


£ 

449 

5 » 


57,000 = ;fll.400 2,500 




The abridged Balance Sheet will then be — 


Furthermore, Ltd. 


Issued Share Capital — 

£ 

Sundry' Assets . 

£ 

13.400 

57,000 Shares of 5s. each, 


Goodwill 

3.500 

4s. paid 

Amalgamation Creditors — 
Liquidator 

Further, Ltd. •;J 449 
More, Ltd. . *51 

Creditors .... 

11,400 

500 

5,000 

6,900 


;fl 6 ,QOO 


Illustration. X Bank, Ltd., with a called-up capital of £300,000 
m £20 shares, £i paid, market value £25, and a reserve fund of 
£1,750,000, purcha^ on 30th November, for £14 a share (payable 
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as to one-half in shares, market value £25, and the other half in 
5% Debentures at par), the business of Y Bank, Ltd. The share 
capital of the latter was £200,000 in £15 shares, £4 paid, market 
value £12 los., and a reserve fund of £350,000. 

On 31st January next a dividend of 6s. a share was paid for the 
half-year to date. 

Show Balance Sheet after completion of the above purchase, 
ignoring duties and tax. 


X Bank, Ltd 

Balance Sheet {after completion) 


Issued Share Capital 
Premium on Shares 
5% Debentures 
Reserve Fund 


£ 

314.000 

336.000 

350.000 
1,750,000 


£2,750,000 


Goodwill 

Net Assets, less provision 
for Dividend 


i 

I 152.800 
\2, 597. 200 


£2,750,000 


The net assets taken over from Y, Ltd., are £547,200, being the 
net assets comprised in the Issued Share Capital £200,000 and 
Reserve Fund £350,000, less dividend of 4s. a share (the propor- 
tion of the 6s. dividend accruing at the date of sale, on 50,000 
shares.) This dividend amounts to ^£2,800, leaving £547,200 as stated 
above. The jmrchase price is 50.000 shares at £14 equals £700,000. 
As the purchase jirice amounts to £700,000, the Goodwill is £152,800. 
The foregoing purcha.se price is discharged as follows: (a) issue of 
14,000 shares in X, Ltd., worth £25 each to discharge half the pur- 
chase price, viz. £350,000, but as the shares of X, Ltd., are £i paid 
only, the Share Capital Account will be credited with £14,000 and 
Premium on Sliares with £336,000; (d) issue of 5% Debentures 
amounting to £350,000- 
The position may now be shown as follows — 



Debits 

Credits 

Goodwill\ Y Bank, Ltd. 

Net Assets :X Bank, Ltd. . 

Y Dank, Ltd . 

£2,050,000 

547,200 

£ 

152,800 

2,597,200 


£ 

Share Capital Issued . 

Share Capital Issued . 



£300,000 

14,000 

314,000 

Premium on Shares 

5% Debentures , 

Reserve Fund . 




336,000 
.u 350.000 
‘ 1,750,000 



£2,750.000 


£2*750,000 


The entries in italics represent in abridged form the opening Journal entries 
respect of the acquisition of Y Bank, Ltd. 

^ 43. a share on 14,000 shares allotted to the members of Y, Ltd. 
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Relief from Capital and Transfer Stamp Duty. In case of recon- 
struction or amalgamation of companies, Sect. 55, Finance Act, 1927, 
as amended by Sect. 31, Finance Act, 1928, Sect. 36, Finance Act. 
1930, and Sect. 41, Finance Act, 1933, provides relief as follows — 

If in connection with any reconstruction or amalgamation, on 
the acquiring company taking over the undertaking of, or not less 
than 90 per cent of, the issued share capital of another company,^ 
the consideration for the purchase (excluding the taking over of 
liabilities) is discharged in the form of shares, the nominal share 
capital in the case of a new company, or the increase in the case of 
one already in existence, shall be treated as reduced by — 

(a) An amount equal to the share capital of the vending or sub- 
sidiary company ; or 

(b) Where only pari of the undertaking of the vending company 
is acquired, by that proportion of the share capital of the vending 
company which the portion of the undertaking acquired bears to 
the whole undertaking ; or 

(c) If the shares issued as consideration are credited as partly 
paid up, only the amount credited as paid up is available for relief, 
if this is less than the amount computed in \a) and (6). 

Certain causes will cancel the relief (e.g. fraud), and where the 
company ceases to be the beneficial owner of the shares acquired. 

In the above circumstances, subject to certain conditions, no 
conveyance or transfer duty is chargeable on any instrument in 
connection with the transfer of the undertaking or shares, or with 
the assignment of liabilities to be taken over by the acquiring 
company. 

In order to obtain the benefit of the exemption from capital duty, 
the instrument must be executed within twelve months of the 
registration of the company where the acquiring company is a new 
company, or of the increase in share capital where it is an existing one. 

To obtain the benefit of these reliefs, if the undertaking is taken 
over, then it is immaterial whether the shares given in exchange 
are allotted to the existing company or to its sliareholders ; but if 
the undertaking is not taken over but shares acquired therein, then 
the allotment of the shares exchanged must be to the holders ol the 
shares in the existing company. If the allotment is to the existing 
undertaking itself no rehef is available {Mur ex v. C. l.R,). 

Illustration. X, Ltd., is formed to take over the undertaking of Y, 
Ltd., and upon registration the former company pays capital duty on 
£20,000. The nominal share capital of Y, Ltd., is £15,000 in £1 shares. 

Assuming that the purchase consideration wholly discharged in 
fully paid shares is (a) £18,000, (^) £12,000, show relief in respect of 
capital duty available to X, Ltd. 

* The company whose shares are acquired must have been incorporated In 
this country (see The NestU Company, Ltd. v. when exemption was 

refused in respect of companies incorporated in Northern Ireland). 
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(a) The relief is los. per cent of £15,000. 

\h) The relief is los. per cent of £12,000. 

If X, Ltd., had already existed, the relief in respect of the increase 
of share capital needed to acquire Y, Ltd., would be as above. 

If X, Ltd., had similarly acquired from members of Y, Ltd , 
90 per cent^ of their shares (Y, Ltd., remaining in existence), the 
relief would be (a) £13,500 [i.e. 90 per cent of £15,000] ; (6) £12,000. 

The above relief is subject to the conditions already outlined. 

Illustration. Z, Ltd., has a Nominal Capital of £20,000, half of 
which is issued and fuUy paid. For the purpose of acquiring 95 
per cent^ of the undertaking of R, Ltd. (Nominal Capital, £27,000), 
Z, Ltd., increased its Nominal Capital by £15,000. The purchase 
consideration is £20,000 payable in 16,000 £i shares credited as 
15s. paid and £8,000 in cash. 

Show the Stamp Duty payable on the increase of capit 

For the purpose of los. per cent Stamp Duty, the in- , 
crease in the nominal Ccipital of Z, Ltd., of . . 13,000 

is reduced by 

(a) 95 per cent of the nominal capital of R, Ltd., 

;£25.65o; or 

(b) The amount credited as partly paid on 16,000 
shares 15s. paid, issued as purchase consideration, 

i.e. 2,000, whichever IS . . . 12,000 

los. per cent Stamp Duty is payable on £i,ooo 

Illustration. [Internal Reconstruction.] The Balance Sheet of 
Dimster, Ltd., at 31st December, 19. ., is as follows — 

Balance Sheet as at 31ST December, 19.. 

£ 

Sundry Assets . . 154,000 

Investments . 3,000 

Profit and Loss Account 107,000 


^264,000 

The following reconstruction is passed and duly sanctioned — 

(1) Each share is to be subdivided into twenty fully-paid ordinary 
shares of is. each. 

(2) After such subdivision, each shareholder shall surrender to 
the company 95 per cent of his holding, for the purpose of reissue 

^ See Sect. 209, Companies Act, 1948, re power to acquire shares of dissenting 
minority when scheme approved by shareholders of not less than 90 per cent 
in value. 


Authorized and Issued Share 
Capital : 80,000 Shares of 
£i each fully paid . 80,000 

Debentures . , 134,000 

Plus Interest (net) 4,000 

138,000 

Creditors — 

Income Tax ;ii,ooo 

General . 45,000 

46,000 


;£ 264 ,ooo 


f 
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to debenture-holders and creditors, so far as is necessary, and the 
balance cancelled. 

(3) Of those surrendered, 460,000 shares of is. each shall 
be converted into participating preference shares of is. each fully 
paid. 

(4) The claims of the debenture-holders shall be reduced by 
i6s. 8d. in the £; in consideration therefor the debenture-holders 
shall also receive participating preference shares to the value of 
3s. 4d. in the £ upon their claims as at 31st December, 19 . . . 

(5) The income tax liability is to be paid in full ; and the claims 
of the other creditors be reduced to 4s. in the £, to be satisfied by 
the issue of ordinary shares bf is. each ex the shares surrendered. 

(6) The shares surrendered and not reissued to be cancelled. 

Set out Jomnal entries and resultant Balance Sheet, assum- 
ing that the tax liability is still outstanding and that the 
amounts of the assets are unaltered. The merits of the scheme 
may be ignored. 

It is advisable in a question of this nature to construct a rough 
tabular statement and therefrom compile the revised Balance Sheet ; 
then proceed to the Journal entries. (See below.) 

(1) The members lose 95 per cent of their capital, viz. £76,000, 
leaving them with £4,000 in shares. 

(2) The debenture holders lose 13s. 4d. in the £, because they 
receive back in another fonn 3s. 4d. out of their i6s. 8d. loss, thus 
V X £138,000 = £92,000 is a gain to the company, leaving the 
debenture holders with x £138,000, viz. £46,000, in — 

L 

Preference Shares . . . 23,000 

Debentures .... 23,000 

l^t,OQO 

(3) The creditors lose I X £45,000, that is, a gain to the com- 
pany of £36,000, the creditors being allotted £9,000 of ordinary 
shares. There is thus a total gain to the company of £204,000, 
which is utilized in eliminating the adverse balance of profit and 
loss of £107,000, leaving a reserve of £97,000. 


Old Balance Sheet 
Items 

1 

Total 

Creditors 

New 

Ordinary 

Shares 

Partici- 

pating 

Preference 

Shares 

Deben- 

itires 

Profit 

Debentures 

Creditors . 

Income Tax 

45,c>oo 

1,000 

f 

1,000 

£ 

4.000 

i 

33,000 

1 

33,000 

III 

, Total 

BUmiutlonof 

"nium ***** Account . 

* '1 

364,000 

1,000 

13W> 

^3,000 


107,000 

97»ooo 




1 

•04,000 
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Tlie resultant Balance Sheet will be — 


Dunster, Ltd.,^ Balance Sheet as at 31ST December, 19.. 


Authorized and Issued Share 
Capital — 

80.000 Ordinary Shares 
oil\ each fully paid re- 
duced (as sanctioned by 
the Court) to — 

260.000 Ordinary Shares 
of IS. each fully paid . 

460.000 Participating 
Preference Shares of is. 
each fully paid 

Reserve . . . . 

Debentures 

Income Tax 


L 


i 

Sundry Assets , . .1 

Investments 

i 

154,000* 

3,000* 

13,000* 

• 


23.000 * 

97.000 * 
23,000* 

1,000* 

1 

\ 


157,000 

\i 

157,000 





It will be of material assistance if the student prepares rough 
Ledger Accounts, because many of the entries in the Journal deal 
with balances of accounts. 


Journal 


Share Capital (Old) , . . Dr. 

To Ordinary Share Capital . 

Being subdivision of 80,000 shares oi £1 
each fully paid into 1,600,000 shares 
of IS. each fully paid pursuant to 
scheme passed by special resolution 

dated , confirmed by Court 

Order dated vide Minute 

Book, p 


80,000 


i 

80,000 


Ordinary Share Capital . . Dr. 

To Surrendered Shares . 

Being surrender of 95% of ordinary 
shares, viz. 1,520,000 to be dealt with] 
in accordance with scheme. 


76,000 


76,000 


Debentures .... Dr. 111,000 

Interest on Debentures . Dr. 4,000 

General Creditors . . . Dr. 45.000 

To Reconstruction Account . 160.00^ 

Being reduction of i6s. 8d. in ;£ on the 
rights of debenture-holders and sur-| 
render of the rights of unseciu 

creditors. , 

_ mtt orders. 

> (And rgijitr iJalance Sheet. _ accounting for the remaning figure* 


» From tte statement on page loii 
in the original Balance Sheet. 
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. i 

i 

Surrendered Shares . Dr. 


76,000 


To Participating Preference Share 



Capital . . . . 

„ Ordinary Share Capital . 

,, Reconstruction Account . 



23.000 
9,000 

44.000 

Being issue of 460,000 participating pre- 



ference shares of is each fully paid 
(into which 460,000 of the surrendered 
shares have been converted) and 




180,000 ordinary shares of is. each 
fully paid (4s. in £)» and cancellation 
of shares surrendered and not reissued 1 
as per scheme. 

1 



Reconstruction Account . . Dr. 

To Profit and Loss Account . 

,, Reserve . . . . 

Being cancellation of profit and lass 


204,000 

107,000 

97,000 



balance and creation of reserve in 
pursuance of reconstruction scheme. 





Illustration. [Internal Reconstruction.] The following is the 
Balance Sheet of S. M., Ltd. — 


Balance Sheet as at ist January, 19. . 



i 


L 

Authorized and Issued Capital : 


Sundry Assets 

15,000 

20,000 Ordinary Shares of £i 


Investment on Workmen’s 


fully paid 

20,000 

Compensation Fund . 

3,000 

18,000 7% Preference Shares 


IVoperty : 


of ;^i fully paid 

18,000 

London . . £16,000 


"A ” 6% Debentures (secured 


Manchester . 12,000 


on London Property) . 

3,000 


28,000 

"B" 6% Debentures (secured 


Profit and Loss Account 

4,000 

on Manchester Property) 

3.500 



Workmen's Compensation 




Fund : 




London . £2,000 




Manchester 1 ,000 




— 

3,000 



Creditors .... 

2,500 



^1 

50,000 

L 

50,000 


A scheme was duly prepared and sanctioned, whereby — 

(a) Ordinary shares were to be reduced to 2s. 

[h) Preference shares were to be reduced to i6s. 

(c) Debenture-holders forgo their interest (£520), which is in- 
cluded among sundry creditors. 

{d) “ B debenture-holders agreed to take over the Manchester 
property at £5,000; to accept an allotment of 3,000 2s. ordinary 
shares at par ; and upon their forming a company called M. P., Ltd. 
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to take over the Manchester property, they allotted S, M., Ltd., 
1,800 £i shares fully paid at par. 

{e) The Manchester Workmen’s Compensation Fund disclosed 
the fact that there were liabilities of £200. In consequence, the 
investments and the fund were realized to the extent of the bal- 
ance, the investment realizing a profit of 10 per cent on book value, 
and the proceeds used for part payment of the creditors. 

(/) The sundry assets were to be written down by £9,000, any 
balance to be applied as to three-quarters in writing down tlie 
London property, one-quarter to a capital reserve. 

Show Journal entries covering these steps. 


Journal 


Ordinary Share Capital . . Dr. 

7% I’rcference Share Capital . . Dr. 

Sundry Creditors (Debenture Interest! Dr 

Workmen's Compensation Fund 

(Manchester) .... Dr. 

To Capital Reduction Account 
Being reduction of capital, viz. 20,000 ordi- 
nary shares of £1 each to 2s. each; 7% 
preference shares oi £i each to 16s. each, 
cancellation of debenture interest; and 
elimination of proportion of workmen's! 
compensation fund in pursuance of scheme! 

of reduction as per special resolution 

confirmed by Court Order dated 

vide Minute Book, p 


Capital Reduction Account . . Dr. 

To Manchester I'roperty 
,, Sundry Assets 
,, Profit and Loss Account 
,, London Property . 

,, Capital Reserve 

Being assets written down in pursuance of| 
scheme of reduction. 


"B" Debenture-holders . . . Dr. 

To Manchester Property 
Being transfer of Manchester Property atl 
valuation in pursuance of scheme of| 
reduction. 


"B" Debenture-holders . . . Dr. 

To Ordinary Share Capital . 

Being allotment of ordinary shares in parti 
settlement of liability to debenture-holders.! 


**B" Debentures .... Dr. 
lnvestment(Shares in M.P., Ltd.) . Dr, 

To Debenture-holders 
Being discharge of balance by investments! 
and transfer from Debentures Account.^ 


18,00^ 
3. bod 
520' 


S80 


23,000 


5,000 


300 


3.500 

1,800 


23,000 


7.000 

9.000 

4.000 
^.250 

750 


5.000 


300 


5.300 
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Cash ...... Df. 

To Workmen's Compensation Invest- 
ment, Manchester 

Workmen’s Compensation Fund, 
Manchester .... 

Being amount received from workmen’s com- 
pensation fund investments and transfer 
of profit thereon to fund. 


1 

880 

Creditors ..... Dr. 


880 

To Cash ...... 



Being part payment of liability to creditors. 




Draft Balance Sheet as at ist January, 19.. 


Authorized Share Capital — 

Ordinary Sharca-— aoo.ooo of 39. 

each ■ 30,000 

7% Preference Shares — 33,500 of| 

i6e. each . 18,000 

38 ,ooo| 

Issued Share Capital— 

Ordinary Shares — 23,000 of as. 

each fully paid .1 

7% Preference Shares — x8,ooo ofj 
16s. each fully paid X4>40o| 

Capital Reserve ... yso] 

"A" 6% Debentures (secured on| 

London Property) 

Workmen's Compensation Funds — 

London ..... a.oool 
Manchester .... 20o| 


£ 

Sundry Assets xSpOOO 

Less written off by Order of 
Court 9»ooo 

Investments on Workmen’s] 
Compensation Funds — 

Lradon . 3,ooo| 

Manchester aoo| 

Shares in M.P., Ltd., at Cost 
London Property . z6,ooo 

Less written off by Order of 
Court 3,350 


£' 


6,000 


3,300 

z,8oo 


IS.750 


Creditors 


x,zoo[ 


23.750] 


* 3.730 


It will usually be advisable to prepare rough “working' accounts 
for the more difficult and involved entries, thus — 


Rough Accounts — 

W.C.F. Investments (M/c) 


Tu Balance 

To Balance * 

£ 

. 1,000 

300 

By Sale . 

„ Balance 

£ 

. 800 

300 


w.c. 

Fund 


To Capital 
auction 
M Balance 

Re. ' 

. 880 

300 

By Balance 
Profit . 

£ 

. x,ooo 
80 



By Balance* 

300 


^ The balances may be transferred 
respectively 

33HB.3083) 


B" Debenture-holders 


£ 

To M/c Property 5,000 
,, Ordy. Share 

Capital . 300 

£ 

By**B** Deben- 
ture! . 3iSOo 

„ Investment 

A/c . . x,8oo 

Creditors 

£ 

£ 

To Capital Re- 
duction 530 

., Cash . . 880 

„ Balance . z,zoo 

By Balance . 8,500 


By Balsiice . z,zoo 


to General Investments and Liabilities 
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The form in which the reconstruction is to be carried out involves 
a consideration of variable premises, most of which are omitted 
from examination questions. It is therefore essential that, in 
addition to the submission of the formal answer in the light of the 
circumstances and facts disclosed, suitable comments should be 
made. 

Principles underlying Reconstruction. 

(1) The scheme should be clear cut, easily understood by laymen 
and non-controversial. 

(2) No attempt should be made to put through an unjust and 
unfair scheme. 

(3) The scheme should avoid the setting off of one class pf members 

against another. j 

(4) Whatever proposals are made, the essence of them is the 
earning power of the company. All members, ev^n deben- 
ture-holders, are dependent for their income on the Company's 
earnings. 

(5) Latest figures of actual earnings should be given, supple- 
mented by careful and honest estimates of future earning power. 

(6) No class of members should be called upon to make sacrifices 
for the benefit of another class except where absolute necessity 
dictates, e.g. if there is no prospect within a reasonable time ol 
paying dividends to ordinary shareholders except at the expense of 
the Preference Shareholders, the latter should not generally be 
called upon to sacrifice their Capital and/or Income. The ordinary 
shareholder is assumed to know the risk attaching to his holding. 
On the other hand if, taking a long term view, the position is sucli 
that there is little prospect of the Preference Shareholder receiving 
dividends, then some adjustment will be called for, particularly as 
the ordinary shareholder should not be called upon to renounce for 
all time his prospect of receiving dividends. 

(7) Regard must be had to real as distinct from apparent sacri- 
fices, and a cut in the Capitals of both Preference and Ordinary 
Shares would give the latter an advantage over the former unless 
the Preference Shareholders were compensated. 

(8) No change should take place in the respective positions 
except where unavoidable, e.g. generally speaking a preference 
shareholder will want to remain as such and not become an ordinary 
shareholder, and conversely, so that — 

(9) Contractual rights and priorities should be maintained as far 
as possible. 

The matters likely to call for practical attention in f)roblems of 
this nature are — 

(1) Whether the reconstruction should be ''internal” or "ex- 
ternal.” 

(2) Whether the company's affairs have reached stability, so 
that another reconstruction in the future may be avoided. 
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(3) The respective rights of the various classes of members as to — 

(а) Capital repa5mient in a winding up. 

(б) Dividends. 

(c) Voting powers. 

(4) A careful consideration of the proposed alterations in so far 
as they are likely to affect the rights of members, having regard to 
the possibility of a refusal by a class to acquiesce. 

(5) Where the reconstruction involves some sacrifice on the part 
of creditors, including debenture-holders, the proposals which are 
likely to meet with their approval must be carefully considered ; 
whether, for instance, they will be likely to agree to a composition 
for cash, or for cash and shares, or for shares only. 

(6) In all cases, especially where the immediate trouble is the 
shortage of working capital, the question of raising the additional 
capital will require consideration. 

(7) Involved in the scheme may be the reorganization of the 
business and technical side of the company, together with a pos- 
sible reconstitution of the size and personnel of the Board of Direc- 
tors. The desirability of the appointment of a new chairman may 
call for consideration. 

(8) In order to ascertain the amount to be written off against 
members (and possibly creditors), the assets and liabilities will 
be revalued, so that the company can start with a “clean slate,“ 
This obviously will necessitate not only the revision of book values 
of assets and liabilities, but the complete elimination of such debit 
balances as are not in the nature of assets, examples of which are 
preliminary expenses and profit and loss debit balance. 

Accounting Aspect of Reconstructions. The chief matters that 
directly concern accounting work are those relating to the recon- 
stitution of the share capital, and the revision of the values of the 
assets and liabilities. After the advice of the accountant has been 
sought as to the opportuneness and method of reconstruction, having 
regard to all the circumstances, assets (the valuation of which may 
require the services of technical experts) will be adjusted accordingly. 
When the revised capital balance has been struck, the task of the 
accountant is to evolve an effective scheme which is fair and just as 
between all parties. The particular aspects, at all events for 
examination purposes, which will require careful consideration are — 

(1) The position of each class of member as regards potential 
dividends. 

(2) The position of each class of member in the event of 
liquidation. 

(3) The treatment of “ arrears *' (if any) on cumulative preference 
shares, 

(4) The position of (i) debenture-holders, having regard to the 
nature and value of their security, and (2) creditors, 
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(5) The particular assets and liabilities chosen to be adjusted.^ 

(6) The practical point of allotting a reasonably large number of 
shares (even if of low denomination), and the exchange basis such 
as to avoid so far as is possible the use of share fractions. 

(7) The gearing of the reconstituted Share Capital. 

(8) The resultant voting power. 

Speaking generally, unless the earning capacity of the company 
has become permanently impaired, it is neither just nor reasonable 
that the preference shareholders should suffer a reduction in the 
amounts receivable in dividends. The preference shareholder has 
taken shares of this class upon the understanding that he should 
have a prior right to dividend over that possessed by the ordinary 
shareholder, but without right to further participation in the 
profits. In order to keep faith it is the duty of the company to 
preserve this right as far as possible. It must be borne in mind, 
however, that usually the control of the company lies With the 
ordinary shareholders, who would have the power to withhold 
dividends from the preference shareholders until the adverse balance 
of profit and loss had been made good out of future profits. As a 
result, the preference shareholders are generally quite willing to 
accept a curtailment of some rights in return for the prospect of 
dividend being paid to them in the very near future. 

Another matter which will tend to create an accommodating 
spirit amongst the preference shareholders is the fact that often 
the only alternative to the reconstruction is liquidation. The latter 
will usually involve losses owing to forced sale, such losses being 
borne entirely by the preference shareholders if the position is so 
serious that the capital of the ordinary shareholders is already 
lost. 

The important point from the dividend aspect is that so far as the 
ordinary shareholders are concerned (assuming two classes only, 
viz. preference and ordinary), it is quite immaterial at what book 
value the shares appear in the books of the company, as the true 
value depends upon the annuity value or yield basis, so that if, after 
reconstruction, they are still entitled to all the surplus profits, or the 
same proportion as before, their dividend position is unimpaired. 

The position of the ordinary shareholders is unaffected as regards 
dividends if — 

(1) There is no alteration in amount, rate, or priority of the pre- 
ference shares. 

(2) No other class of shareholders is admitted into the participa- 
tion of the equity ” of the ordinary shareholders, or i^^such right 
already exists, it remains unchanged. 

Any diminution of the foregoing rights will benefit the ordinary 
shareholders. 

^ If Plant is written down, it will lighten the burden of the depreciation 
charge until such time as- the Plant requires replacement, whilst a reduction 
of an interest bearing liability will lighten the burden of the interest charge. 
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A sliaxe will be just as valuable if it obtains an annufll dividend 
of, say, IS., whether it is denominated and credited in the company's 
books at £10 or £i or 5s., or even id., inasmuch it provides the 
SAME annuity in each case. 

Where debenture-holders suffer a reduction in the amount of 
interest they receive from the company, whether in rate or book 
\"alue of the debentures, the burden on the company will be cor- 
respondingly reduced, thus benefiting its members. 

Illustration. The issued share capital of Eldwick, Ltd., is 
10,000 6 per cent Preference Shares and 20,000 Ordinary Shares 
all of £1 each, fully paid. The net assets are £13,000, and the debit 
balance of Profit and Loss Account is £17,000. 

Assuming that the company has “turned the comer" and ignor- 
ing other considerations, e.g. liquid position of the company, it is 
obvious that it is to the advantage of the company as a whole to 
reconstruct by a thorough revaluation and, as a necessary con- 
comitant, the reorganization of the capital, so as to enable the 
company to resume payment of dividends at an early date. 

If the net assets are, upon revaluation, considered to be 
worth £11,000 only, this involves a capital loss of £19,000, made 
up as follows — ^ 

(i) Reduced Value of Assets . . 2,000 

(ii) Elimination of Fictitious Asset . . 17,000 

£ig,ooo 

If it is agreed to charge this up to the ordinary shareholders, 
leaving them with £1,000 of capital instead of £20,000, it is im- 
material whether that capital is in the form of 1,000 shares of £i each 
fully paid, or 20,000 shares of is. each fully paid, for their “equity" 
will remain unaltered. The preference shareholders appear to be 
sufferers in one sense, as the capital security is diminished as com- 
pared with the position when there was no debit balance on Profit 
and Loss Account, yet the mere formality of bringing down the 
position to “rock bottom" makes the real security neither worse 
nor better than immediately before the reconstruction. The damage 
was done during the period prior to the inauguration of the scheme. 
Actually their comparative position in a winding up vis-d^vts the 
ordinary shareholder may be strengthened. From a dividend point 
of view, their position is that they are still entitled to their annual 
dividend of 6 per cent on their unaltered share capital before the 
ordinary shareholders can possibly participate in the profits. 

As regards the ordinary shareholders, the priorities ranking in front 
of them are still the same, hence their share in the surplus of the divis- 
ible profits is not jeopardized by the writing down of £20,000 to £1,000. 

If the company in the year after reconstruction earns (and dis- 
tributes) £1,100, the preference shareholders will receive £600, 
leaving £500 for the ordinary shareholders. This will be dis- 
tributed as follows — 
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(a) Assumingthatnoreconstructiontookplace— 24% 01120,000 £ 

£i shares ........ joo 

{b) Assuming the reconstruction resulted in the Ordinary Shares 
being written down to — 

(1) 20,000 shares of is. each — 6d. a share, or 50% 

on 20,000 IS. shares ..... 500 

(2) 1,000 shares of £1 each — los. a share, or 50% 

on 1,000 £1 shares ..... 500 


Assuming, further, that 7J per cent yield would be required on 
an ordinary share of this class, the valuations are — ^ ^ ^ 


-? X /i = 6s. 8d. on 20,000 £i shares 
7i 


6,666 13 


(fc) (i) ^ X IS. = 6s. 8d. on 20,000 is. shares . 


(2) ^ X = £(> 13s. 4d. on 1,000 £1 shares 


6,66^ 13 4 

6,66^^ 13 4 


If the “arrears*' of cumulative preference dividends are to be 
brought into account in the reconstruction, the position of the 
ordinary shareholders is generally adversely affected (assuming 
that they are not compensated in other directions), because — 

(1) If the “ arrears" of cumulative preference dividends are con- 
verted into preference shares, more of the profits will be "charged" 
to meet the dividend on the increased number of preference shares ; 
but against this the rate per cent payable on the preference shares 
may be reduced, the consequences of which will be to offset, wholly 
or in part, the increased " charge." 

(2) If such " arrears " are converted into ordinary shares, it results 
in the proportion of surplus profits, payable to ordinary shareholders, 
being reduced in consequence of the increased number of parti- 
cipants, but this will hasten the time when the ordinary shareholders 
will receive dividends because the “ arrears " of preference dividends 
are no longer in the way. 

(3) If the "arrears" are converted into Income Certificates there 
will be an increased charge not only for interest, but for providing 
a Sinking Fund for their redemption. The latter however becomes 
“ free " when the certificates have been redeemed. 

Briefly, the ordinary shareholders benefit to the extent of obtain- 
ing an early participation in dividends, but sacrifice some proportion 
thereof by having them curtailed to the extent required to pay 
dividends on the shares issued to the preference shareholders in 
cancellation of the “ arrears" of their dividends. 

Before proceeding further, it is important to note ^at in the 
majority of reconstructions, only part of the "arrears" are given in 
shares, the preference shareholders sacrificing the remainder. 

Illustration. Taking the facts as in the previous iUustration, the 
arrears on the 6 per cent preference shares (assumed to be cumu- 
lative) are, say, £2,400, that is, no dividends have been paid on these 
shares for four years, and the capital is reorganized by debiting the 
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whole of the capital loss to the ordinary shareholders by reducing 
the nominal value to is. The " arrears are to be cancelled, and in 
lieu thereof the preference shareholders are to be allotted four new 
ordinary shares of is. each for five preference shares. 

Ignoring the treatment of ** arrears,” the revised position would 

be— i 

10.000 6% Preference Shares of £i fully paid . io,ooo 

20.000 Ordinary Shares of is. each fully paid i,ooo 


£ 11,000 

This figure is represented by Net Assets at their revised 
value — 1,000, as against ;^i3,ooo previously. 

As there are to be created further ordinary shares to the extent of 
8,000 of IS. each (i of io,ooo) and no book liability exists for the 

arrears ” (not being a real liability), the issue will involve either an 
increase (by writing up the assets) or a diminution of the ordinary 
share capital. If the ordinary shareholders are to surrender the 
required amount to cover the £400, they will suffer by having less 
"equity” in the surplus, as they retain £600 only of their £1,000. 
On the other hand, the matter may be adjusted by reference to the 
assets, the latter being reduced not by £2,000 as mentioned, but by 
{1,600 only. This will leave the ordinary capital at £1,400 (£1,000 
for the ordinary shareholders and £400 for the preference share- 
holders in respect of the “arrears” of dividends). In the first case, 
the surplus profit available for the old ordinary shareholders is 
whereas in the second it is j or the detrimental effect of the 
former as compared with the latter being (the difference between 

and -£^(,) of the surplus profits. 

The usual practice is to obtain an approximate valuation of tangible 
assets ; to ascertain the effect on share capital ; and, if necessary, to 
effect an equitable readjustment of capital by an adjustment of the 
valuation of goodwill. The viewpoint of winding up must be briefly 
considered, and this will be dealt with on pages 1023 et seq. 

Other arrangements may be entered into with reference to the 
arrears, e.g. £400 may be allotted in preference shares, or split 
between the preference shares and ordinaries, or an entirely new 
class of share created, say, preferred ordinary ranking for divi- 
dends after the preference, but before the ordinary shares. To deal 
with each possible arrangement is impossible in a work of this 
description, but the principles involved are the same, viz. (i) what 
amount of profit will be required to meet the dividend of the prior 
classes of shares ; and (2) what amount (not merely rate) of divi- 
dend will be available to the lower grade shares. 

The position may be compared by taking three alternatives — 

(a) Where the “ arrears ” are given to the preference shares in pre- 
ference shares. 

(b) As in (a), except that ordinary shares are allotted. 

(c) Where the “ arrears ” are split into equal parts of preference 
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and ordinary, the increase of £400 being borne by the present holders 
of ordinary shares. 

The Balance Sheets will be thus — 




(i>) 



(<*) 

(6) 

(c) 


£ 

£ 

£ 


^ £ 

' £ 

* £ 

Preference 




Net Assets . 

11,400 

11,400 

1 1 ,000 

Shares — 








Old . . 

10,000 

10,000 

10,000 





New 

400 


200 





Ordinary 








Shares — 








Old 

1,000 

1,000 

* 600 





New 


400 

200 





i 

11,400 

£11,400 

£11,000 

£ 

.k 

0 

0 

£11.^00 

£11,000 







— u 



The respective positions may be illustrated thus — 


(«) i 


(b) £ 




£ 


Profits (say) . . . . 

Amount required to meet Prefer- 
ence Dividends of 6% 

Surplus . 


1,100 

624 

£47^ 


1, 1 00 
600 

£500 


1,100 

612 

£48S 


Distribution of Profits 


Old Preference Shareholders 

as 

(a) 

(b) 

{P) 

holders of — 


£ 

£ 

£ 

(i) New Preference Shares 


624 

600 

612 

(ii) New Ordinary Shares in 
spect of "Arrears” . 

re- 

W 143 

(y) 122 


Old Ordinary Shareholders 

asi 




holders of New Ordinary Shares 

476 

W 357 

(y) 366 



£1,100 

;£l,IOO 

£1,100 







(*) Respectively and oi £500. (>) Respectively ^ and ^ of £488. 

1,400 x,4oo 000 ooo 


It has been assumed so far that the preference shareholders have 
a preference as to dividends, and according to the arrangements 
shown above, they not only suffer no abridgment of this privilege, 
but they obtain a return on their ** arrears/* Thus they obtain the 
income equivalent to actually receiving the amount of the " arrears*’ 
“free of tax,** and reinvesting it in some form or other, whilst at 
the same time their capital position suffers no contraction. 

If they have no preference as to capital and are, therefore, on the 
same level as the ordinaries, it might be considered thatjthey ought 
to share a due proportion of the capital loss. If this is to t>e effected, 
it might be done by reducing the share capital by proportionate 
amounts; but in order to preserve to them the same amount 

* I.e. £11,000 (as shown on page 1021) plus ;£4oo. 

* £11,000 only, £400 being taken from the old ordinary shareholders. 

* £1,000 less £400 given to preference shareholders. 
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of dividend, the rate of dividend would have to be considerably 
increased. This is ust^y a very unwise procedure. Consequently, 
a new class of share might be created of comparatively small dimen- 
sions and given to the preference shareholders, entitling them to 
dividends, requisite to bring the return to that originally obtained; 
with a small participation in the surplus, after pa3anent of a cer- 
tain rate to the ordinary shareholders, to compensate them for loss 
of priority of dividend ; alternatively, the preference shareholders 
may be induced to take new preference shares reduced in rate 
and a comparatively small number of ordinary shares, the incentive 
offered being that, whilst the preference shareholders will receive 
less as preference dividend, they will receive more of the ultimate 
surplus profits. 

Winding-up Aspect of Reconstructions. The problem raised by this 
aspect differs materially from that previously dealt with in reference 
to the prospective yield on the shareholding as reconstituted. Here 
the assets and their probable realization are a matter of primary im- 
portance ; whereas, whilst the company is dividend- producing, the 
mere book denomination of the share is of secondary importance. 

Where the preference shareholders have no priority as to capital, 
they stand on the same footing as the ordinary shareholders, so 
that if the respective capitals are revised, it can be readily seen 
that the greater the proportion of capital, the greater the return. 
Further, if the preference shareholders have the right to share in a 
surplus in the winding up (which they do not possess if preferential 
as to capital unless the articles expressly so state) such surplus will 
be divisible proportionately to capitals. 

Where the preference share capital remains unaltered^ and the 
holders possess no right to share in a surplus in the winding up, the 
position is simple. The preference shareholders obtain the same 
undiminished right of return of capital, but thereafter every- 
thing belongs to the ordinary shareholders. 

Where the preference shareholders have the right to participate 
in a capital surplus arising in a winding up, the important matters 
for them are — 

(1) preserving their original capital ; 

(2) the sharing of the surplus. 

So far as relates to the ordinary shareholders, they are concerned, 
first, in the repayment of their capitals, so that the smaller the pre- 
ference share capital the greater is the possibility of a repayment to 
them ; whilst, secondly, they are concerned in obtaining the return 
of their original capital (if possible), so that, in addition to being 
interested in cutting down the amount of preference share capital, 
they wish to .see their own capital as large as possible, because after 
payment of the preference share capital, they will receive all the 
remaining surplus up to the extent of their revised capital, and the 
higher the relative proportion of the ordinary capital to the preference 
t'apital the more favourable is the ordinary shareholder's position. 
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Where the preference shareholders have the right to participate in 
the surplus the same principle applies (as mentioned on page 1023). 

Illustration. The share capital of X, Ltd., is 2,000 preference 
shares and 2,000 ordinary shares all of £1 each fully paid. The 
preference have priority and participation rights in winding up. 
Assuming that the assets realize (on liquidation) £3,200, show in 
columnar form the respective positions assuming (i) no reconstruc- 
tion, (2a) a reconstruction by which the preference shares were cut 
down by £500 and the ordinary shares by £1,000, {2b) a reconstruc- 
tion by which the preference shares were cut down by nil and the 
ordinary shares by £1.500. 



1 i 

i (2«) 1 

1 


1 Pretereure j 

Ordinary j 

Preference 

Ordinary 

j Prefer^nre 

Ordinary 

le payment of Capitals- 
Kcfercnce . 

^ 1 

2,000 

r 

^ i 

1.500 


2,00c 

/ 

Ordinary 


1,200 

Nil 

1,000 

280 

\ 

500 

Surplus {pari passu) 

Nil j 

420 

560 

140 


£2,000 

£1,200 

£1.920 

£1.280 

£2.560 

£640 


Illustration. X, Ltd., has a share capital of 5,000 7 per cent pre- 
ference shares and 5,000 ordinary shares, all of £i each fully paid. 
There is a capital loss of £4,000, of which £1,000 is to be borne by 
the preference shareholders and the balance by the ordinary share- 
holders. On liquidation the assets realize £15,000 after all expenses 
and creditors have been paid. The profits were: Years i, 2, 3, and 
4t £300* £350/ £600, and £1,000 respectively. 

Set out in tabular form the respective positions of the two classes 
of shares, contrasting them : (i) assuming no reconstruction ; (2) on 
the basis of the above reconstruction. 


(i) Where the preference shares are non-cumulative and without 
preference as to repaynnent of capital, or right to participate in 
surplus (all profits have been paid in dividends) — 


Yearly Profits and 


^ J 


(2) 

Dividends ; and Repay- 
ment of Capitals 

Total 

Preference 

Ordinary 

Total 

Preference 

Ordinary 

Dividends — 
Year i . 

„ 2 . 

3 • 

4 • 

* 300 
350 

600 

1,000 

£ 

2.260 

350 

350 

350 

£ 

1,050 

£ 

Nil 

300 

250 

650 

£ 

1,200 

£ 

2,260 

£, 

280 

280 

280 

280 

£ 

X.120 

£ 

20 

70 

320 

720 

i 

1,130 

Re^yment of 
Caf^tals— 
Inference 
Ordinary . 
Surplus to 
Ordinary 

5,000 

3.000 

5.000 

15,000 


3,000 

5,000 

5,000 

10,000 

4,000 

11,000 


4,000 

2.000 

9.000 

11,000 










£ 

17,260 


£6,050 

£ 

11,200 

(17,260 


£5.iao 

£ 

12,130 















^ It is assumed that the directors decide not to recommend the payment 
of the preference dividend in this year inasmuch as the profits do not wholly 
cover it. If ,^300 [i.e. 6% on the preference shares] was paid there would 
be no dividend on the ordinary shares in Year 2. 
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(ii) Where the preference shares are cumulative and without pre- 
ference as to repayment of capital, or right to participate in surplus 
/all profits have been paid in dividends) — 


Yearly Profits and 
Divideuds . and Repay- 
ment ol Capitals 

Total 

(.) 1 

Total 

1 (») 

Preference 

Ordinary 

Preference 

Ordinary 

OividMds — 

£ 

£ 

A 

£ 

A. 

£ 

£ 

£ 

£ 

£ 

£ 

Year x 

300 


Nil 


NU 



280 


20 


.* 2 

350 


350 


NU 



280 


70 


>. 3 

600 


1700 


200 



280 


3*0 


.. 4 

1,000 

2,250 

350 

1,400 

650 

850 

2,250 

280 

1,120 

720 

Z|i 30 

Repayment of 












Capitals — 












As ui(x) 


15,000 


5,000 


xo,ooo 

mtm 


4,000 


XX, 000 


£ 

17,250 


£6,400 

£ 

10,850 

£ 17,250 



£ 

12,130 














(iii) Where the preference shares are cumulative without prefer- 
ence as to repayment of capital or right to participate in surplus, 
but the right to have “arrears'* paid on dissolution. (No dividends 
have been paid.) — 


Yearly Profits and 

Re payment of Capitals. 

Total 

(I) 

Total 

(2) 

i 

Preferenre | 

Ordinary 

Preference 

Ordinary 

nmdmds— 

£ 

£ 

£ 


£ 

£ 

i 

£ 

£ 

£ 

£ 

Year i 

300 



Nil 


Nil 



Nil 


Nil 

.. 2 

350 



Nil 


Nil 



Nil 


Nil 

3 

600 



Nil 


Nil 



Nil 


NU 

>. 4 

1,000 



Nil 


Nil 



Nil 


Nil 


£2,250 











Repayment of 












CapUals — 

1 











Preference 












"Arrears” 


1,400 

1,400 




1,120 

1,120 




Preference 












Capital 


5,000 

5,000 




4,000 

4,000 








6,400 





.5.1*0 



Ordinary 


5.000 



5.000 


2,000 



2,000 


Surplus to 












Ordinary 


5,850 



00 

0 

10,850 

10,130 



10,130 

X 2 ,X 30 



17,250 


£6,400 

£ 

10,850 

( 17,250 


£5.1*0 

£ 

12,130 


(iv) Where the preference shares are non-cumulative, with pre- 
ference as to repayment of capital, together with the right to 
participate in surplus (all profits have been paid in dividends) — 

* Assumed arrears cleared in Year 3. 

* For the purpose of comparison the sum of 1^17,250 has been taken as the 

3 -mount available for distribution in the dissolution, i.e. sind £2^2^o 

profits which have not been distributed. 

It is assumed that "surplus*' covers both that of capital and of revenue. 
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In dealing with the above examples, it has not been thought 
necessary to repeat the fact of the importance of voting rights 
(mentioned on page 1017), but this is an exceedingly important 
matter. 

In examination problems the student will have neither time nor 
opportunity to deal in detail with all phases already outlined ; but 
he will be expected to pay prime attention to the dividend aspect, 
with a brief reference to the winding-up position, as this is com- 
paratively less important than the former; yet an understanding 
of the guiding principles of the latter should be known. 

As a matter of practice, it is quite impossible to view the 
winding-up position with certainty, the contingencies being so 
very numerous and frequently utterly incapable of jeven an 
approximate prognostication. , 

It is, therefore, a matter of importance not only to\ bestow 
great care in the formulation of the scheme of reconstruction, but 
to choose carefully the opportune time. The necessity for the latter 
precaution may cause a delay not only of weeks, but of montlis, 
before a fair, equitable, and workable scheme can be prepared so 
as to meet with the approval of all interested parties. 

Illustration. A company has passed through a period of heavy 
losses and, in the opinion of the directors after full consideration, 
the time to deal with the reconstruction has arrived. Its Balance 
Sheet at 30th June, 1953, may be summarized as follows — 


Balance Sheet as at 30TH June, 7953 


Share Capital Authorized 

i 

Goodwill at Cost 

i 

10,000 

and Issued — 

100,000 6% Cumulative 


Works and Plant at Cost, 
less Depreciation . 

Stock, Work in I^rogress, 
Book Debts, Cash, less 

110,000 

Preference Shares of 
£i each . 

100,000 


130,000 Ordinary Shares 


Trade Liabilities . 

31,000 

of £1 each 

130,000 

Profit and Loss Account . 

79,000 

{Note. The cumulative 
dividend on the Preference 
Shares has been paid up to 
31st December, 1951.) 

£' 2 ^ 0,000 


£2^0,000 


Each share (both preference and ordinary) carries one vote. On 
a liquidation the cumulative preference share capital is repayable 
at par plus any " arrears " of dividend, and all surplus goes to the 
ordinary shareholders. 

It is believed that the net profits in future will average £12,000 
per annum. The floating assets, less liabilities, are considered to be 
worth the book figure of £31,000; goodwill is considered valueless; 
works and plant are revalued at £101,500. 

A recapitalization being desired, you are requested to reframe 
the Balance Sheet as it would appear after giving effect to such 
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recapitalization (involving a reduction in the nominal amount of 
tlie issued share capital) as you consider would be likely to com- 
mend itself to both the preference and the ordinary shareholders. 
Show how the rights of each class would be altered under the 
sclieme you propose. 

The company desires to avoid the creation of a new class of shares. 

Before dealing with the scheme, the student will observe that the 
words in italics are important, and it will be advisable to preface 
tlie answer by stating the assumptions that there is sound justifica- 
tion for the belief, and that the yearly profits will not fluctuate 
unduly from the average of £12,000. 

The question confines the scope by reason of the statements that — 

(1) The preference capital is repayable at par, plus "arrears." 

(2) The ordinary shareholders are entitled to any surplus. 

(3) The preference shareholders have priority in the winding up. 

(4) The scheme is to provide for some diminution of the nominal 
value of the preference shares, as well as the ordinary shares. 

(5) No new class of shares is to be created. 

On the other hand, the question contains no information as to 
the possibility of the company requiring additional working capital, 
nor the amount and security of the creditors. This may be com- 
mented on, but ignored in the working of the problem. 


Reframed Balance .Sheet as at 30TH June, 1953 


Authorized Share Capital — 
100,000 7% Preference 

Shares of 17s. 6d. each . 
712,500 Ordinary Shares 
of 4s. each . 

i 

87.500 

142.500 

Works and Plant at Cost, 
less Depreciation, less 
amounts written off 
under Scheme 

Stock, Work in Progress, 
Book Debts, Cash, less 
Trade Liabilities . 

L 

loi ,500 

Issued Share Capital — 

100.000 7% Preference 

Shares of 17s. 6d. each 
fully paid . . (a) 

180.000 Ordinary Shares 
oif 4s. each fully paid (fc) 

5% Income Certificates of 
6s. each . . (c) 

87,500 

36,000 

9,000 

3 1 ,000 


£132,500 


132,500 






The preference shareholders will receive — 

(i) One new 7% Preference Share 
of 17s. 6d. fully paid in ex- 
change for one old Prefer- 
ence Share . . . 100,000 at 17s. 6d. 


(2) One new Ordinary Share of 
4s. fully paid for two old 
Preference Shares 


100,000 


50,000 at 4s. 


i 


87,500 (a) 


2 


10,000 (b) 



1030 


ACCOUNTANCY 


(3) Three 5% Income Certificates 
of 6s. each for every ten old 
Preference Shares for i J 

years' “arrears" [£9.000] « X 100,000 ** 30,000 at 6s. 9.000 (c) 

The ordinary shareholders will receive — 

One new Ordinary Share of 43. 
fully paid for one old Ordinary 

Share . . . . . « 130,000 at 4s 26,000 {h] 

Alternatively, the following scheme might be suggested. 

The preference shareholders will receive — 

I £ 

I 

50.000 at £i '^0,000 

\ 

50.000 at 7s 6d. 1^1,750 


50,000 at 6s. 15,000 

The ordinary shareholders will receive — 

One new Ordinary Share of 
7s. 6d. fully paid in exchange 

for one old Ordinary Share . =* 130,000 at 7s. 6d. 4^,750 

The position of the shareholders before and after the scheme may 
be contrasted, as well as the relative position as between alternative 
schemes with reference to the profits of £12,000 indicated in the 
question, on the lines shown in the succeeding illustration. 

Illustration. Z, Ltd., proposes the following scheme of recon- 
struction — 

The issued share capital is to be reduced by £110,339 by (a) 
writing 5s. off each 8 per cent £i cumulative preference (partici- 
pating) share, each reduced preference share to be subdivided into 
one non-cumtdative 8 per cent preference share of los. fully paid 
and one ordmary share of 5s. fully paid ; (6) by writing 15s. off each 
of the £i ordinary shares. The preference dividends in ** arrears '' for 
nine years are to be cancelled. 

The preference shareholders are at present entitled to 25 per 
cent of surplus profits after payment of (a) their 8 per cent cumu- 
lative dividend ; {&) 20 per cent of remaining profits to a fund for 
redeeming certain certificates issued in 1935 in lieu of three years' 
preference dividend arrears " ; and (c) 10 per cent on the ordinary 
shares. Under the scheme 20 per cent of remaining profits to fund 
in ( 5 ) above is to be continued. 

The Balance Sheet (abridged) before the scheme is as follows — 


(1) One new 8% Preference Share 

of £i fully paid for two 
old Preference Shares 

(2) One new Ordinary Share of 

7s. 6d. each fully paid for 
two old Preference Shares 

(3) One 5% Income Certificate 

of 6s. for two old Ih-e- 
ference Shares. 
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Issued Share Capital — 

8% Cumulative Prefer- 
ence Participating 
Shares oi £1 each fully 
paid .... 
Ordinary Shares of £1 
each fully paid . 


I 

299.993 

47.I2I 


Sundry “Net” Assets 


£ 

347.114 


/347.1M 


You are required (A) to show the Balance Sheet after the scheme 
has been sanctioned; and (B) to make brief comments on the 
scheme itself. Ignore the winding-up aspect, and nominal capital. 

(y4) Balance Sheet {after Reconstri'ction) 

t I 

Issued Share Capital- ' j Sundry “ Net " Aiseto * 36,775 

8% Non-cumulative Preference 1 

Shares of 10s. each fully paid X49,996j 
Ordinary Shares of 5®- each 
lully paid— 

£ s. d. 

> [AUotte<l to Old 
I^efereiice 

Shareholders] 74,998 5 o 
[Allotted to Old 
Ordinary 

Shareholders] x 1.780 5 o 

86,778 

£236,775! oj Oj £236.775' 

(B) The following points emerge from the scheme — 

(1) The preference shareholders sacrifice nine years' dividends 
and relinquish a substantial claim on future profits. 

(2) Although the rate of dividend remains the same, the pre- 
ferential right of the preference shares to dividends is reduced by 
exactly half. 

(3) The preference shareholders lose entirely their cumulative 
and (for what they are worth) their participating rights. 

(4) As against the above, the preference shareholders are given 
over 86 per cent of the “equity” of the business which will tend to 
compensate them for the relinquishment of the participating rights. 
In fact, the scheme clearly separates the “ preferentii ” from the 
"equity” rights and simplifies the p)osition. 

(5) The old ordinary shareholders have less preference capital 
ranking in front of them for dividend, but as a residt of the scheme 
have less than 14 per cent of the equity of the business 

(6) The scheme releases for payment to ordinary shareholders 
future profits, as otherwise they would be charged with the nine 
years' “ arrears ” of preference dividends, together with current 
preference dividends on £299,993, as against £ 149 . 99 ^ 

1 Proportion of “equity” « 86% approximately. 

* Proportion of “equity” <=* 14% approximately. 
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(7) As the proportion set aside for certificate redemption is 
increased (as shown below) the current divisible profits are reduced, 
but this allocation will cease when the amount required to pay off 
the certificates has been raised. 

In short, the old preference shareholders forgo all claims based on 
the past, but secure the substantial and major share of the equity " ; 
whilst the old ordinary shareholders, in consideration of obtaining 
dividends at an early stage, sacrifice in favour of the old preference 
shareholders the bulk ol their " equity." 

The effects of the scheme may be gauged by assuming divisible 
profits of £10,000, £30,000, and £50,000. The comparative positions 
would be — 


Profits 

j Old Preference 

j Shareholders 

Old Ordinaty 
Shareholders 


Before 

After 

Before 

After 


Scheme 

Scheme 

Scheme 

Scpeme 

£ 

£ 

£ 

£ 

£ 

10,000 

10,000 

10,000^ 

Nil 

Nil 

* *30,000 

(a) 24.022 

(6) 24.445 

(“) 4.778 

W i.t )55 

50,000 

28,022 

38,273 

16,778 

4.127 


• These amounts are arrived at as follows — 


Position before Scheme 



Preference 

Shareholders 

Ordinary 

Shareholders 

Profits ..... 

Less 8% Dividend on Preference 
Shares .... 

£ 

30.000 

24.000 

i 

24,000 


Less 20% Provision for Certifi- 
cate Redemption *. 

1 6,000 

1,200 


Less 10% Dividend on Ordinary 
Shares .... 

4,800 

4 » 7 i 2 


4.712 

Divisible — £ 

25% thereof for I^re- 
ference Shareholders . 22: 

75% thereof for Ordi- 
nary Shareholders . 66 

00 00 

OC 00 

22 

66 



;^24,022 

;^ 4.778 


^ Allowing nothing for provision for redemption of certificates. The calcu- 
lations are made upon the assumption that the preference shares were ;£30o,ooo, 
the difference of 7 beinjg signatories' shares. 

• The total profits divided before the scheme were ;f28,8oo (see (a) above), 
and after the scheme ^£26,400 (see (b) above), the diminution of £2,^00 arising 
from the increased allocation to Certificate Redemption Fund (as shown above 
and on page 1033). 
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Position after Schbmb 




Old 

Old 



Preference 

Ordinary 



Shareholders 

Shareholders 



£ 

£ 

lYofits ..... 

30.000 



Less 8% Dividend on 299,993 




Preference Shares of los. each 

12,000 

12,000 



18,000 



Less 20% Provision for Certifi- 




cate Redemption ^ . 

3.fioo 




14,400 



Payable as Dividend on Ordinary 




Shares — 




(i) 299.993 of 5 S. each'£i 2,445 


12.445 


(ii) 47,121 of 5S. each 1,95.5 



1.955 


14,400 





£24.445 

i ».955 






^ See note 2, page 1032. 

Calculations based actually upon 300,000 shares (see note i, page 1032). 
The profits available for distribution to the ordinary shareholders are 
divisible in the proportion of 299,993 : 47.121. 

'fhe calculation for the division of the profits of £$o,ooo will be 
similarly made. 

In all cases the resultant voting power must be carefully noted. 


Examination Problem 

The following reconstruction scheme is approved by a majority of the 
shareholders of a public company with a capitsd of ;£6oo,ooo in fully-paid shares 
of £j each. 

A new company is to be formed, to take over the entire undertaking of the 
original company, with a capital of ;^6oo,ooo in shares of los. each. Original 
shareholders are to have the right to apply for five shares in the new company, 
paid up to the extent of 8s. per share, for every three shares of the old company. 
Cash creditors, amounting to £30,000 are to be paid off, and the costs of the 
scheme, £3.000, are to be paid by the new company. 

Assume that, in due course, all the original shareholders applied for, and 
were allotted, the shares in the new company to which they were entitled, a 
call of IS. per share was made, and the creditors and coats were paid as 
arranged. 

Show — 

(1) The issued share capital of the new company as it will appear on the 
Balance Sheet. 

(ii) The reserve, if any, available for writing down assets. 

(iii) The cash available for the new company. 

(Institute of Chartered Accountants Inter.) 


(i) Issued Share Capital — 

1,000,000 shares of los. each, 9s. paid 


i 

450,000 
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(ii) Capital Reserve— 

i 

i 

Paid-up value ot shares in old company 

[“ net " assets] .... 


600,000 

Less shares issued in exchange, 1,000,000 

credited with 83. paid . 

400,000 


costs of scheme .... 

3,000 

403,000 

Amount available for writing down assets . 


ligj,QOO 

(iii) Cash available for new company — 

Call, 1,000,000 shares, is. each 


50,000 

Less creditors paid off . 

30,000 


costs of scheme .... 

3,000 

33.000 

Net cash available ..... 


£17,000 

[The above question will be answered easily if the entries 

are jaumalizeU 


and posted to rough Ledger Accounts.] 

Miscellaneous. Many difficulties may arise in practice, eve^ in the 
case of comparatively simple amalgamations, and the following are 
probably the more important matters which must be considered — 

(1) The method most likely to receive the requisite approval of members, 
e.g. approval of 90 per cent in value required before compulsory share acquisi- 
tion powers of Section 209, Companies Act, 1948, operate, special resolution 
only required to authorize liquidator to accept shares, etc. in consideration for 
transfer of business or property under Section 287. 

(2) The taxation advantages and disadvantages of the various methods. 

(3) The “freezing" of revenue reserves as prc-acquisition profits. Where a 
holding company is to acquire the share capitals of two or more existing 
companies, all reserves of the latter will be frozen (except possibly for profits 
earned subsequent to a prior takeover date as from which the shares are 
acquired) but the reserves of one of the existing companies can remain free 
if it becomes the holding company and, if desired, sells its undertaking to a 
new subsidiary company in exchange for shares. 

(4) The requirement of Section 56, Companies Act, 1948, for a company, 
where applicable, to raise a Share Premium Account whether its shares are 
issued for cash or otherwise (vide Henry Head Co,, Ltd. v. Ropner Holdings, 
Ltd., where a holding company which had acquired subsidiaries by an exchange 
of shares had to create a Share Premium Account equal to the difference 
between the nominal value of the shares it issued and the true value of the 
assets acquired as represented by the shares of the subsidia^ companies) 
This treatment results in an automatic freezing of pre-acquisition profits. 



CHAPTER XXIV 
HOLDING COMPANIES 

It has been seen in connection with Company Accounts that one 
form of merger takes place by the medium of the Holding Company. 
The procedure, it will be remembered, is not to acquire the assets 
with or without liabilities of the absorbed company, but its shares. 
The separate entity of the absorbed company remains undisturbed, 
the acquiring company paying out, or discharging in other ways, the 
claims of the shareholders of the absorbed company. Consequently, 
no entries are required in the financial books of the latter company, 
as the transaction merely involves the transfer of shares from the 
old shareholders to the new holder (the acquiring company) with 
the consequent alterations in the Register of Members. 

Definition of Holding Company and Subsidiary Company. Section 
154, Companies Act, 1948, states — 

(1) For the purposes of this Act, a company shall, subject to the provisions 
of subsection (3) of this section, be deemed to be a subsidiary of another if, but 
only if^ 

(a) That other either — 

(i) Is a member of it and controls the composition of its board of 
directors ; or 

(ii) Holds more than half in nominal value of its equity share capital; or 

(b) The first-mentioned company is a subsidiary of any company which 
that other* s subsidiary. 

(2) For the purposes of the foregoing subsection, the composition of a 
company's board of directors shall be deemed to be controlled by another 
company if, but only if, that other company by the exercise of some power 
exercisable by it without the consent or concurrence of any other person can 
appoint or remove the holders of all or a majority of the directorships ; but 
for the purposes of this provision that other company shall be deemed to 
have power to appoint to a directorship with respect to which any of the 
following conditions is satisfied, that is to say — 

(а) That a person cannot be appointed thereto without the exercise in 
his favour by that other company of such a power as aforesaid ; or 

(б) That a person's appointment thereto follows necessarily from his 
appointment as director of that other company ; or 

(c) That the directorship is held by that other company itself or by a 
subsidiary of it. 

(3) In determining whether one company is a subsidiary of another — 

(а) Any shares held or power exercisable by that other in a fiduciary 
capacity shall be treated as not held or exercisable by it ; 

(б) Subject to the two following paragraphs, any shares held or power 
exercisable — 

(i) By any person as a nominee for that other (except where that 
other is concerned only in a fiduciary capacity) ; or 

(ii) By, or by a nominee for, a subsidiary of that other, not being a 
subsidiary which is concerned only in a fiduciary capacity ; 

shall be treated as held or exercisable by that other ; 

(e) Any shares held or power exercisable by any person by virtue of the 
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provisions of any debentures of the first-mentioned company or of a trust 
deed for securing any issue of such debentures shall be disregarded ; 

(d) Any shares held or power exercisable by, or by a nominee for, that 
other or its subsidiary (not being held or exercisable as mentioned in the 
last foregoing paragraph) shall be treated as not held or exercisable by 
that other if the ordinary business of that other or its subsidiary, as the 
case may be, includes the lending of money and the shares are held or 
power is exercisable as aforesaid by way of security only for the purposes 
of a transaction entered into in the ordinary course of that business. 

(4) For the purposes of this Act. a company shall be deemed to be another's 
holding company if, but only if, that other is its subsidiary. 

(5) In this section, the expression ‘‘company*’ includes any body corporate, 

and the expression "equity share capital" means, in relation to a company, its 
issued share capital excluding any part thereof which, neither as respects divi- 
dends nor as respects capital, carries any right to participate beyond a specified 
amount in a distribution. j 

From this it will be seen that, before a subsidiary /holding company 
relationship can exist, there must, subject to direct and^ndirect 
holdings and control, be beneficial ownership of more than pne-half 
in nominal value of the equity share capital or share ownership 
combined with power to control the composition of the board of 
directors. The definition, however, embraces sub-subsidiaries and 
other companies where the requisite share-ownership or power of 
control is held by two or more companies in a group. To constitute 
equity share capital there must be the right to participate without 
limit in a distribution of either dividend andjor capital. 

Advantages and Disadvantages of Holding Companies. The ad- 
vantages are — 

(1) Preservation of separate entities, thus avoiding the sacrifice 
of the goodwill of the subsidiary company. 

(2) Different accounting periods may be used where in the opinion 
of the directors there are good reasons for doing so, although other- 
wise as will be seen later Section 153 of the Companies Act, 1948, 
requires the same period to be used for the holding company and 
its subsidiaries to facilitate the preparation of group accounts. 

(3) Losses of a subsidiary company previously incurred may be 
carried forward for Income Tax purposes together with capital 
allowances, if any ; whereas by an ordinary amalgamation the ab- 
sorbed company, no longer being an entity, would sacrifice such right. 

(4) Clear results of the operations and of the financial positicm of 
each constituent part are easily ascertained by the management, 
although the Consolidated Balance Sheet will disclose only matters 
that relate to the group as a whole. 

(5) By the simple expedient of selling shares in the sqjbsidiary, 
the holding company can release its control or indeed the whole of 
its interest in the subsidiaiy. 

The disadvantages are (in addition to those attendant upon any 
amalgamation) — 

(1) Danger of fraudulent flotation and manipulation. 

(2) Danger of oppression of minority shareholders. 
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(3) Lack of information to holding company members as to the 
real worth of the investments in the subsidiary companies, although 
tliis is now obviated to some extent by the compulsory submission 
of group accounts. 

(4) Favouritism. One section may be allowed to sell at exorbitant 
prices to another section ; advancement of moneys to a constituent 
company at excessive interest, or conversely, at unremunerative 
interest or without security. 

(5) Resulting from {4), the position of creditors and other mem- 
bers of the subsidiary company may be jeopardized. 

(6) Excessive Directors' Fees. Several or all directors of the hold- 
ing company may join the Board and receive excessive fees from the 
subsidiary company, 

(7) Accounting difficulties, e.g. in dealing with the valuation of 
stocks and proper recording of inter-company transactions. 

(8) Where the subsidiary company is quoted on the Stock Ex- 
change, the limited number of minority shares may prevent a 
“free” market in the shares. 

(9) It is difficult to appraise the true earning capacity of sub- 
sidiary companies. 

(10) Profits and losses of individual subsidiary companies are not 
usually disclosed, although under the Companies Act, 1948, Balance 
Sheet and accounts will have to be filed with the Annual Return. 

Creation of the Holding Company. The Holding Company may 
come into existence — 

(a) Entirely as a new company to acquire all or a majority of tlie 
shares in (i) new companies and/or (ii) already existing companies 
for either (i) Cash and/or (2) Shares exchange. 

(ft) By an already existing company forming new companies or 
taking over existing companies by way of development and 
expansion. 

Particularly as regards new companies formed, the purpose may 
be (a) to oust weaker rivals, (ft) to ''departmentalize” activities, 
e.g. formation of companies in particular areas (including overseas) 
or with limited functions such as supplying raw materials, manu- 
facturing, carrying out repair work, marketing the finished products, 
or in exceptional cases, to carry out all the operational functions. 

A particular difficulty arises where shares are acquired from share- 
holders of existing companies (as distinct from those formed by the 
Holding Company where all the shares in the new companies can 
be acquired) by reason of the inability to acquire all the shares of the 
existing companies, as some shareholders will not or cannot sell 
their shares. These shareholders form, almost invariably, a minority, 
and the terms majority (or controlling) interest and minority (or 
outside) interest are used to denote the shareholding of the Holding 
Company and the other shareholders respectively. 

It has been seen that the essential factor is that the company 
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holding shares in other companies {a) does so deliberately to obtain 
control and (6) does, in fact, exercise directly or indirectly such 
control of the activities of those other companies. 

The law has laid down certain minimum requirements in order to 
bring companies within the rules appertaining to Holding Companies 
and Subsidiary Companies, but in order to exercise undoubted and 
paramount control a Holding Company ought (from the business 
point of view) to be in a position to force through an extraordinary 
and special resolution — which requires a majority of not less than 
three-quarters of the shareholders entitled to vote (and voting) at a 
meeting called for the purpose of passing such a resolution, so that 
effective voting power is essential. On the other hand, companies 
(even if not Holding Companies as defined by the CompaniesjAct, 1948) 
do dominate the destinies of companies in which they have substantial 
holdings, although well below 50 per cent as (i) many, in JSp,ct most, 
shareholders neither attend meetings nor trouble to fill up a proxy 
form, (2) even if they do attend they may not cast their votei, (3) they 
may be at variance with other shareholders when importafit issues 
arise so that the voting power of the substantial shareholder often 
scores over the divided votes of the other shareholders, and (4) 
many shareholders follow the lead of the big shareholder. 

Book-keeping Entries in the Holding Company. On the purchase 
of the shares the acquiring company (holding company) will debit 
Shares in Subsidiary Company Account and credit Cash, Share 
Capital, or Debentures Account, according to the manner in which 
the claims of the shareholders of the absorbed company are satisfied. 

With regard to dividends received by the holding company from 
a subsidiary company, only the dividends out of profits made after 
the date of the purchase by the holding company can be credited to 
the Profit and Loss Account of the latter. 

Illustration. The following is the Balance Sheet in abridged form 
of S, Ltd., all the shares of which are purchased at the date of the 
Balance Sheet by H, Ltd., for £8,000. 


S. Ltd., Balance Sheet 


Share Capital (;^i) 
Reserve . 

Profit and Loss Account 
Creditors . 


L 


3,000 

Sundry Assets 

3.300 


1,700 


1,000 


^9,000 



i 

9,000 


^9,000 


Although in law the holding company has acquired shares^ the 
accounting must have regard to net assets acquired. These are 
£9,000 assets, less creditors £1,000. This balance is reflected in 
share capital £3,000 and undistributed profits of £5,000, so that 
whenever the latter are paid out in dividends, the receipt in the 
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books of the holding company must be treated as a return of the 
purchase price ; this can readily be seen if it is assumed that on the 
day following the purchase this has been done. The Balance Sheet 
will be — 

S. Ltd., Balance Sheet 


Share Capital . 

£ 

3,000 

Sundry Assets . 

£ 

4,000 

Creditors .... 

1,000 

1 



£4,000 


£4,000 


The Investment Account of the holding company would appear 
thus — 

Dr. Shares in Subsidiary Company Cr. 


To Cash for Purchase of 
3,000 Shares of £i each 
at £a 131 4d. a share . 


£ 

8,000 


By Dividend received in 
respect of I^ofit 
prior to Purchase . 
„ Balance . 

c/d 

£ 

5.000 

3.000 



£8,000 




£8,000 

To Balance 

b/d 

3,000 






Dividends from a subsidiary company out of its profits earned 
subsequent to the purchase of the shares by the holding company 
will be credited to Profit and Loss Account in the books of the latter. 

In regard to losses, these may have been incurred before or after 
the purchase by the holding company. The losses incurred prior to 
the purchase by the holding company would normally be taken into 
account in estimating the value of the shares acquired, so that all 
subsequent profits may be properly credited, upon the payment of 
dividends, in the books of the holding company. In regard to losses 
incurred since the date of the acquisition by the holding company, 
it is usual to create a provision therefor in the books of the latter and 
show it as a deduction from the investment in the Balance Sheet. 

It is an unsound practice to bring into account the profit of the 
subsidiary otherwise than by way of dividends received, but if this 
is done the amount should be shown separately in the Balance 
Sheet of the holding company. 

Illustration. On ist April, 1952, Holdings, Ltd., purchased 18,000 
ordinary shares of each fully paid in Sub, Ltd., at £2 5s. a share. 
On 31st December, 1952. the latter company paid a dividend of 
75 per cent, together with a bonus share dividend of one for three." 

The Profit and Loss Appropriation Account of Sub, Ltd., was in 


credit as follows — Cr. 

1951 i 

Dec. I By Balance brought forward . . 20,000 

Nov. 30 ,, Profit for the Year brought down 12,000 


32.000 
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The issued share capital of Sub, Ltd., was £20,000 in ordinary 
shares of £1 each fully paid. 

Ignoring income tax and narratives, show the Journal entries 
of Holdings, Ltd., in respect of the cash and bonus dividends on the 
shares held in Sub, Ltd. 

(i) Cash Dividend— 

In all cases of this type it must be decided whether the dividend 
is to be considered as being paid out of current profits, or out of the 
balance of Profit and Loss Account brought forward, or partly out 
of each. Depending upon this consideration, the entries will be — 
(a) Current profits utilized as far as possible (this solution is 
based on the principle that dividends are paid, in the absence of 
other information, out of the latest available profits). | 

JOURNAL 

1952 i 

Dec. 31 1 Cash ...... Dr. 

I'o Investment (or Shares) in Sub, 

Ltd 

,, Dividends Receivable . 


£ 

13.500 


6,300 

7,200 


The above dividend is partly capital and partly income, the latter 
being (^^jtlis of 90 per cent of £12,000, representing the accruing 
income from the date of purchase (ist April, 1952) to the end of 
the financial year (30th November, 1952) on 18,000 shares, being 
90 per cent of the issued share capital of Sub, Ltd. 

The apportionment is analogous to that required in Executorship 
Accounts and, strictly, should be calculated in days, i.e. of 90 per 
cent of £12,000. 

(h) If paid out of the balance of Profit and Loss Account the whole 
of the dividend will be credited to the Investment Account. 

(c) The third alternative is to split the dividend between the 
balance forward and the current year s profit in proportion to theii 
respective amounts, so that as far as Holdings' 90 per cent share of 
the £15,000 dividend is concerned, the allocation is — 


Balance Forward 


90% X X .fis.ooo = £^>437 los- 

32,000 


Current Profit 


90% X X 5,000 = £5,062 lOS. 

32,000 ** *' 


As, however, the latter is for the year to 30th November and the 
shares were purchased on ist April, only -j^ths of this can be re- 
garded as income. The entries will therefore be — 


Journal 

1952 

Dec. 31 Cash .... 

To Investment in Sub, Ltd. 

,, Dividends Receivable 
[| X £5,062 los.] 


£ 

£ 

13.500 

10,125 

3.375 



HOLDING COMPANIES 


1041 


(2) Bonus Dividend— 

As to the bonus share dividend, the numerical holding is increased 
from 18,000 to 24,000 shares, but the true value of the equity remains 
unchanged. No journal entry is therefore required, the only entry 
in the books being in the nominal column of the Investment Account 
m respect of the additional shares. Even if all the bonus shares are 
sold, there will be no profit unless the net proceeds of the latter 
exceed one-quarter of the cost of the original holding after deduction 
of that part of the dividend which is a retuni of the outlay : that is, 
the bonus shares sold realize three-quarters of the original net cost 
per share. Thus, taking the entries made in {la), the original net cost 
of the shares — 18,000 at 45s. each — is ^^40,500 less the proportion of 
the dividend £6,300, making £34,200. On 18,000 shares this gives a 
net cost per share of 38s., but taking the bonus issue into account, on 

24.000 shares, a net cost per share of 28s 6d.. so that before any profit 
can be made the bonus shares must realize f of the original net cost 
\)CT share, i.e. | of 38s. = 28s. 6d. 

Illustration. K. Ltd. on ist August, 19. ., purchased 25,000 6 per 
cent Cumulative Preference Shares and 1,000 Ordinary Shares (all 
£i each, fully paid) at 22s. and 60s. respectively in D. Ltd. 

The Balance Sheet of D. Ltd. at 30th November, 19. showed 
Profit and Loss Account in credit as follows — ^ 

Profit brought forward .... 1,600 
Profit for year ..... 3,600 

The issued share capital of D. Ltd. was 30,000 Preference and 

2.000 Ordinary Shares. 

At the annual general meeting the members approved the follow- 
ing recommendations of the Directors — 

(1) Pa5mient of two years* Preference Dividend to date. 

(2) Payment of Ordinary Dividend of 75 per cent. 

Draft Journal entries, ignoring narratives and taxation, to record 
the receipt of these dividends in the books of K. Ltd. 

The position on ist August, 19. . (acquisition date) is — 

Applicable to 



Total 

Preferenc 

Ordinary 


£ 

£ 

£ 

Profit brought forward 

1,600 

Year’s 

Dividend 1,800 


Proportion of profit for 


8 mths. 


year accruing — 


Balance 

T'T oi £$,600 . 

2,400 

Dividend 1,200 

K. Ltd., proportion — 
Preference — jjg 

;^ 4.000 

/3.000 

;£l,000 


£2,500 

■ £500 

Ordinary—^ 




These last figures represent the capital proportion of the first 
dividends received by K. Ltd. from D. Ltd. and will therefore be 
credited to the Investment Account. The excess of the dividends 
received over these amounts will be credited to Dividends Receivable. 
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I Cash (2 years* dividend on 25,000 Pref. Shares) 

1 To D, Ltd. Preference Shares Investment 
„ Dividends Receivable. 

Cash (75% on 1,000 Ordinary Shares) 

To D, Ltd. Ordinary Shares Investment 
„ Dividends Receivable. 

Note. This is the most prudent solution, but the alternative methods 
described in the previous illustration may be used. 

Sometimes holding companies bring into their accounts all the 
profits or losses of their subsidiaries — although not legally compelled 
to do so, and, indeed, as mentioned, it is an unsound policy — treating 
the subsidiaries as debtors for profits and crediting a sepamte account 
called "Profits and Losses of Subsidiary Companies Amount," or 
"Subsidiary Companies Revenue Account," losses being treated 
conversely. On the receipt of dividends by the Holding Ipompany, 
cash will be debited and the Subsidiaries Profits Account 'credited. 

Illustration. Sub, Ltd., in its first year loses £5,000 ; in its second 
year makes a profit of £12,000 and pays a dividend of £6,000. Show 
Journal entries, without narratives, in the books of the holding 
company, assuming that the latter company brings into account 
profits or losses of the subsidiary company ; and that the whole ol 
the share capital of Sub, Ltd., is held by the holding company. 
Journal 

Year 1 Profits and Ix)sses of Subsidiary Com- 
panies . . . .Dr 

To Sub, Ltd., Profits Account 
Sub, Ltd , Profits Account . Df. 

I'o l^ofits and I.osses of Subsidiary 
Companies .... 

Cash ... . . Dr. 

To Sub, Ltd., Profits Account 

The result is to show the Profits and Losses of Subsidiary Com- 
panies Account in credit for £7,000, £6,000 of which is received in 
cash, £1,000 being a debit balance on Sub, Ltd., Profits Account. 
The Profits and Losses of Subsidiary Companies Account is usually 
closed off to Profit and Loss Account. 

Where, as is usual, there have been inter-company transactions, 
all UNREALIZED profits must be reserved for or eliminated. The 
most frequent example of this occurs where a subsidiary company 
sells goods to the holding company or to another subsidiary at a 
profit to itself. In the books of the selling company the profit on 
the sale will be brought into its accounts, thus showing a profit 
to the group as a whole, although the goods may not have been sold 
to outsiders. Hence the necessity for a reserve in respect of such 
unrealized profit. Obviously, if the buying company has sold all the 
goods no adjustment is entailed. 



£ 

£ 


5,000 

5,000 


12,000 

12.000 


6,000 

6,000 
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Group Accounts. It will be obvious that the entries outlined in 
the previous pages appearing in the final accounts — ^i.e. an Invest- 
ment in Subsidiary Account at cost in the Balance Sheet and a 
credit to Profit and Loss Account in respect of dividends received 
—will give very inadequate information to the members of the 
Holding Company. For this reason, the submission of group accounts 
IS made compulsory by the Companies Act, 1948. Thus, Section 150 
of the Act states — 

(1) Where at the end of its financial year a company has subsidiaries, 
accounts or statements (in this Act referred to as "group accounts") dealing 
as hereinafter mentioned with the state of affairs and profit or loss of the 
company, and the subsidiaries shall, subject to the next following subsection, 
be laid before the company in general meeting w'hen the company's own 
Balance Sheet and Profit and Loss Account are so laid. 

(2) Notwithstanding anything in the foregoing subsection — 

(fl) Group accounts shall not be required where the company is at the 
end of its financial year the wholly owned subsidiary of another body 
corporate incorporated in Great Britain ; and 

( 6 ) Group accounts need not deal with a subsidiary of the company if 
the company’s directors are of opinion that — 

(i) It is impracticable, or would be of no real value to members of 
the company, in view of the insignificant amounts involved, or would 
involve expense or delay out of proportion to the value to members of 
the company ; or 

(ii) The result would be misleading, or harmful to the business of the 
company or any of its subsidiaries ; or 

(iii) The business of the holding company and that of the subsidiary 
are so different that they cannot reasonably be treated as a single 
undertaking ; 

and, if the directors are of such an opinion about each of the company’s 
subsidiaries, group accounts shall not be required : 

Provided that the approval of the Board of Trade shall be required for 
not dealing in group accounts with a subsidiary on the ground that the result 
would be harmful or on the ground of the difference between the business of 
the holding company and that of the subsidiary. 

(4) For the purposes of this section a body corporate shall be deemed to 
be the wholly owned subsidiary of another if it has no members except that 
other and that other’s wholly owned subsidiaries and its or their nominees. 

Moreover, it is provided in Section 152 that — 

(i) The group accounts laid before a company shall give a true and fair 
view of the slate of affairs and profit or loss of the company and the sub- 
sidiaries dealt with thereby as a whole, so far as concerns members of the 
company. 

(3) Without prejudice to subsection (i) of this section, the group accounts, 
if prepared as consolidated accounts, shall comply with the requirements of 
the Eighth Schedule to this Act, so far as applicable thereto, and if not so 
prepared shall give the same or equivalent information : 

Provided that the Board of Trade may, on the application or with 
consent of a company’s directors, modify the said requirements in relation 
to that company for the purpose of adapting them to the circumstances of 
tile company. 

Form of the Group Accounts. Having laid down the information 
which is to be given, the Act allows some latitude to the Directors 
in deciding how the information should be presented to the members, 
the relative section is— 
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151. — (i) Subject to the next following subsection, the group accounts, 
laid before a bolding company shall be consolidated accounts comprising*- 

(а) A consolidated Balance Sheet dealing with the state of affairs of the 
company and all the subsidiaries to be dealt with in group accounts ; 

(б) A consolidated Profit and Loss Account dealing with the profit or 
loss of the company and those subsidiaries. 

(2) If the company’s directors are of opinion that it is better for the 
purpose — 

(a) Of presenting the same or equivalent information about the state 
of affairs and profit or loss of the company and those subsidiaries ; and 
(fi) Of so presenting it that it may be readily appreciated by the com- 
pany’s members ; 

the group accounts may be prepared in a form other than that required by 
the foregoing subsection, and in particular may consist of more than one set 
of consolidated accounts dealing respectively wdth the company and one 
group of subsidiaries and with other groups of subsidiaries, or qjf separate 
accounts dealing with each of the subsidiaries, or of statements expanding 
the information about the subsidiaries in the company’s own accounts, or 
any combination of those forms. \ 

(3) The group accounts may be wholly or partly incorporated in the com- 
pany’s own Balance Sheet and Profit and Loss Account. 

In connection with the last subsection, the following subsection 
of Section 149 may be noted — 

(5) Subsections (i) and (2) of this section [which require the Balance Sheet 
and Profit and Loss Account to give a true and fair view of the state of affairs 
and profit or loss respectively, and require compliance with the Eighth 
Schedule] shall not apply to a company’s profit and loss account, if — 

(a) The company has subsidiaries ; and 

{b) The profit and loss account is framed as a consolidated profit and 
loss account dealing with all or any of the company’s subsidiaries as well 
as the company, and — 

(i) Complies with the requirements of this Act relating to consolidated 
profit and loss accounts ; and 

(ii) Shows how much of the consolidated profit or loss for the financial 
year is dealt with in the accounts of the company. 

Thus a consolidated Profit and Loss Account may be substituted 
for a separate Profit and Loss Account of the Holding Company. 

Financial Year of the Group. Since group accounts have to be 
prepared, it is obviously preferable from the accountancy point of 
view that the financial years of all the companies in the group should 
coincide. From the directors' point of view, however, there may be 
good reasons against it, the most common probably being the in- 
crease of tax liabilities on an adjustment of the accounting period. 
Section 153 of the Act therefore provides — 

(1) A holding company’s directors shall secure that, except where in their 
opinion there arc good reasons against it, the financial year of each of its 
subsidiaries shall coincide with the company’s own financial year. 

(2) Where it appears to the Board of Trade desirable for a hol| 3 ling com- 
pany or a holding company's subsidiary to extend its financial year so that 
the subsidiary’s financial year may end with that of the holding company, 
and for that purpose to postpone the submission of the relevant accounts to 
a general meeting from one calendar year to the next, the Board may on the 
application or wdth the consent of the directors of the company whose financial 
year is to be extended direct that, in the case of that company, the submission 
of accounts to a general meeting, the holding of an annual general meeting 
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jT the making of an annual return shall not be required in the earlier of the 
said calendar ye^rs 

On the other hand, by Section 152 (2) — 

WTiere the financial year of a subsidiary does not coincide with that of 
the holding company, the group accounts shall, unless the Board of Trade 
on the application or with the consent of the holding company’s directors 
otherwise direct, deal with the subsidiary’s state of affairs as at the end of its 
financial year ending with or last before that of the holding company, and 
with the subsidiary’s profit or loss for that financial year. 

The directors of the holding company, moreover, are required to 
annex to the accounts a statement showing — 

(a) The reasons why they consider that tlie subsidiaries’ financial years 
should not end with that of the holding company. 

(b) The dates on which the subsidiaries’ financial years ending last before 
that of the company respectively ended or the earliest and latest of those 
dates. (Eighth Schedule, Part II, paragraphs 15 (6) and 22.) 

Accounts of the Holding Company. The provisions of Part i of 
the Eighth Schedule of the Companies Act, 1948, have been con- 
sidered in the previous chapter. The following modifications of and 
additions to those requirements in respect of a company’s own 
accounts are contained in Part II of the Schedule — 

15. — (i) This paragraph shall apply where the company is a holding com- 
pany, whether or not it is itself a subsidiary of another body corporate. 

(2) The aggregate amount of assets consisting of shares in, or amounts 
owing (whether on account of a loan or otherwise) from, the company's sub- 
sidiaries, distinguishing shares from indebtedness, shall be set out in the 
Balance Sheet separately from all the other assets of the company, and the 
aggregate amount of indebtedness (whether on account of a loan or other- 
wise) to the company’s subsidiaries shall be so set out separately from all its 
other liabilities and — 

(а) The references in Part I of this Schedule to the company’s invest- 
ments shall not include investments in its subsidiaries required by this 
paragraph to be separately set out ; and 

(б) Paragraph 5, sub-paragraph (i) (a) of paragraph 12, and sub-para- 
graph (2) of paragraph 14 of this Schedule shall not apply in relation to 
fixed assets consisting of interests in the company's subsidiaries. 

(3) There shall be shown by way of note on the Balance Sheet or in a 
statement or report annexed thereto the number, description and amount 
of the shares in and debentures of the company held by its subsidiaries or 
their nominees, but excluding any of those' shares or debentures in the case 
of which the subsidiary is concerned as personal representative or in the case 
of which it is concerned as trustee and neither the company nor any sub- 
sidiary thereof is ^beneficially interested under the trust, otherwise than by 
way of security only for the purposes of a transaction entered into by it in 
the ordinary course of a business which includes the lending of money. 

(4) Where group accounts are not submitted, there shall be annexed to 
the Balance Sheet a statement showing — 

(а) The reasons why subsidiaries are not dealt with in group accounts ; 

(б) The net aggregate amount, so far as it concerns members of the 
holding company and is not dealt with in the company's accounts, of the 
subsidiaries* profits after deducting the subsidiaries’ losses (or vice versa) — 

(i) For the respective financial years of the subsidiaries ending with 
or during the financial year of the company ; and 

(ii) For their previous financial years since they respectively became 
the holding company’s subsidiary. 
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{c) The net aggregate amount of the subsidiaries' profits after deducting 
the subsidiaries' losses (or vice versa) — 

(i) For the respective financial years of the subsidiaries ending with 

or during the financial year of the company ; and 

(ii) For their other financial years since they respectively became the 

holding company's subsidiary ; 

so far as those profits are dealt with, or provision is made for those losses, 
in the company's accounts ; 

{d) Any qualifications contained in the report of the auditors of the 
subsidiaries on their accounts for their respective financial years ending as 
aforesaid, and any note or saving contained in those accounts to call 
attention to a matter which, apart from the note or saving, would pro- 
perly have been referred to in such a qualification, in so far as the matter 
which is the subject of the qualification or note is not covered by the 
company's own accounts and is material from the point of yiew of its 
members ; j 

or, in so far as the information required by this sub-paragraph is not obtain- 
able, a statement that it is not obtainable : \ 

Provided that the Board of Trade may, on the application or \ with the 
consent of the company's directors, direct that in relation to any subsidiary 
this sub-paragraph shall not apply or shall apply only to such extent as may 
be provided by the direction. 

(5) Paragraphs (h) and (^) of the last foregoing sub-paragraph shall apply 
only to profits and losses of a subsidiary which may properly be treated in 
the holding company's accounts as revenue profits or losses, and the profits 
or losses attributable to any shares in a subsidiary for the time being held 
by the holding company or any other of its subsidiaries shall not (for that 
or any other purpose) be treated as aforesaid so far as they are profits or 
losses for the period before the date on or as from which the shares were 
acquired by the company or any of its subsidiaries, except that they may in 
a proper case be so treated where — 

(a) The company is itself the subsidiary of another body corporate ; and 

(b) The shares were acquired from that body corporate or a subsidiary 
of it; 

and for the purpose of determining whether any profits or losses are to be 
treated as profits or losses for the said period the profit or loss for any financial 
year of the subsidiary may, if it is not practicable to apportion it with 
reasonable accuracy by reference to the facts, be treated as accruing from 
day to day during that year and be apportioned accordingly. 

(6) Where group accounts are not submitted there shall be annexed to the 
Balance Sheet a statement showing, in relation to the subsidiaries (if any) 
whose financial years did not end with that of the company — 

(a) The reasons why the company's directors consider that the sub- 
sidiaries' financial years should not end with that of the company ; and 

(b) The dates on which the subsidiaries' financial years ending last 
before that of the company respectively ended or the earliest and latest 
of those dates. 

16. — (i) The Balance Sheet of a company which is a subsidiary of another 
body corporate, whether or not it is itself a holding company, shaU^ show the 
&ggi’6gAte amount of its indebtedness to all bodies corporate of wlfich it is a 
subsidiary or a fellow subsidiary and the aggregate amount of the indebted- 
ness of all such bodies corporate to it, distinguishing in each case between 
indebtedness in respect of debentures and otherwise. 

(2) For the purposes of this paragraph, a company shall be deemed to be 
a fellow subsidiary of another body corporate if both are subsidiaries of the 
same body corporate but neither is the other's. 
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Consolidated Accounts. The remaining sections of Part II of the 
Eighth Schedule deal with the consolidated accounts of a holding 
company and its subsidiaries as follows — 

17. Subject to the following paxagraphs of this Part of this Schedule^ the 
consolidate Balance Sheet and Proht and Loss Account shall combine the 
information contained in the separate balance sheets and profit and loss 
accounts of the holding company and of the subsidiaries dealt with by the 
consolidated accounts, but with such adjustments (if any) as the directors 
of the holding company think necessary. 

18. Subject as aforesaid and to Part III of this Schedule [which contains 
exceptions for certain classes of company, e.g. banking, discount and assur- 
ance companies] the consolidated accounts shaU, in giving the said informa- 
tion, comply, so far as practicable, with the requirements of this Act as if 
they were the accounts of an actual company. 

19. Sections one hundred and ninety-six and one hundred and ninety-seven 
of this Act [which contain provisions for the disclosure of loans to and re- 
muneration, etc., of directors] shall not, by virtue of the two last foregoing 
paragraphs, apply for the purpose of the consolidated accounts.^ 

20. Paragraph 7 of this Schedule [which requires disclosure in respect of 
increases and decreases in reserves and provisions] shall not apply for the 
purpose of any consolidated accounts laid before a company with the first 
Balance Sheet so laid after the coming into force of this Act. 

21. In relation to any subsidiaries of the holding company not dealt with 
by the consolidated accounts — 

(а) Sub-paragiaphs (2) and (3) of paragraph 15 of this Schedule [con- 
cerning the separate statement of assets consisting of shares, etc., in sub- 
sidiaries and a statement of shares and debentures held by subsidiaries] 
shall apply for the purpose of those accounts as if those accounts were the 
accounts of an actual company of which they were subsidiaries ; and 

(б) There shall be annexed the like statement as is required by sub- 
paragraph (4) of that paragraph where there are no group accounts (see 
page 1045), but as if references therein to the holding company's accounts 
were references to the consolidated accounts. 

22. In relation to any subsidiaries (whether or not dealt with by the con- 
solidated accounts), whose financial years did not end with that of the com- 
pany, there shall be annexed the like statement as is required by sub-para- 
graph (6) of paragraph 15 of this Schedule where there are no group accounts 
(see page 1046). 

Miscellaneous. Extracts from the 1948 Act to be noted — 

Section 156. The Profit and Loss Account and, so far as not incorporated 
in the Balance Sheet or Profit and Loss Account, any group accounts laid 
before the company in general meeting shall be annexed to the Balance 
Sheet and approved by the board of directors before the Balance Sheet is 
signed on their behalf, and the Auditors' Report shall be attached thereto. 
Ninth Schedule, paragraph 4 : [The auditors shall state in their report] — 

In the case of a holding company submitting group accounts whether, in 
their opinion, the group accounts have been properly prepared in accordance 
With the provisions of this Act so as to give a true and fair view of the state 
of affairs and profit or loss of the company and its subsidiaries dealt with 
tliereby, so far as cox^cems members of the company, or, as the case may be, 
so as to give a true and fair view thereof subject to the non-disclosure of any 
niatters (to be indicated in the report) which by virtue of Part III of the 
Eighth Schedule to this Act are not required to be disclosed. 

Eighth Schedule, Part III, paragraph 26 [which states exceptions for special 
classes of company] — 

Where a company entitled to the benefit of any provision contained in this 
' See footnote to page 797. 
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Part of this Schedule is a holding company, the reference in Part II of this 
Schedule to consolidated accounts complying with the requirements of this 
Act shall, in relation to consolidated accounts of that company, be construed 
as referring to those requirements in so far only as they apply to the separate 
accounts of that company. 

Summary. It has been deemed necessary to give the provisions 
of the Companies Act, 1948, in detail. To assist the student, how- 
ever, the following summary of the main points is given — 

(1) Group Accounts in one form or another must be submitted to 
the members of the holding company. 

(2) Such accounts must deal with and give a true and fair view 
of the state of affairs and profit or loss of the group as a whole, as 
far as concerns members of the holding company. 

(3) Primarily the group accounts should consist of a Consolidated 
Balance Sheet and Consolidated Profit and Loss Account combining 
the information contained in the separate balance sheets and profit 
and loss accounts of the constituent companies, with such adjust 
ments (if any) as the directors of the holding company think 
necessary. 

(4) If, however, the directors consider that the same or equivalent 
information would be better presented or more readily appreciated 
by the members of the company in another form, they may do so, 
and in particular they may present — 

{a) Consolidated accounts dealing with 

(i) the company and one group of subsidiaries, 

(ii) other groups of subsidiaries. 

(6) Separate accounts deahng with each of the subsidiaries. 

(c) Statements expanding tlie information about the subsidiaries 
in the company's own accounts. 

[d) Any combination of these forms. 

In addition group accounts may be wholly or partly incorporatec 
in tlie company's own Balance Sheet and Profit and Loss Account 

(5) Consolidated accounts must comply with the provisions oj 
the Companies Act as if they w^ere the accounts of an actual com 
pany. Group accounts, if not prepared as consolidated accounts 
must nevertheless give the same or equivalent information. 

(6) Group accounts are not required when the holding company i: 
itself the wholly owned subsidiary of another body corporate 
incorporated in Great Britain. 

(7) A subsidiary may be excluded from group accounts in certaii 
circumstances (Companies Act, 1948, Sect. 150 (26) ). When any 0 
the subsidiaries are so excluded, or when no group accounts an 
presented, the directors are required to annexe to the holdinf 
company's accounts — 

(а) A statement giving the reasons for the exclusion. 

(б) Certain information detailed in paragraph 15 (4) of Part II 
Eighth Schedule. 
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(8) Unless the directors consider that there are good reasons 
against it, the fin^cial year of each subsidiary must coincide with 
that of the holding company. Where it does not, the financial year 
of the subsidiary to be taken is stated in Section 152 (2). Also the 
directors must give their reasons and certain information (Eighth 
Schedule, Part II, paragraphs 15 (6) and 22). 

Despite the alternative methods already described, it will prob- 
ably be found in the majority of cases that the best way of presenting 
group accounts is in the form of a Consolidated Balance Sheet and 
a Consolidated Profit and Loss Account. The preparation of these 
accounts will therefore be described in detail. It may be noted 
that, whilst the principles are comparatively easy to understand, 
many difihcult and complicated problems are bound to arise in 
practice which will only be solved in the light of experience. 


PREPARATION OF THE CONSOLIDATED BALANCE SHEET 

The holding company and its subsidiaries are considered as a 
whole economic unit, all the assets and liabilities of the various 
companies being aggregated. The Consolidated Balance Sheet must 
be compiled as if it were the Balance Sheet of an actual company 
and therefore, as regards the published result, many of the provisions 
of the Companies Act will apply as if it were a single Balance Sheet. 

The consolidated accounts may be compared with those of a 
concern having a head office and several branches as described in 
an earlier chapter and to a certain extent the same principles will 
apply, although the analogy cannot be pressed too far. The basic 
principle underlying the preparation of the Consolidated Balance 
Sheet is that all “ internal" items or inter-company balances (appear- 
ing of course on opposite sides of the respective Balance Sheets) 
must be eliminated, the result showing the assets and liabilities of 
the group as a whole in relation to the outside world. The simplest 
example of this is in respect of the holding of shares in a subsidiary 
(liereinafter referred to as S) by the holding company (H), the item 
appearing on the assets side of H and, as share capital, on the 
liabilities side of S, thus — 

Illustration. H acquired all the shares of S on 30th June, 19. ., 
for £2,000, From the following skeleton Balance Sheets prepare 
the Consolidated Balance Sheet at 30th Jime, 19. .. 

Balance Sheets as at 30TH June, 19. . 

H H 


Share Capital — 
fully paid. 

Profit and Loss Ac- 
count . 

Creditors . 


£ 

5.000 

1,500 

2.000 

£ 

2,000 

500 

Sundry Assets . 

Shares in S at cost 

£ 

6,500 

2,000 

£ 

2.500 

l^.Soo 

£2,500 

£i.5oo 

£2.500 
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Consolidated Balance Sheet 

^ • i 

Share Capital 5.000 Sundry Assets 

Profit and Loss Account 1,500 [£6.500 + £2,500] 9,000 

Creditors [£2,000 + £500] 2,500 

^9,000 £9,000 


The items in heavy print, being internals, are eliminated, the 
remainder being aggregated, or, in other words, the item Shares 
in S'* is eliminated from the assets side of the H Balance Sheet and 
the assets and liabilities of S, which it represents, are substituted. 

Pre-acquisition Profits and Losses. It will be noticed that in the 
illustration above, the Profit and Loss Account of S is shown as nil, 
for the sake of simplicity. This will rarely be the case in practice, 
as there will usually be undistributed profits (or losses) at the date 
of acquisition of shares, reflected in reserves and in the \balance of 
Profit and Loss Account and in an increase in the net assets of the 
company. As was stated in the early part of this chapter, such 
profits must be regarded as capital by the holding company since 
they will be taken into account in fixing the purchase price. Thus, in 
the Consolidated Balance Sheet preparation, all reserves and profits 
(or losses) existing at the date of acquisition must be set off against 
the purchase price of the shares and will consequently not appear 
in the Balance Sheet itself. There may be difficulty in some cases 
in deciding whether an item is actually a reserve or not. A typical 
case arises in respect of Income Tax where provision is made in tlie 
accounts based on the profits to the date of the accounts. Since 
there is no legal liability on such profits at that date (the assessment 
being based on the profits of the preceding year in normal circum- 
stances) it is often argued that the item is a reserve and not a provision 
— the difference in the matter under review being that the former 
will be taken into account along with pre-acquisition profils, the 
latter will be included in habilities. On the other hand, the opinion 
is advanced that the amount is set aside to meet a "deferred" or 
contingent liability and therefore the proper classification is as a 
provision. No definite answer to this question has yet been given. 

Illustration. Assuming the same facts as in the previous illustra- 
tion, except that the shares cost £2,300, the Sundry Assets of H and 
S being £6,200 and £2,800 respectively, and £200 and £100 standing 
to the credit of the Profit and Loss Account and Reserve respec- 
tively of S, show the Consolidated Balance Sheet. 


Consolidated Balance Sheet 



H 

s 

Adjust* 

meats 

Total 


H 

sr 

Adjust- 

ments 

Share Capital 
Reserve 

Proifit and Loii 
Crsdlton 

C 

5,000 

1,500 

3,000 

e!boo 

100 

200 

500 

m 

1 1 t 

£ 

5,000 

1,500 

2,500 

Sundry Assets 
Shares in S at cost. 

£ 

6,200 

2,800 

£ 

2,800 

^ ! 
- 2,300 1 





£ 8.300 

£^8to 
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Illustration. Assuming the same facts as above, except that the 
Share Capital of S (all acquired) was £2,600, the Profit and Loss 
Account of S being £300 in debit and the Reserve nil, show the Con- 
solidated Balance Sheet. 


Consolidated Balance Sheet 



H 

1 ^ 

Adjust- 

ments 

Total 

H S 

Total 


i 

1 J‘^ 

£ 

£ 

£ £ 

£ £ 

are Capital 

5,000 


- 2,600 

S.ooo Sundry Assets 

6,300 2,800 

9,000 

ofit and Los* . 

x,500 



1,500 Shares in S . 

woo _ 

- 2,300 

editors 

2,000 

500 


2,500 Profit and Loss 

800 

- 300 


£8.500 


-£2,600 



-£2,600 £9,000 


Equity. The net worth of a concern is sometimes referred to as 
tlie equity of the concern. The equity can be calculated either by 
taking the net assets or by taking share capital, reserves and profit 
and loss balance. Thus the equity of S (above) is £2,300 — net assets 
(^2,800 less £500) or capital less loss (£2,600 less £300). 

Goodwill or Cost of Control. In all the illustrations so far the cost 
of the shares in S has been equal to the equity, so that a straight 
elimination has been possible in preparing the Consolidated Balance 
Sheet. It often happens, however, that the cost of the shares differs 
from the equity of S. If the cost is greater, this is, in the absence 
of other information, taken as indicating the unrecorded or under- 
valued goodwill of S. Such excess will therefore appear in the 
Consolidated Balance Sheet as Goodwill or Cost of Control.^ 
Illustration. H acquired all the shares of S on 30th June, 19. 
for £2,600, the Balance Sheets being as follows. Show the Consoli- 
dated Balance Sheet. 


Balance Sheets as at 30TH June, 19. 

H "h ! 


Share Capital . 

Profit and Loss 
Creditors 

i 

5.000 

1,500 

2.000 

i 

2,000 

300 

500 

Sundry Assets 

Shares in S 

L 

5,900 

2,600 

L 

2,800 


/8.500 

;f2,800 


•>j\ 

0 

0 

^2,800 





1 1 



Consolidated Balance Sheet 





1 Adjust- 
1 ments 

Total 



hare Capital 
'tofit and Loss 
reditors 

£ 

5.000 
1,500 

2.000 

MOO 

800 

500 

£ 

- 2,000j 
30o| 

5,ooo| 

1,500! 

a.soo] 

Sundry Assets 
Shares in S . 

Goodwill 

2,800 8,700 

- 3,600 

+ 300 800 





! £9,000' 


i £8,5001 iiHS »£» 


* Other terais an in uie, e.g. Bxoeas of Coat of Share* over Par Value and Accumulated Profit and 
Heaerves at date of acquisition. 
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Since there are only £2,000 Share Capital and £300 pre-acquisi- 
tion profits to set off against the purchase price of £2,600, the 
remaining £300 is carried out into the Consolidated Balance Sheet 
as Goodwill. 

Where, on the other hand, the purchase price of the shares is less 
than the equity of S, this is in normal circumstances taken as 
indicative of negative goodwill (i.e. **Badwiir') and the difference 
will appear on the liabilities side of the Consolidated Balance Sheet 
as Capital Reserve. 

Illustration. Assuming the same facts as above, except that the 
cost of the shares was £2,200, Sundry Assets of H being £6,300, 
show the Consolidated Balance Sheet. 


Consolidated Balance Sheet 



H 

s 

Adjust- 

ments 

Total 


H 


Adjust- 1 
meuts 1 

1 Total 

! 1 

i 

L 

Share Capital 

Profit and Loss 
Creditors 

Capital Beierre 

£ 

5.000 
1,500 

2.000 

£ 

2.000 

800 

500 

£ 

- 2,000 
300 

+ 100 

£ 

5,000 

1,500 

’iSS 

Sundry Assets 
Shares in S . 

£ 

6,^00 

£ i 

2,8oo 

£ 1 

- 2,2O0| 

;f8,500 

£2,800 

-£2,200 

£9,100 


£2,800 



The goodwill already appearing in the individual Balance Sheets 
of the constituent companies will remain unaffected by the adjust- 
ments and will appear in aggregate in the Consolidated Balance 
Sheet, unless it is considered advisable to utilize the whole or part 
of the Capital Reserve in extinguishing or reducing it. (But in 
examination work this should not be done unless clearly instructed 
or special circumstances warrant it.) 

Further consideration of what has so far been called Goodwill 
will show that the excess of the purchase price over tlie net assets 
acquired may in fact be apportioned between — 

(1) Unrecorded or undervalued goodwill, and 

(2) Cost of control, 

for the price paid for all or the majority of the shares in a company 
carrying with them control of the company will usually be greater 
than that for a small number of shares carrying no power of control. 
No attempt is often made to differentiate between the two, the 
excess being shown as Goodwill and/or Cost of Control. If the prem- 
ium paid is the measurement of the true goodwill based on super- 
profits, it can properly be described as such, but, where — 

(а) There are no super-profits, or 

(б) The premium exceeds that based thereon, 

it is strictly cost of control. This ** excess*’ premium may be well 
worth while because of — 

(1) The resultant economies, 

(2) The elimination of competition, and 

(3) The prevention of acquisition of control by rivals. 
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Therefore, the distinction must be based upon the facts of the 
case and, if the profit level is such as to justify the premium paid 
for the shares, the proper description is goodwill, otherwise it is 
cost of control (see note on page 1051). 

In addition it must be remembered that the excess cost may be 
reflected in an undervaluation of assets other than goodwill or in an 
overstatement of liabilities. In order to show a true and fair view 
of the state of affairs in the Consolidated Balance Sheet, the correct 
treatment in this case is to adjust the assets and/or liabilities con- 
cerned to their correct value when preparing the Balance Sheet. 

The converse position where the cost of the shares is less than 
their apparent value, which has so far been described as Capital 
Reserve, may on further consideration of the facts be due to — 

(1) Over- valuation of assets and/or understatement of liabilities. 
The book value will be adjusted in the Consolidated Balance Sheet, 
thus reducing the Capital Reserve. 

(2) The company in which the shares are acquired earning profits 
It'ss than those normally expected from that type of business. There 
IS thus an element of negative goodwill which will be put to Capital 
Reserve, which, as described above, may be wholly or partly set off 
against goodwill. 

(3) A share exchange, the cost of the shares in S being shown at 
the nominal value of the shares in H exchanged therefor, which is 
less than the actual value (H gives (say) shares of los. worth i8s. for 
shares in S worth 12s.) the investment in S being shown at cost based 
on the nominal (los. value). In the Consolidated Balance Sheet the 
difference will be shown as Capital Reserve. In the books of H the 
correct treatment is to raise a Share Premium Account with the 
excess of the market over the nominal value of the shares, the 
investment in S being increased accordingly. 

(4) The shares in S being acquired cheaply through special 
circumstances, e.g, slump conditions, forced selling, temporary 
difficulties of S. Thus the £1 shares of S may be bought for say 15s. 
while they are worth 17s. on book values. If it is decided that the 
latter are over-valued, or that there is an element of “badwill," 
adjustments will be required as in (1) and (2) above respectively ; 
otherwise, in contrast to (3), there is an apparent profit on acquisi- 
tion, but the prudent course would be to put this to Capital Reserve. 

Where, as will be considered in greater detail later, H does not 
acquire all the shares in S, but say 75 per cent thereof, it will be 
clear that the goodwill figure described above will represent a pro- 
portion only of the total goodwill of S, the remainder attaching to 
the other 25 per cent of the shares held by the Minority Shareholders. 
The question therefore arises whether, in the Consolidated Balance 
Sheet, the goodwill should be written up to its true figure by adding 
to the (in this case) three-quarters interest of H, the one-quarter 
interest of the Minority Shareholders, a corresponding entry being 
niade on the liabilities side of the Consolidated Balance Sheet to 
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show this latter one-quarter interest. It is contended that since all 
the other assets are shown in the Consolidated Balance Sheet in full 
and not merely to the extent of H's proportion, it is only logical to 
deal similarly with goodwill. The better practice, however, is not 
to do this, since goodwill should be shown at cost and not at an 
inflated figure. It should be noted that this question applies only to 
Goodwill proper and not to Cost of Control, the latter obviously 
attaching entirely to the large bulk of shares which cmry with them 
the power of control, and in no respect to the small minority interest. 

In dealing with Goodwill and Capital Reserve in advanced 
problems it may be necessary to prepare two schedules — 

(1) Dealing with the difference between the cost of , shares and 

the par value, and j 

(2) Dealing with the pre-acquisition profits and losse^. 

Alternatively the schedules may be — \ 

(fl) Dealing with losses prior to acquisition and excess of cost of 
shares over par value, and 

(b) Dealing with profits prior to acquisition and excess of par 
value of shares over cost. 

Illustration. H acquires 60,000 shares in S at a cost of £so,ooo 
and 30,000 shares in R at a cost of £55,000, the pre-acquisition loss 
of S being £6,000 and the pre-acquisition profit of R being £10,000. 
All the shares are fully paid £i shares. There is no minority interest. 

The two schedules are — 

(i) Goodwill (or Cost of Control) 

S R 

£ £ 

Cost of Acquisition . . 50,000 55,000 

Par Value . . 60,000 30,000 

- £10,000 -f £25,000 -f ; ^i5>ooo 

(2) Capital Reserve 

S R Total 

£ £ £ 

10,000 10,000 

- 6,000 - 6,000 

;^ 4 . 0 Q 0 

There is thus a debit on Goodwill of £15,000 and a credit on 
Capital Reserve of £4,000; the latter would normally be set off 
against the fomer, leaving a net balance of Goodwill of £11,000. 

The main disadvantage of this arrangement is that there may be 
both debit and credit items in each schedule, whereas, as will be 
seen in the alternative method, this likely confusion is avoided; 
thus— 


Pre-acquisition Profit, 
Pre-acquisition Loss . 


Total 

£ 

105,000 

90,000 
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(a) (Debit) Goodwill (or Cost of Control) 



S 

£ 

R 

£ 

55.000 

Total 

£ 

Cost of Acquisition 

Par Value . 

pre-acquisition Loss . 

6,000 

30,000 



£6,000 

£25,000 

£3^.000 

w 

(Credit) Capital Reserve 



S 

R 

Total 


£ 

£ 

£ 

Par Value. 

60,000 



Cost of Acquisition 
Pre-acquisition Profit 

50,000 

1 0,000 



£10,000 

£10,000 

£20,000 


The credit of £20,000 is set off against the debit of £^1,000 leaving 
a net debit of Goodwill of £11,000. This method not only avoids 
plus and minus signs but also it avoids a credit appearing in Goodwill 
and a debit in Capital Reserve (see items in previous illustration of 
— £10,000 in Goodwill and — £6,000 in Capital Reserve). 

Inter-company Balances. The fact that all internal items or 
mter-company balances must be eliminated in the preparation of 
the Consolidated Balance Sheet has already been stated. These 
will include — 

(1) Share Capital — the elimination of the share capital of S 
against H’s investment in S has already been shown. Conversely, as 
will be described in greater detail later, Siny shares in ll held by S 
must also be eliminated against the share capital of H, which of 
course appears in the Consolidated Balance Sheet as the share capital 
of the group. 

(2) Debentures of one company held by another. 

(3) Loans to one company by another. 

(4) Current Accounts. 

These adj ustments present no difficulty, it merely being a question 
of setting off an asset in one Balance Sheet against a liability in 
another. Thus, if on the liabilities side of H's Balance Sheet appears 
Debentures £10,000 and the assets side of S's Balance Sheet shows 
that S holds £3,000 thereof, the net figure in the Consolidated Bal- 
ance Sheet will be Debentures £7,000. Again, if Sundry Debtors of 
H include S £400, then Sundry Creditors of S must include H £400 ; 
the £400 *s will be eliminated and only the outside debtors and 
creditors shown in the Consolidated Balance Sheet. 

Contingent Liabilities. In their own balance sheets the constituent 
companies will show contingent liabilities in the normal way by 
means of a note. When preparing the Consolidated Balance Sheet, 
such liabilities must be divided into (i) internal and (ii) external. 
The latter will continue in the Consolidated Balance Sheet as notes. 
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but the former will usually appear in the Consolidated Balance 
Sheet itself as actual liabilities, so that a note is unnecessary. 

The two most common items of this type are — 

(1) Bills of Exchange — where, for instance, S has issued bills to H 
which has discounted them. S will show Bills Payable amongst its 
liabilities and there will be a note to H's Balance Sheet in respect of 
the contingent liability on bills discounted. In the Consolidated 
Balance Sheet, Bills Payable will appear as a liability of the group. 

Illustration. The Balance Sheet of S shows Bills Payable of 
£6,000. All these were issued to H, in whose Balance Sheet appear 
the following — 

Bills Receivable (from S), £2,000. ! 

Note. There is a contingent liability on Bills discounted of ;^^^,ooo (;£4 ,oog 
of which are from S). I 

How would these items appear in the Consolidateifi Balanc(‘ 
Sheet? 

The £2,000 of S’s bills held by H will be set off against Bills 
Payable £6,000 (being internal transactions), the remaining £4,000 
being shown in the Consolidated Balance Sheet as a liability. There 
will be a note to the Consolidated Balance Sheet in respect of H‘s 
contingent liability on bills discounted of £5,000 (i.e. excluding S's 
bills discounted which appear as an actual liability). 

(2) Guarantees by one company in the group in respect of an- 
other — where for instance H guarantees certain liabilities of S. As 
in (i), these will appear in the Consolidated Balance Sheet as actual 
liabilities of the group, so that a note is unnecessary. 

Minority Interest. In all the illustrations so far, H has acquired 
all the shares in S, i.e. H has had a 100 per cent holding and the 
question of a minority interest does not therefore arise. It may be 
objected on purely technical grounds that H, being a separate legal 
person (but only one) cannot constitute (no more than an individual 
can) the sole shareholder of S. This situation is however met by 11 
holding all the shares in S except one which is allotted to a nomintn^ 
(usually a director) of H. If, however, H (directly or through 
nominee(s) ) has less than a 100 per cent holding in S, say 80 per 
cent, there will be a minority interest in respect of the remaining 
(20 per cent) issued share capital held by shareholders outside the 
group. In the preparation of the Consolidated Balance Sheet the 
principles already outlined will again be followed. All the assets and 
liabilities of the constituent companies will be aggregated, but the 
minority shareholders must be shown as Creditors on the liabilities 
side in respect of their interest. The latter will consist of their share 
of (a) Share Capital, (i?) Reserves, and (c) Profit and Loss balance 
(the total of these being equal to the net assets). Obviously, ii 
making the necessary adjustments for the Consolidated Balance 
Sheet in respect of H's holding, only its due proportion of profits 
etc., (e.g, 80 i>er cent) will be taken into account. As far as the 
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minority shareholders are concerned, there will be no need to make 
the sharp contrast between pre- and post -acquisition profits required 
in respect of H's holding, their interest not being affected thereby. 

Illustration. H acquired 8o per cent of the shares of S on 30th 
|une, 19. for £2,700, when the profit and loss of the latter was in 
credit for £Soo. From the following Balance Sheets prepare the 
Consolidated Balance Sheet. 


Balance Sheets as at 30TH June, 19. . 





H 1 




H 

s 





^ 1 

£ !i 


£ 

“r" 

Ihare Capital- 

- 



1 


Sundry Assets 


2,000| 

2,600 

I fully paid 



3,000 

2,000 

Debtors 


I, 300 | 

900 

Yu fit and Loss 



1,000 

800 

Bills Receivable 



500 

editors 




1,500 

1,200 

Shares in S . 


2.700 


ills Payable 

(in fav- 








our of S) . 




500 









;^6,oooj 

£^.000 



;£6,ooo|| /4,ooo 




i 

Consol 

[DATED 

Balance Sheet 





H 

1 ^ 


Adjnst-j| Total 

l| H ' 

1 ^ 

Adjust- 

Total 

1 




meats 




ments 


1 


1 £ 


' £ 

1 '£ 


fT" 

£~~ 

£“ 

^ ire Capital 

3,000 

2,000 

- 1,60c 

3,000 

\ ' Sundry Assets . 2,000 

1 2,6ou 


4,600 

1 




- 4 <KJ 


Ij Debtors . . 1,300 

I 900 


a, 2 c^ 

h)6t and Loss 

1,000 

1 8tK> 

- 64r 

1,000 

Bills Receivable . 

! 500 

- 500 






- 160 


1! 




iitors . 

1,^00 

1,200 


2,700 

1 Shares in S ' | 2,700 


- 1,600) 


hJ!-. I^ayable 

500 

1 


- 500;! 

l| 


" 










- 460) 


ImDritv Interest 

1 

} 


+ 4001 560' 

i Goodwill (or || 





1 I 

1 


4- 160 

Cost of Con- It 





1 1 

1 I 





troi) . 1; 


-1- 460 

460* 


j £6,000 1 

£t,oo<j 

-£2.740! £7.200 

1 j £6,000 

£4,000' 

- 12 , 7^0 

1 £7,260 




S 

— 



1 ■■■■inns 



SSaMMiM 


An objection is sometimes raised against this method of preparing 
a Consolidated Balance Sheet where the holding of fl is less than 
100 per cent on the grounds that the assets and liabilities of S 
appear in full in the Consolidated Balance Sheet although H (or the 
group) has not a 100 per cent share therein. Nevertheless, H does 
control them and it is usually considered that they are best shown 
as group figures with the minority interest shown separately. The 
alternative would be to take H’s proportion of each asset and 
liability only, so that no entry for minority interest would be 
required, but it is rarely used in practice. 

* The Minority Interest is — 

ao% of Share Capita] (£2,000) plus Profit and Loss (£800), i.e. £2,800 £5^ 

® The Goodwill (or Cost of Control) is proved as follows — £ £ 

Cost of 1,600 Shares .... 2,700 

Less Share Capital (80% of £a.ooo) 1,600 

Profit and Loss (80% of £800) . 640 

2,240 


.60 
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ntustration. H owns 4,000 shares in A, 3,000 shares in B, and B 
owns 5,000 shares in A. The issued share capitals of A and B (both 
subsidiaries of H) are £ 10,000 and £ 5,000 respectively, all in £i 
shares fully paid. There are no P*reference Shares. 

The profits of A and B for the year ended 31st December, 19. 
are £1,500 and £2,000 respectively. Show the amounts attributable 
to Minority Interests, ignoring Taxation. 


£ £ 

Minority Interest in the profit of — 

A : 10 per cent of £1,500 .... 150 

B ; 40 per cent of £2,000 800 

20 per cent of £1,500 (see below; 300 ' 

i.ii^o 

\ 

Thus, Minority Shareholders own 40 per cent of B’s profit and 30 
per cent of A*s profit. 

The Minority Interest of B is 40 per cent, but as B has a 50 per 
cent interest in A, the Minority Interest of the former company 
must (indirectly) therefore be 40 per cent of the share of profit B 
will get from A, i.e. 50 per cent ; therefore, the proportion of profit 
attributable to the Minority Interest of B as regards A's profit is 
40 per cent of 50 per cent, i.e. 20 per cent. 

This can be seen clearly if it is assumed that the profit of A is 
fully distributed, thus — 


A B 


Holder 

Shares 

Profit 

Holder 

Shares 

Profit 



£ 



£ 

H . . . . 

4,000 

600 

H . 

3.000 

1.650 

B . . . 

5,000 

750 




Minority . 

T.OOO 

150 

Minority 

2,000 

1,100 






(Sec 



1.500 



above) 

Less to B . 


750 





10,000 

£750 


5,000 

/ 2 . 75 °* 


Illustration. From the following details, prepare schedule showing 
Minority Interests to be brought into the Consolidated Balance 
Sheet. All shares are £1 each, fully paid. 

No entries have been made in the books of any of the companies 
for proportion of profit or dividend attributable to them from their 
holdings in the other companies. Ignore taxation. 

* Profit ;^2,ooo, plus dividend from A of £750, equals £2,750. 
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Sub- 

aidiary A 


Sub- 
sidiary B 


Ordinary Shares 

3% Preference Shares .... 
Ordinary Shares in Subsidiaries held by — 

H 

B 

Outsiders ..... 

Preference Shares held by — 

H 

B 

Outsiders ..... 

The profits are 


8,000 

5,000 

3,000 

— 

4,800 

3,000 

1,200 

— 

2,000 

2,000 

1.500 

— 

500 

— 

1,000 

— 

1,600 

\Loss 900 


Show the Minority Interests, bringing 


into account the current 


year’s arrear of Cumulative Preference Dividend. 


Preference Dividend — 
Outsiders 1,000 at 5% 
H 1,500 at 5% 

B (see below) 500 at 5% 


Profits — 

A; Profit 

Les$ Preference Dividend 


50 

75 

n 

£150 


1,600 

150 

£1,450 


Minority 

Interest 

£ 

50 


U Loss 

L§$$ Preference Dividend (see above) 


25 


Minority Interest, 35% . -£362^ 

Interest in A of Minority Share* 
holders of B — 40% of 15% equals 
6 %» 87 


Minority Interest, 40% . 


4491 


360 


It would not be correct to show the Minority Interests as a net 
figure of £^gi ; each heading should be shown, particularly as the 
item of £350 does not represent anything more than what is 
analogous to a contingent asset. 

As, in fact, A has Minority Shareholders of 25 per cent only, it 
would seem a better way to show, as an offset, the item of £&y 
against the loss of £350, ^cause it is, in fact, the Minority Interest 
of B (as regards B's share of A’s profit). Thus — 

£ £ 

A : Profit (as shown above) 1,450 Minority Interest — 25% of £1,450 . . 362^ 

of which 15% is attributable to B . 2x7! 

B : Lots (os tkoiOH obow) . 875 

Lost Shore of A’s Profit . 3 i 7 i 

£g^ Minority Interest— 40% of £ 657 ^ . 233 


1 As B owns 1,200 shares in A, it is entitled to 15 per cent of :fi,45o. 

but the Minority Shareholders have 40 per ceut interest in B, hence their 
proportion ol A*s profit is 40 per cent of 15 per cent of £x,45o. 
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Although the former method is usually employed, the latter 
method, which is theoretically correct, should be mentioned in any 
examination problem relating to the above subject-matter. 

Thus, it can be seen that the effect is to show figures of £362^ 
and £263 instead of £449^ and £ 350 , 

Post-acquisition Profits and Losses. So far the Consolidated 
Balance Sheet has been prepared at the date of acquisition of shares 
in S, so that all reserves and profit and loss balance of S relate to the 
pre-acquisition period. Such reserves and profit or loss balance are, 
in the preparation of the Consolidated Balance Sheet, divided into 
(a) H's proportion, which having been adjusted against the cost of 
the shares in S, appears in the Consolidated Balance Sheet either in 
the Capital Reserve or GoodwiU figure, and [b) minority shareholders' 
proportion which in the Consolidated Balance Sheet is added to the 
minority interest. Post-acquisition profits (or losses) and increases 
(or decreases) in reserves must similarly be split betweeii H and 
minority shareholders; but while the latter are added td (or de- 
ducted from) the minority interest as above, the former will appear 
in the Consolidated Balance Sheet in the actual profit and loss or 
reserve figure. Thus, where the balance sheets are given at some 
date after the date of acquisition, it will be necessary, as far as H's 
proportion is concerned, to apportion reserves and profit and loss 
between the pre- and post-acquisition periods. 

The rule whereby the pre-acquisition profit of a subsidiary 
attributable to a holding company must be considered as capital, 
not only conforms to sound accounting practice, but is afforded 
recognition by the Companies Act, 1948. So far, however, as con- 
cerns the Minority Shareholders of a subsidiary, it is immaterial 
whether or not their proportion of the profit has been earned before 
or after the date of the acquisition of the shares in the subsidiary 
by the holding company. 

Illustration. Assuming the same facts as in the illustration on 
page 1057, except that the date of acquisition of the shares was one 
year before the date of the Balance Sheets and at that date the 
credit balance of profit and loss of S was £600, £200 having been 
earned since, show Consolidated Balance Sheet. 


Consolidated Balance Sheet 



H 

s 

Adjust- 

ments 

Total 


H 1 

S 

Adjust- 

ments 

Total 

Shore Capital 

Profit and Loss . 

Creditors . 

Bills Payable . 
Minority Interest. 

£ 

3.000 

i 1,000 

1,500 

500 

£ 

2,000 

800 

1,200 

£ 

- 1,600 

400 

4H0 

160 

- 500 
-f- 400 

+ 160 

1 3 »ooo 
1 1,160 
2,700 

y 560 

Sundry Assets . 
Debtors 

Bills Receivable. 
Shares in S 

Goodwill (or Cost 
of Control) 

£ 

2,000 

1,300 

2,700 

§§s 

£ 

r 500 

- i,6ool 

- 480 

- 6aol 

-1- 620 

i 

4,6o« 

2,200 

6 


^4.000 

-jCa.sSo 

£7.420 

£6,000 

£4,000 

-£3,580 



(For ' and * see footnotes on page 1061.) 
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Where the shares are acquired during the financial year of S and 
no accounts are drawn up to that date, the current year's profit 
must be apportioned, in the absence of other information, on a time 
basis. 

Illustration. Had the shares been acquired in the previous illus- 
tration on the 1st January, 19. ., the profit of £200 of S for the year 
to 30th June, 19. . would, in the absence of other data, be split as 
to £100 pre- and £100 post-acquisition. Thus, 80 per cent of £700, 
i.e. £560, would be adjusted against the cost of shares in S, 80 per 
cent of £100, i.e. £80, would be left in Profit and Loss, making with 
H's £1,000 a total of £1,080, and 20 per cent of £800, i.e. £160, 
would be added to minority interest as before. 

Inter-company Unrealized Profit. When, for instance, S sells goods 
to H at a profit, such profit has be^n earned from the point of view 
of S and will accordingly be reflected in its Balance Sheet. From the 
point of view of the group, however, the profit has not been earned 
until the goods have been resold by H to the outside world. To the 
extent, therefore, that any of the goods have not been so resold and 
appear in the stock of H at the date of the Consolidated Balance 
Sheet, there is an unrealized profit as far as the group is concerned 
and it must be eliminated in the preparation of the Consolidated 
Balance Sheet. On the other hand, if H has less than a 100 per 
cent holding in S, the profit has been realized from the point of view 
of the minority shareholders of S. Therefore, in such a case, the 
amount to be eliminated is H's proportion only. (If H had sold the 
goods to S at a profit, the proportion of profit belongs to H.) 

This point will also arise when fixed assets are transferred from 
one company in a group to another at a book profit or loss, in which 
case such adjustments will be required as to leave the Consolidated 
Balance Sheet in the same position as if no transfer had taken place. 
Similarly, adjustment will be required to eliminate any profit made 
by a company manufacturing capital equipment which is sold as 
such to another company in the group, including depreciation. 

Illustration. From the Balance Sheets and information given on 
page 1062, prepare Consolidated Balance Sheet. 

^ The minority interest is unchanged, since it is not in any way concerned 
with the date of acquisition by H. 

* Goodwill is greater than in the illustration on page 1057 by 80% of £200, 
i.e. £160, the Profit and Loss figure being correspondingly increased. The 
Goodwill figure is proved as follows — £ £ 

Cost of 1,600 Shares .... 2,700 

Less nominal value of Shares 1,600 

80% of pre>acquisition Profit (£600) 480 


2,080 
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Balance Sheets as at 31ST December, 19.. 



H 

s 


H 

s 

Share Capital — 

£i fuUy paid 

Profit and Loss 
Reserve. 

Creditors 

Bills Payable . 

£ 

10.000 

4.000 

1.000 
2,000 

£ 

2,000 

1.200 

600 

1,200 

300 

Sundry Assets 
stock 

Debtors . 

Bills Receivable 
Shares in S — 

1,500 at Cost 

£ 

8,000 

6,100 

1,300 

100 

1,500 

£ 

1,200 

2,400 

1,700 

£17,000 

£5.300 

£17,000 

£5.300 






(1) All the profit of S has been earned since the sha(res were 

acquired by H, but there was already the Reserve of £60^ at that 
date. • ' 

(2) The bills accepted by S are all in favour of H which has dis- 
counted £200 of them. 

(3) Sundry assets of S are under-valued by £ 200 . 

(4) The stock of H includes £500 bought from S at a profit to the 
latter of 25 per cent on cost. 


Consolidated Balance Sheet 



H 

1 ^ 1 

Adjustments 

Total 


H 

S 

Adjustments 

rot 


£ 

£ 

£ 

£ 


£ 

£ 

£ 

i 

Share Cap- 

10,000 

2,000 

(a) - 1,500 

10,000 

Sundry 





ital. 



(6) - 500 


Assets 

8,000 

1,200 

(A) + 200 

9. 





Stock. 

6,100 

2,400 

(c) - 75 

8. 

Profit & Loss 

4,000 

1,200 

(c) - 75 

(d) - 300 

4,825 

Debtors 

Bills Re- 

1,300 

1,700 

3.1 






ceivable . 

100 


(g) - 100 


Reserve 

1,000 

600 

(d - 150 
(/) - 450 

1,000 

Shares in S 

1,500 


(a) - 1,500 


Creditors 

2,000 

1,200 

3,200 






BillsPayable 
Minority In- 

300 

(«) - 100 

200 







terest 



(6) + 500 \ 










( 4 ) -1- 300 1 
M + 150 

1,000 









(A) + 5 oj 







Capital Re- 



/)+450 







serve 



(*) + 150 

600 







£17.000 

£5,300 

-£x .475 

£20.825 


£17,000 

£5.300 

-■ £1.475 

£20,! 










- 


Notes, (i) The adjustments have been lettered to facilitate reference. 

(2) Item (c) represents the elimination of H's proportion of the hnrealized 
profit on the sale of goods, i.e. 75 per cent of 20 per cent of £^00 [or 25 per 
cent of £400]. It will be noticed that the adjustment is made to H's share 
of S’s profit, so that the £300 transferred to Minority Interest includes their 
£23 proportion. 

(3) Minority Interest is 25 per cent of (Share Capital -f Profit and Loss 
4- Reserve 4* Under-valuation of Sundry Assets) = 25 per cent of (£2,000 
4 - j£i,2oo 4 - £600 4- £200) 1- 25 per cent of £4,000. [See (b), (d), (s), and (A).] 
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(4) Capital Reserve is — 


Share Capital of S 

Reserve . . . . 

Under>valuation of Assets , 

£ 

2,000 

600 

200 

£ 


;^2.800 

75% thereof = 2,100 

Cost of Shares 


. 1,500 

Capital Reserve 


. £f,oo 


Preference Shares of Subsidiary. When the share capital of S 
consists of Preference as well as Ordinary shares — 

(1) If they are all held by H no difficulty arises, the normal 
elimination being required. 

(2) If some or all are held by outside shareholders the minority 
interest will be increased accordingly. The treatment will depend 
on the rights attaching to the shares as defined in the Memorandum 
and Articles of Association of the particular company. The term 
“ Preference Share” has a wide meaning and the principles already 
outlined in the previous chapter must be applied. The following 
factors must be considered — 

(а) Rights as to Capital on a liquidation — if there is a right to 
priority of repayment, the full amount must be added to minority 
interest, otherwise they will be treated as ordinary shares. 

(б) Rights as to dividend — ^where there is no right to priority, 
they will usually be treated as ordinary shares ; where there is such 
a right it must be taken into account, and if it is cumulative, any 
arrears should be provided for by adjusting the Profit and Loss 
Balance and increasing the minority interest. In regard to such 
arrears, there is of course no legal liability until the preference 
dividends are declared. If, however, the right is cumulative, 
arrears will have to be met before any dividend can be paid on the 
ordinary shares, and most accountants consider it preferable to 
make an adjustment for them. Alternatively, the matter could be 
dealt with in a note on the Consolidated Balance Sheet (see page 
1097). 

(c) Rights as to participation in profits beyond a fixed amount 
— ^where such a right exists it must be taken into account, since the 
balance of profit available to the ordinary shares is thereby reduced. 

(3) In the books of S, if the shares are allotted to H as the 
original shareholder, the entries will be the same as if they had been 
allotted to an individual. If, on the other hand, H acquires the shares 
from the existing shareholders, no entries are required in the books 
of S, the necessary alterations being made in the usual way on a 
transfer of shares in the register of members, etc. 

It must be remembered that in all cases where there are Prefer- 
ence Shares, the exact treatment will depend upon the facts in 
each particular instance. 
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SUMMARY OF RULES OF CONSOLIDATION 

Ihe basic principles of the preparation of the Consolidated 
Balance Sheet have now been outlined. Before proceeding with 
more intricate problems where there are several subsidiaries or 
where shares in the holding company are held by one or more of the 
subsidiaries and so on, the following summary of the more important 
factors is given — 

(1) All inter-company indebtedness and profits (and losses) must 
be eliminated, including in the former share capital, debentures, 
loans and current accounts. The share capital of H, however, re- 
mains except that it is reduced by any of the shares held by S. 

(2) Pre-acquisition profits and losses must be capitali|Zed, such 

profits being in effect a reduction of the purchase price, thup reducing 
Goodwill or Cost of Control, or increasing Capital* Reserve. Losses 
will have a converse result. \ 

(3) The interest of the minority shareholders in S will require 
adjustment for their share of Share Capital, Reserves, Profits and/or 
Losses. The sharp distinction required in (2) does not arise in regard 
to the minority interest.^ 

(4) Elimination of unrealized profit on inter-company transac- 
tions to the extent of H’s holding. 

(5) Subject to these adjustments, all the assets and liabilities of 
the constituent companies are aggregated under common headings. 


METHODS OF CONSOLIDATED BALANCE SHEET 
PREPARATION 

As long as effect is given to the principles outlined, the method 
used in the preparation of the Consolidated Balance Sheet is of 
little importance and will depend to some extent on individual 
preference. The following methods are in use — 

(i) Employment of an adjustment column on each side of the 
draft Consolidated Balance Sheet (as has been done in all the illus- 
trations so far). There will thus be four columns (where there is one 
S) on each side, viz. : (i) H, (2) S, (3) Adjustments, (4) Total. Varia- 
tions of this method are — 

(a) To use plus and minus signs in the adjustment column. 

(b) To split the adjustment column into Dr. and Cr. 

(c) To eliminate completely in the adjustment column such items 
as shares in S, transferring the balance in that column to Goodwill 
or Capital Reserve and carrying out the final figure from there. 

(d) Not to make the balancing transfer as in (c) but, to extend 
the balance immediately with appropriate marking, e.g. G for 
Goodwill, M for Minority Interest, etc. 

^ There may be losses of subsidiaries which more than extinguish their 
issued capital, so that the Minority Shareholders* equity is in debit, but this 
is not a recoverable debt and should be separately shown as a deduction from 
the Group Reserves or Capital. 
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(2) Aggregation of the various items in the individual balance 
sheets in one column, the requisite transfers being made from/to 
these totals, the net result being extended into a final column. 
Thus, inter-company balances are eliminated by straight contra 
subtraction; pre-acquisition profits are transferred to Capital 
Reserve, from which the outside shareholders* proportion is trans- 
ferred to Minority Interest, and so on. Variations of this method 
are — 

(a) To make the net adjustments direct from the totals of the 
ai^propriate assets and liabilities. 

(I?) To erni)loy a special column for eliminations. 

(3) Preparation of a Schedule of Adjustments from which the 
(’onsolidated Balance Sheet is compiled. 

(4) Employment of a journal, the journal entries being “posted" 
into an adjustment column just as if the Consolidated Balance 
Sheet were part of an actual double-entry account. (In practice 
and in complicated examination problems this procedure will be 
absolutely necessary. It may be mentioned here that in some of the 
lecent examinations the journal entries would without any further 
work earn the bulk of the marks; indeed, in one recent question 
merely to write out the balance sheets in columnar form and the 
linal aggregated figures would take at least half an hour.) 

A comparison of these methods is given below. Journal entries 
will be illustrated in greater detail later in this chapter. 

General Illustration. The Balance Sheets of H, Ltd. and S, Ltd. 
are— 


Balance Sheets as at 31ST October, 1953 



H, Ltd. 

S, Ltd. 


H, Ltd. 

S, Ltd. 

Share Capital (£z fully pd.) 
Reserve (at 1st Nov., 1952) 
Profit and Loss Account 
Balance, ist Nov , 1952 
Plus Profit for Year 

Creditors 

2.000 ' 
300 

£600 

400 

1,000 

1.000 

£ 

300 

100 

£300 

100 

400 

500 

Sundry Assets 

Shares in S, Ltd at cost 

£ 

2,000 

2,300 

£ 

1,300 

£4,300 

£1,300 

£4,300 

£1,300 


H, Ltd., has an 80 per cent interest in S, Ltd., acquired half- 
way through the financial year. Included in sundry assets of H, 
Ltd., is £300 loan to subsidiary company (shown in the latter's 
Balance Sheet as creditors). Sundry assets of the subsidiary com- 
pany include fittings of £400 to be revalued at £500 as at ist 
November, 1952, being over-depreciation adjustment. It may be 
assumed that the profits are uniformly earned. Prepare Consolidated 
Balance Sheet. 




Consolidated Balance Sheet 
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(16) Alternatively — 

CONSOLIDATSD BALANCE SHEET OF H, LtD., AND ITS SUBSIDIARY, S, LtD., 
AS AT 31ST October, 1953 



H, 

Ltd. 

S, Adjust- 

Ltd. ments 

Total 


1 H. 
Ltd, 

IlIj,. iTti- T.U 


C 

f f 

£ 


£ 

£ £ £ 

Share Capital 

2,000 

500 (a) - 500 

2,000 

Sundry Assets 

2,000 

1,300 (•) + 100 3,10 

Reserve 

300 

100 (6) - joo 

300 i 



- 300 

Profit and Loss Ac- 




Shares in S, Ltd. 

2,300 

if) “ 3,300 

count 

600 

300 (e) - 3TO 

600 

Goodwill 


-f 1,460 1,46 

Profit for Year 

400 

100 (a) - 60 

440 

1 



Minority Share- 







holders (as per 







Schedule in (3) ) . 


+ 220 

220 




Creditors 

z,ooo 

300 - 300 

1,000 





1C4.300 

£1,300 - £i,040j 

£4*560 



£1,300 - £1,040' £4.56 





1 




Note. The lettered references are to the Schedule nven in (3) on page 1068. Where there is no Schedul 
thr adjustments will be given in detail as m previous illustrations m this chapter. 


( 2 ) 

Consolidated Bi 


11 

£ 11 £ 1 

Share Coital (H) 

11 

\\ 2,000 

Capital Reservo-^ 

ll 

1' : 

Reserve of S at date of acquisi- j 

1 

tion . 


lOO 

Pre-acquisition Profit 


3.50 

Increase of Assets 


TOO 

~50 

Less M.I. 20% . 


110 

440 

Deducted Contra 


440 

Cfeneral Reserve — 


t 

H . 


300 j 

S . 

£1001 


Less Transfer to C.R. 

. 1001 



— 

— 



300 

Profit and Loss Account — 



H Balance 


600 

400 

1,000' 

Profit for Year 


S Balance 

£300 


Profit for Year 

100 

400 

Transfer to C.R. 

• 350 


Post-acquisition Profit 

■ 50 


Less M.I. 20% 

10 



— 

40 

1,040 

Creditors— 



H . 


1,000 

S . . . . 

£300 


J^ss Contra . 

. 300 

1,000 

Minority Interest — 



Share Capital . 


100 

Capital Reserve 


IZO 

Profit and Loss 


zo 

220 

£4,560 


Less Contra 
Increase to C.K. 


1,000 

. 100 I 

1,1001 


Goodwill — 

Cost of Shares 
Nominal Share Capital 
— S ... £500 
Less M.I. 20% . xoo 


Less C.K. Contra 


Sou. M.I. - Minority Interest. C.R, - Capital R«Mrve. 
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(3) Schedule of Adjustments 



H, Ltd. 
(80%) 

Minority 
Shareholders 
S. Ltd. (*o%) 

Share Capital ...... 

Balance of Proht and Loss Account . 

Profit to date of purchase of Shares by H, Ltd. . 
Increase of Sundry Assets .... 

Reserve ....... 

£ 

400 

240 

40 

80 

80 

£ 

100 (a) 

60 \c) 

10 (d) 

20 («) 

20 (6) 

Goodwill ....... 

840 ' 

1 .460 1 

1 

210 

- i - 


^2.300 (/) 1 

\^2 1 0 
'1 >0 W 

Profit since purchase of Shares by H, Ltd. 

1 

40 


1 

j 

1220 


1 



The reference letters are to the Consolidated Balance Sheet in (ifc) on p. 1067. 


(4) A full Journal illustration will be given on pages 1092 and 
1093. The entries will, however, be the same as those shown in the 
Dr. and Cr. adjustments in (i) on page 1066, thus for item (a ) — 


Share Capital of S . 
To Shares in S 



Many of the individual entries may be consolidated in the journal, 
thus for items [a] and (^) — 


Goodwill .... 

. Dr. 

i 

1,900 

£ 

Share Capital of S . 

. Dr. 

400 

1 


To Shares in S 


1 2,300 


Profits and Dividends of Subsidiaries. The alternative treatment 
of the profits of subsidiaries in the books of the holding company 
was considered in the early pages of this chapter and it. will be 
remembered that it is sometimes the practice to "take up" such 
profits whether dividends are declared by S or not. Where tliis 
practice obtains, a Profit of Subsidiaries Account is debited with 
H s proportion of the profits and a Profits and Losses of Subsidiaries 
Account (which may be closed ofi to Profit and Loss Account) 
credited. When a dividend is paid, cash is debited and the Profit 
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of Subsidiary Account credited. The effect of these alternatives on 
the Consolidated Balance Sheet is now considered — 

(1) Where not taken up, the position is straightforward, as has 
been shown in all the illustrations so far. After the necessary adjust- 
ments for pre-acquisition profits, minority interest, etc., the profits 
of H and S are added and extended into the total column. 

(2) Where the profits have been taken up, H’s proportion will be 
already included in H’s profit balance and, therefore, in the Consoli- 
dated Balance Sheet H’s proportion of S’s profit balance must be 
eliminated against the balance of Profit of Subsidiary Account in 
H's Balance Sheet. 

Where dividends are paid out of pre-acquisition profits, they 
must be adjusted against the cost of the shares in S. Where paid 
out of post -acquisition profits, the ultimate result in the Consolidated 
Balance Sheet is unchanged since H's profit balance, increased by 
ihe receipt of the dividend, is added to S’s profit balance which has 
been decreased by the like amount. The treatment of dividends in 
the consolidated accounts is dealt with fully on page 1095 et seq. 

Group Consisting of more than One Subsidiary. Where H holds 
shares in more than one subsidiary, no particular difficulty arises 
and there will be no departure from the principles already given. 
The goodwill or cost of control must be ascertained for each com- 
pany and then the normal adjustments, eliminations, and aggrega- 
tion will take place. 

Illustration. From the following skeleton Balance Sheets and 
the information given, prepare the Consolidated Balance Sheet. 
Ignore tax. 


Balance Sheet as at 31ST December, iq.. 


j 

H 

i: 

" 1 

i ^ 1 

! 

H 

s 

Y 

i! r 1 

i 

£ 


£ 

£ 

£ 

Sbciie Capital — i 

1 



Sundry Assets 

1,350 

1,500 

t ,200 

£1 fully paid 

1.000 

1,000 

800 

Profit of S Account 

450 



Profit aud Loss 

100 

200 

300 

900 Shares in S at cost 

1,200 



Profit for Year 

800 

300 

100 

600 Shares in V at cost 

900 




£ 3 ,'X>o 


1 iCl,200 


1] 

cn 

£1,500 






! 






(1) The credit balance of Profit and Loss Account of Y was £300 
when the shares therein were acquired by H, but the whole of the 
profits of S have been earned since acquisition of its shares by H. 

(2) It was the practice of H to take up in its books its proportion 
of the profits of S. 

(3) Y had during the year to 31st December, 19. declared and 
paid a dividend of £80, reducing the profit for the year from £180 
to £100. 



Pd 

M 

S 


-c 

< 

oa 


H 

< 

Q 

O 

eft 

is. 

o 

u 


H 


a 

I 


•a 

C 


O 


o 

O 


iS 

o 

H 




C 


0 0 0*0 
*0 Q O N 
^ N 

I I I I 

S' ' 9 "'^ S' 


81 


O O Q O 
if^ O O 
, eo IN O' 


<1 d fl 

b ° s « 

^ *d tj *3 

d o c0 cti 
d ^ ^ 
c/3 P-i CO c/3 


''^oo oo *o ►H 


I 


I 1+4 

S' S'S 


a: 


O «S ro 


O O O 

, O O o 
'-P O •-• oo 


d d 


1 

- I-, >^. - 

s --S--- 

«^S o S 
_a'«|. 2 -» 
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(a) Elimination of Share Capitals — 

Total H 

e ^ ^ 

S . . . 1,000 (90%) 900 

Y . . . 800 (75%) 600 

£i.8Qo 3^1.500 


1071 


M.l. 

£ 

(10%) 100 
(25%) 200 


£300 


(6) Elimination of Profit and Loss — 



Bal- Profit 

Against 


Interest 



ance for 

Cost of 

Profit of S 

of H in 



Year 

Shares 

Account 

P. and L. 

M.l. 


£ £ 

£ 

L 

£ 

£ 

s . 

. 200 


(90%) 180 


(10%) 20 

Y. 

. 300 

(73%) 225 



(25%) 75 

s . 

300 


(90%) ^^Q 


{to%) 30 

Y. 

100 



(75%) 75 

(25%) 25 


£5^ £400^ 


£450 

£75' 

£150 



S 

Y 

Total 

G (Goodwill) is — 

£ 

i 

i 

Cost of Shares ..... 

1.200 

900 

2,100 

Less Equity acquired — 

90% of Share Capital (£1^000) -f Pre- 
acquisition Profit (nil) . 

75 % of Share Capital 4- Pre- 

acquisition Profit (£300) 

900 

«25 

L725 


£300 

£75 

£375 


The dividend paid by Y during the year can be ignored in the preparation 
of the Consolidated Balance Sheet, the adjustments being made to the 
remaining balance. The total profit of ;^i8o is apportionable as to 25 per 
cent (;£45) to Minority Interest and 75 per cent (£1^5) to H. As the minority 
shareholders have received 25 per cent of the dividend, i.e. £20, their interest 
shown in the Consolidated Glance Sheet will be confined to the balance, i.e. 
£^5 less £20 — £25 (see {a) above). As to H's proportion of the dividend, 
this will be included in H's profit for the year and will thus appear in the 
Profit total for the group. The assumption that the dividend is included in 
H's profit is based on the fact that Shares in Y are shown in the Balance 
Sheet of H at cost. It must be remembered that only dividends paid out of 
post-acquisition profits may be regarded as revenue by H. If the dividend 
were paid out of the balance of Profit and Loss Account at the date of 
acquisition it would be of a capital nature and must be adjusted agaii^t the 
cost of the shares by crediting Shares in Y Account. In the Consolidated 
Balance Sheet this would alter the Goodwill figure accordingly. 


* £500 + 3^400 ;£goo less £75 remaining in P. & L. makes the net adjust- 
ment of g£825 shown in the C.B.S. 
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Shares of Holding Company held by Subsidiary. Although a 
company cannot hold its own shares, a subsidiary can hold shares 
in its holding company, so that, in fact, the latter does have an 
interest in its own shares. In this connection, however, the following 
section of the Companies Act, 1948, should be noted— 

27. — (1) Except in the cases hereafter in this section mentioned, a body 
corporate cannot be a member of a company which is its lidding company, 
and any allotment or transfer of shares in a company to its subsidiary shall 
be void, 

(2) Notliing in this section shall apply where the subsidiary is concerned 

as personal representative, or where it is concerned as trustee, unless the 
holding company or a subsidiary thereof is beneficially interested under the 
trust and is not so interested only by way of security for the pi^rposes of a 
transaction entered into by it in the ordinary course of a business which 
includes the lending of money. ! 

(3) This section shall not prevent a subsidiary which is, at the comnieiice- 
iiient of this Act,^ a member of its holding company, from continuing to be a 
member; but, subject to the last foregoing subsection, the subsidiary shall 
have no right to vote at meetings of the holding company or any class ol 
members thereof, 

(4) Subject to subsection (2) of this section, subsections (i) and (3) thereof 
shall apply in relation to a nominee for a body corporate which is a sub- 
sidiary, as if reference in the said subsections (i) and (3) to such a body 
corporate included references to a nominee for it. 

(5) In relation to a company limited by guarantee or unlimited which is a 
holding coni])any, the reference in this section to shares, whether or not it 
has a sliare capital, shall be construed as including a reference to the interest 
of its members as such, whatever the form of that interest. 

In preparing the Consolidated Balance Sheet in these circum- 
stances, no dilficnlty arises when the Holding Company owns all 
the shares in the subsidiary, the normal adjustments being made. 
Where, however, there is a minority interest in the subsidiary, the 
work is more involved, for it will be seen that this interest 
is, as it were, twofold viz. {a) in the equity of the subsidiary and [b] 
in the equity of the holding company by reason of the shares held 
in that company by the subsidiary. The most accurate way to 
compute the minority interest is to assume that all available 
profits arc distributed at the date of the Consolidated Balance Sheet. 
The principle involved is shown by the following illustration — 


Balance Sheets 



H 

S 


h 

1 

1 

Share Capital £1 f.p. 

£ 

500 

£ 

100 

Sundry Assets . .j 

0 

£ 

90 

Post-acquisition Profits . 

100 

50 

Shares in S (75) 

120 



;^600 

£^50 

Shares in T-I (50) 

^600 

60 


' ist July. 1948. 



HOLDING COMPANIES 


1073 


In the normal way the minority interest in S will be J of share 
capital and profits i.e. £2^ plus £12 los., but the latter figure takes 
no account of S's share of H's profits. The actual amount which 
would accrue to the minority shareholders if the whole £150 were 
distributed can be ascertained in the following way (to the 
nearest £) — 

Outside Shareholders 



H 

S 

in S 

inH 


£ 

£ 

£ 

£ 

Profits per Balance Sheet 
S’s Profit distributed . 

100 

+ 38 

50 
- ^ 

+ 12 


H's Profit distributed 

loo 00 

1 

4 - 14 


4 124 

S's Profit distributed . 

4 - 10 

14 

" y 

+ 4 

H’s Profit distributed 

10 

- 10 

4 _i 


1 9 

S’s Profit distributed . 

H's Profit distributed. 

■ +_i. 

I 

- 1 

I 

- I 


4 I 

Distribution 

— 

— 


;£i 34 


The above has been given to illustrate what is being done; in 
{)ractice the calculation will be by algebra as follows — 

Let H — total profits of H and S — total profits of S. 

Then H — 100 -f i S. and S == 50 -j- H 

Thus H = 100 -f i (50 - 1 - H) == 100 + H 

/. 40H = 4,000 H- 1,500 -h 3H 

37H = 5.500 


H = 149 and S — 50 + 15 = <> 5 - 


Allocation of Profits — 

H 

s 

Profits per Balance Sheet . 

£ioa 

£50 

Add 1 of total profit of S . 

49 


of total profit of H 


15 

Total profits as above 

149 

65 

Less amounts added above 

■ (a) 15 

W 49 


£134 



(a) * 10% X ;^I 49 : * 75 % X £65. 

The true minority interest in the profits is therefore £16 as 
opposed to £12 los. 
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CONSOLIDATBD BALANCE SHEET 


Share Capital 


i i 
450 

Profit and Loss Account 


134 

Minority Interest — 
Share Capital . 

^25 


Profit and Loss 

16 




41 



^<>25 


Sundry Assets 
Goodwill 


\£iio-i75- 




570 

55 


Illustration. The Balance Sheets of H, Ltd. and S, Ltd. are — 


Share Capital 

Profit and Lois Account: Profit 
for Year . 


Balance Sheets 


H. Ltd 1 

S,Ltd. 

1 

H, litd. 1 

S, Ltd. 

L 

C 


£' ] 

£ 

3.oofj 

1.500 

Sundry Assets . 

1,300 Shares in S, Ltd. at' 

1,300 

i.^jo 

300 


cost 

100 Shares in H, Ltd. at cost 

2,000 ^ 

150* 

£3.300 

£1.700 


£3.300 

£1,700 


Prepare Consolidated Balance Sheet. 

(t) If the mutual purchases took place at the date of the above 
Balance Sheet — 


Consolidated Balance Sheet of H, Ltd., and its Subsidiary, 
S, Ltd , AS at 



£ 

£ 


£ 

£ 

Share Capital 

3,000 


Sundry Assets . 


2,830 

Less Share! held by S, Ltd. . 

100 


Goodvrill .... 

850 


— 

2,900 

Less Reserve per contra . 

167 

6^3 

Reserve— 





Proportion of Profits at- 
tributable to H, Ltd , as at 


167' 





Less Contra 

Profit and Loss Account (H, 

167 

— 





290 




Ltd.) 

Minority Shareholders — 

Share Capital 

300 





Profit and Loss Account 

43 

343 







1 




£3.533 


1 

£3.533 


(2) If they took place at the start of the accounting pe^od — 


1 Goodwill * Cost of Shares ;^2,i5o, less Nominal Value of Shares 
less Profit iitj. See page 1075. Of the total of the Profit and Loss Accounts 
of £^00, ^457 is applicable to H, Ltd., and H, Ltd.'s own account should be 
shown as £2^0 (i.e. ^£300 less T^(yth bought in by the Group), leaving £167 to be 
carried to Capital Reserve. 
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Consolidated Balance Sheet of H, Ltd., and its Subsidiary, 
S, Ltd., as at 


Share Capital 

Uss Shares held by S, Ltd. . 

£ 

3,000 

xoo 

£ 

3,900 

457 

343 

Sundry Assets . 

GoodwUl .... 

£ 

Profit and Loas Account — 

(H, Ltd.) . . . . 

(S,Ltd.) . . . . 

300 

X57 



Minonty Shareholderf— 

Share CaNtal . 

Profit and Loan Account 

300 

43 







1 


£3.700 




In the second case all the profits are earned after the acquisition 
of the shares and so no deduction is made from the £850 goodwill 
figure. The proportion of the combined profits of H, Ltd., and S, 
Ltd., for the year applicable to the shareholders of H, Ltd., 
IS £457*. The precise split of this figure between H, Ltd., and 
S, Ltd., is somewhat academic. A division on a complete distribution 
of profits can be worked out by simple arithmetic as £298 to H, Ltd., 
and £159 to S, Ltd., but it seems rather doubtful whether there is 
any merit in showing such a split. It seems better to leave H, Ltd.'s 
account at its actual figure of £300 and to carry the adjustment in 
S, Ltd.'s figure. 

The calculations are — 

H * 300 -1- jjS 

S - 300 + . ... (I) 

- 1,500 + 4(aoo + 

H * £473 


and S- 300 + ^(473) ^ • ... (i) 

— £2J6 


Allocation of Profits — 



H, Ltd. 

S, Ltd. 

Balances per Accounts .... ... 

£ 

300 

£ 

aoo 

Add of £216 

M flbof £473 

m 



x6 

W of £916 

S0IZ473 

473 

2x6 


X73 

x6 


Balance, H, Ltd.’s Interest therein .... 

£457 


Proportion attributable to Minority Shareholders 
[4 d £ai6] 


£43 


* Goodwill ■■ £2,150 -j{x, 300, 
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Alternative Method — 



H, Ltd. 

S, Ltd. 

Sundry Assets 

88 

£ ' 
*.550 

Goodwill 

30 


a, zoo 

Z.600 

Equity J ol £1,716 

1.373 

of £3.473 ... 


116 

[See below] 

3.473 

1,716 

Less Proportion due to S, Ltd. (Share Capital £xoo -}- Profiits £t 6 ) . 

1x6 

Less Proportion due to H, Ltd (Share Capital £1,200 + Profits £173) 


L 373 

(a) Share Capital £2.900 plus Profit £457: (6) Share Capital £300 plus 
Profit £43. 

(fl) £3,357 

(*) £343 


The calculations are— The results are - I 

S =* £1,600 -f T*,, H S ■* £1,716 I 

H » £2,100 + S H — £3.473 

1 

Illustration. IV here both the holding company and a subsidiary 
between them own all the shares of another company. 

The following are the Balance Sheets, as on the 31st December, 
19. . , of the respective companies. 


.. ^ .• 


Share Capital, 200,000 Shares 

i 

Laud and Buildings . 

L 

64,000 

ol each 

200,000 

Idant and Machinery 

32.500 

Reserve and Profit and Loss 
Account 

63,600 

B Co., Ltd., 40,000 Shares 
of each 

40,000 

Sundry Creditors 

73.400 

C Co., Ltd., 10,000 Ordinary 

B Co , Ltd., Loan Account . 

1 5,000 

Shares of each . 

10,000 

! 

^352, 000 

C Co., Ltd., Current Ac- 
count .... 
Sundry Debtors 

Stock .... 

Bank and Cash 

8,000 

94.000 

87.000 
16,500 

i35*.ooo 


•'B 





£ 

Share Capital, 50,000 Shares 


Patents .... 

24.500 

of £i each 

50,000 

C Co., Ltd., 6,000 Ordinary 


Profit and Loss Account 

12,700 

Shares of each . ^ 

8,000 

Sundry Creditors 

28,000 

A Co., Ltd., Loan Account 

15,000 

C Co., Ltd., Current Account 

44.500 

Sundry Debtors 

44.500 



Stock .... 

40,000 



Bank and Cash 

3,000 


£135.000 


^133.000 
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L £ 

Sliarc Capital — B Co., Ltd , Current Ac- 

10.000 Preference Shares count .... 44,300 

of £t each . . 20,000 B Co., Ltd., 10,000 Shares 

20.000 Ordinary Shares of of £i each . 10,000 

£i each . . 20,000 Sundry Debtors . . 46,000 

Sundry Creditors . . 120,000 Stock .... 42,000 

A Co., Ltd., Current Account 8,000 Bank and Cash . 2,700 

Profit and Loss Account 13,000 

158,000 £1^8,000 


You are required to prepare a draft Consolidated Balance Sheet 
of “A" Co., Ltd. and its subsidiaries. It is to be assumed that 
the preference shares of “C” Co., Ltd., have a prior right to 
repayment of capital in liquidation, that the whole of the above 
profits and losses have arisen since the holding company and the 
subsidiary companies acquired the shares, and that no abnormal 
“ internal” items exist. Ignore the question of preference dividend. 
Balance Sheets in abridged form are : 



1 “A” 

“B” 

i “C” 1 

j 

1 “A" 


"C- 


£ 

£ 

£ 


£ 

£ 

! ^ 

Share Capital 

300,000 

50,000 

20,000 

Suiidry Assets 
“ C ” Co , Current 

294,000 

112,000 

90,700 

do. Preference 

10,000 

3,000 

Reserve and Profit 
and Loss Account 
Snudiy Creditors 
*' A" Co ., Current 

63,600 

73.400 

12,700 

28,000 

“A ” Co , lA)an 

B '* Co., Current . 
Profit and 1 oss Ac- 

16,000 

44,300 

120,000 

S,000 


count 



13,000 

Co., Loan 

15,000 



Shares - 



‘*C*' Co., Current 


44,300 


“B”Co. . 

40,000 


10,000 





•‘C'’Co . 

10,000 

8,000 



£352,000 

£135,000 

£158,000 


£352,000 

O35.000 

L 58,000 


Consolidated Balance Sheet of “A’* Co., Ltd., and its Subsidiaries, 
AS AT 31ST December, 19. . 


Share Capital, aoo.ooo Shares oi £j each 

fully paid 

£ £ 

Profit and Loss Account — 

“A" Co., Profit 

fReaerve?] . . 63,600 

Co , Profit . . 7,490 

71,090 

Less *X” Co., Loss 5,3^4 

Minority Shareholders — 

Preference Shares, ” C ” 

Co. . . . to, 000 

Ordinary Shares, **C’' 

Co. . . . 4,000 

Lest Proportion oi 
Loss . . 2,236 


Sundnr Creditors GC73,4O0 
•f 428,000 + £Z20,000] 


i 

200,000 

Sundry Assets [£294,000 + £1x2.000 
+ £90.700] .... 
Goodwill 

63,526 


xr .774 


221,400 


£498.700 
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SCHBDULB OF PrOFXT A||D LOSS ACCOUNTS 



"A” Co. 

••B”Co. 

“C-Co. 

Balances per Accounts 

AM i X £9,362 

Last A X £xx,X28 

65,^00 

£ 

xa,7oo 

S. 3 S 6 

- 14 ,^ 

+ X.87a 

Proportioa of "C* Co 

Proportion of Co 


9,36a 

1,872 

- 11 , 128 ^ 

- W( 4 ) 

Balances: "A ” Co.’s interest therein 

£63,600 

£7,490 


Proportion attriinUabU to A.*’ Co. . . . . 



~ S,£ 04 {b) 

„ „ „ Minority SharehoUen . 



-O^Sic) 


(a) ^0 of /£ii,ia8; (b) of £ii,ia8; (c) ^ of £ii,ia8. 


The calculations are — 

Let X — balaace of “B” Profit and Loss Account 
y « balance of “C* Profit and Lost Account 

Then a - 12,700 + liiy . (i) 

y » - 13,000 + Aa 

Substituting y for a, 

y - - 13,000 + i (12,700 + VV.y) 

- 13.000 + a, 540 -i -ofiy 
*947 ■* - 10,4.60 

y * 


Hence, a — + 12,700+ i^y (x) 

- + 12,700 - 3,338 

- 4 £9,362 


Alternative Method. 



“A” Co. 

"B” Co. 

«C" Co. 

Sundry Assets (including “ Internal” Loans and Current 
Accounts, Goodwill, but excluding Par Value of Shares 

held) 

Uu UabUities .... 

(As below) .... 
Or 

[Capitals and Undistributed Profits — 

Share Capitals 

Profit and Loss Accounts ...... 

U$$ Shares In . . ” B ” £40,000 

**C” 10,000 

(As above) .... 

£ 

302,000 

88,400 

£ 

129,000 

72,300 

£ 

135.000 

138.000 

£213,600 

£56,700 

-£3,000 

200,000 

63,600 

50,000 

12,700 

20,000 
- 13,000 

363,600 

50,000 

62,700 

“C” 6,000 

7,000 
“B” 10,000 


£56,700 

- £3,000 ] 


The amount receivable by "C" Co. from "B" Co. is £11,872, 
arrived at as follows — 


As “ B*' Co. holds of the ordinary shares of **C*' Co. the totsd equity of the former company Is^ 
B — 56,700 + ftC 
56,700 

lOB - 4 C * £ 67,000 
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Aft Co, holds ^ of the sbsEes of **B** the total equity of the fociner company is— 
C iB -3,000 

- C 3,000 [Alternatively by sttbitltutton C -• 5Sl222_tA£ . 3^000 

lOB-^oc -i j&o,m - £8.872' 

Combined, the italicised equations are— 
xoB - 3C 367,000 
loB - 50C — 130,000 

47C - 4x7,000 
Hence C — £8,872 


As the total equity of the ordinary shares of “C” Co. is £8,872, 
the latter company must be entitled to £11,872, as without such 
appropriation the equity was a minus quantity of £3,000, 
llie whole of the equities may now be computed, thus — 



•*A*’ 


.. B" 


"C" 

Equity (other than Shares) 

Amount receivable from — £ 

"B”Co.( 4 ). . 47,490 

"C'Co. ( 1 ). . 4,436 

£ 

213,600 

51,926 


£ 

56,700 

2,662 

••B"Co.i 

£ 

- 5,000 

11,872 

Total [per (a) and (b) below] 

£265,526 


59,362 


8.87a 

Lets payable to . 


-C” Co. ^ 

11,872 

"B" Co. 

2,662 

Less payable to . 


“A” Co. 

II 

"A” Co. 

6 ,2X0 

4,436 

Balance attributable to Minority 
ShareholderB [see (e) below] . 





£1.774 








Consolidated Balance Sheet of “A” Co., Ltd., and its Subsidiaries. 
AS AT 31ST December, 19. . 


Share Capital, 200,000 shares of £i each 
fully paid . . • (e) 

Profit and Loss Account — £ £ 1 

"A” Co. . . , 63,600 

‘•B"Co.~ 

Equity , . 47,49° 

Lns Shares . . 40,000 

7,490| 


Lms "C*' Co. Shares 
Ltts Equity . 


10,000 

4,438 


Ntmoiity Shareholders — 
Preference Shares, “C” 

Cn. .... 
Ordinary Shares, *'C" 

Co.~ 

Share Capital . 4,000 

Jjtts Proportion of 
Loss . 2,226 


Sundry Creditors 


7i.,090 

{b) 


£ 

Sundry Assets 

200.000 

Goodwill ... 

63.326 


11,774 

2.11,400 


£498,700 





£ 

496,700 

2,000 


£498,700 


35— (B.ao83) 
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The equity of the preference shareholders remains undisturbed, 
as there are sufi&cient assets to pay them in full. 

If the preference shareholders of “C'* Co. are not preferential as 
to capital, their equity will be proportionately reduced. As the 
capital of Co. is £30,000, the proportions of the equity are: 
"A" Co., Jf}; Co., minority ordinary shareholders, 
and preference shareholders, 

The calculations in this event are— 

A = 63,600 “f IIB -|- JC 
B =s 12,700 + jC 
C = - 13.000 -1- 

The results are: C = - £10,896, B = + £10,521, minority share- 
holders of C = - £i,453i and preference shareholders of C =j - £3,632. 

Schedule of Profit and Loss Accounts \ 


1 “A** Co. 

“B" Co. 

"d" Co. 

Balances per Accounts 

Add J X :iio,52i . 

Less X ;iio,896 . 

Proportion of “C” Co., J . 
Proportion of “ B” Co., . 

Balances : “A" Co's interest therein 
Proportion attributable to 
Minority Shareholders — 
Preference: x ;iio,896 

Ordinary: x £10,896 

£ 

63.600 

£ 

12,700 

“ 2,179 

; i 

13,000 
+ 2.104 

10,521 
- 2,104 

- 10,896 

“ 2.179 

£63,600 

18,417 

1 1 


1 

i 1 

- 5.085 

-13.632 

-IJ .453 -15.085 


The Consolidated Balance Sheet will be modified as follows — 


Minority Shareholders — 
Preference Shares, “C" Co. 
Less Proportion of Loss . 

Ordinary Shares 
Less Proportion of Loss . 


Profit and Loss Account — 

Co: Profit [Reserve?] 
“B" Co.: Profit 


Lessee** Co,: Loss 


(i) Where Preference 
Shareholders have no 
Priority [as above] 


10,000 

3.632 

4,000 

L453 


£ 


6,368 


2.547 


(2) Where Prefer- 
ence Shareholders 
have Priority [as on 
pages 1077 and 1079] 


8.915 


IL774 


63,600 

8 . 4»7 

72,017 

3,632 


68,385 


^77,300 


65,526 

^ 77.300 
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A much simpler but slightly less accurate way of dealing with 
this problem is for B not to take up its share of C's loss, thus 
simplifying the allocation of B's profit. The debit balance of 
C is therefore dealt with as follows — 

B's profit of £12,700 is reduced by J attributable to C's holding, 
i.e. £2,540, so that the loss of C is reduced thereby to £10,460. 
This is applicable as to ^ (£2,092) to minority shareholders and f 
(£8,368) against the combined profit of A and B. The consolidated 
Balance Sheet will now be as shown on page 1082, the above adjust- 
ments being in heavy type. 

Illustration. The following are the abridged Balance Sheets of 
H, Ltd., and its subsidiaries at 31st December, 19. .. 

All the profits and losses have arisen subsequent to the dates of 
purchase of all the shares which have been acquired. 


Balance Sheets as at 31ST December, ig. . 



H,Ltd. 

A. Ltd. 

B, Ltd. 

1 1 H, Ltd. 

A, Ltd. 

B.Ltd. 

Share Capital 

Profit and Loss Ac> 
count 

1 

5.000 

3.000 

C 

2,500 

1,950 

£ 

2,(XX) 

Sundry Assets 
Shares in — 

A, Ltd. (2,000) at 
cost 

B, Ltd. (1,500) at 
cost 

B, Ltd. (200) at 
cost 

H, Ltd. (500) at 
cost 

Profit and Loss Ac- 
count 

£ 

4,000 

2,200 

x,8oo 

£ 

4 ,J 50 

300 

i 

x,ooo 

600 

400 


£8,000 

£4,450 1 

£2,000 


£8,000 

£4r450 

£2,000 










Prepare Consolidated Balance Sheet of the holding company 
(H, Ltd.) and its subsidiaries. 


Consolidated Balance Sheet of H, Ltd,, and its Subsidiaries, 
AS AT 31ST December, 19. . 


Share Capital . 

L^s Share Capital held 
by B, Ltd. 

£ 

£ 

5,000 

500 

£ 

4,500 

Sundry Assets 

Goodwill 

£ 

£ 

£ 

9.150 

700 

Profit and Loss Account . 
Leu Proportion due to 
B, Ltd. . 


4,611 

461 





Minority Shareholders — 

A, Ltd.; 

Share Capital 
^ Ci X £2,500] . 

Profit and Loss Account 

tk X £1,956] . 

500 

391 

891 

309 






B. Ltd. : 

Share Capital 
[fo X £2,000] 

Profit and Loss Account 
X £61] . 

300 

9 








Z 200 












______ 




m 




£9,850 



f.46.300 II ! '!_ II II II 
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Schedule of Profit and Loss Accounts 



1 H, Ltd. 

A. Ltd. 

B,Ltd. 

Balance* per Accounts • 

£ £ 
3,000 

£ 1 
1,950 

^ -do 

X £1,956— . . . . 

1,565 



, I X £ 6 i — B’s Profit .... 

46 




x, 6 ii 



* X £61 


6 


Add^x £4,6 ix 



+ 461 


4,6x1 

1,956 

fix 

l£S$ due to B [A] 

461 



„ due to H T|J 


1,565 


„ due to A f A] 



6 

;; due to H tt] . 



46 




— 5 * 

H, Ltd.'s Interest therein [as on page xoSi] 

£4,150 



Proportion attributable to Minority Share- 


£391 

£9 

holders [as on page zo 8 i] 





The calculations are — 



H — 3,000 + JA -1- fB . 

. (I) 


A - 1,950 - 1 - AB - • 

. U) 


B — - 400 -i- ah ... 

. ( 3 ) 


H - 3.000 + i (1,930 + AB) + IB 

H - 4,560 + ‘ 83 B 

(i) and (2) 

but 

H - 4,000 + lOB . 

• (3) 

Combining the italicized items — 



O'lyB — 560 



B - £6r x 



m^mm 


and 

A - 1,930 -h A (61) • ^ 

. (2) 


■■ £1,956 [to nearest £3 


and 

B — - 400 -1- ah 

6i*i •- - 400 4- AH 

. 10 


H -• 4,000 + 6x1 



M £4,611 [to nearest £] 



There is no necessity to calculate all the profits as, having obtained 
one result, one may connect up the remainder. 


Alternative Method. 



H, Ltd. 

A, Ltd. 

B, Ltd. 

Sundry Assets 

Good^l 

Equity: i x £4,456 ... 

1 X £2.061 . . . ■ 

£ 

3,565 

1.546 

£ 

4,000 

500 

5.111 

£ 

4,150 

roo 

£ 

£ 

1,000 

100 

A X £*,061 

A X £9.611 


206 


961 



9,611 

4.456 


a,o6x 

Less Proportion due to B, Ltd., A ’ 

[Share Capital £500 plus Profit £461] 

„ Proportion due to H, Ltd., ^ : 

[Share Capital £a,ooo plus Profit £1,565] 

„ Proportion due to H, Ltd., 1 : 

[Share Capital £1.500, plus Profit £46] . 
„ Proportion due to A, Ltd., A: 

[Share Capital £200, plus l^fit £6] 

H, Ltd.'s Interest therein [as on page 1081I : 
[Share Capital £4,500, Profit £4,150] • 


96 T 

3.565 

1.546 

206 

1,7.5a 

£8.650 




'Proportion attributable to Minority Share- 
holders [as on page 1081] 


£891 

£309 


* S®c page X085 tor calctJations. 
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The calculatioiis ax6— 

H - 4,500 + JA 4- |B 
A - 4, *50 + 

B - 1,100 4- 


The results will be [to nearest £} — 

H — £9,6x1 
A - £4,456 
B £a,o6i 


Illustration. Where there are cross ** holdings as to both ordinary 
at%d preference shares. 

From the Balance Sheets on page 1084, prepare Consolidated 
Balance Sheet of H, Ltd., and its subsidiaries on 31st December, 
19... The preference shares are preferential as to capital in a 
winding-up. All profits and losses have arisen subsequent to the 
purchases of the cross'* holdings. The shares are shown in the 
Balance Sheets at cost The preference dividends may be ignored. 


Consolidated Balance Sheet of H, Ltd., and its Subsidiaries. 
AS at 31ST December, 19.. 


Share Capital 

Less Shares held by A, Ltd 

£ 

20.000 

2,000 

£ 

18,000 

Sundry Assets . 

Goodwill 

Less Capital Reserve 

£ 

1 4,000 

1,700 

£ 

63,900 

Deheature Reserve 

Profit and Loss Account — 

H. Ltd., Profit . 

A, Ltd., Profit . 

C, Ltd., Profit . 


a.300 

4,956 

3,044 

2,100 




Less B, Ltd., Loss 

XO.XOO 

700 

9.400 

8,000 

10,600 

20,000 




Debentures .... 
Minority Shareholders — 
Preference Shares : 

A, Ltd 

C. Ltd 

Ordinary Shares : 

B, Ltd. . £1,000 

Less proportion of 

Loss . . . xoo 

Ordinary Shares : 

C, Ltd. . . £1,000 

Add proportion of 

Profit 700 

5,000 

3,000 

900 

1.700 


1 

1 

1 

Creditors . . . ' 







£66,200 



£ 66,300 








Goodwill 



H, Ltd. 

A, Ltd. 

B, Ltd. 

C, Ltd. 

ToUl 

Cost of Shares .... 

Nominal Value of Shares . 

£ 

1,700 

2,000 

6.000 

5.000 

£ 

3,600 

7,000 

£ 

6.000 

3.000 

£ 

19,300 

17,000 

-£300 

+ £1,000 

-£ x ,400 

+ £3,000 

4 - £*,300 
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Allocation of Profits 



H, Ltd. 

A, Ltd. 

B, Ltd. 

C, Ltd. 

Balances per accounts 

Lets i of £1.000 to C 

A.eU JW Af AAA. 

£ 

6,000 

£ 

3,000 

1 OAA 

£ 

- 1,000 

- 300 

£ 

3,000 

- 300 

L«« ^ of £10,444 ‘ 

»,044 


- 600 

a, 800 

Balances, H, Ltd.’s Interest therein 

£4,956 

SSS==SSi 

* - 700 

a, 200 

Proportion attributable to Minority Shareholders 



•- £100 

ssss^^sss. 







If the shares were mutually purchased after the profit^ and losses 
of the subsidiaries shown above, i.e. the purchase prices included 
such profits and losses, the present net assets purchased would be 
precisely as they stand in the above Consolidated Balance Sheet. 
Consequently the net assets when acquired would be less by £3,400, 
i.e. profit £9.400 less the Profit and Loss Account (credit balance) 
of H, Ltd., £6,000. Therefore, the cost of control £2,300 becomes 
capital reserve £1,100 calculated as follows — 


A, Ltd., Profits ....... 2,000 

C, Ltd., Profits ....... 3,000 


5,000 

Less B, Ltd., I^ss ...... 1,000 


Net Profits ........ 4,000 

Less proportion attributable to Minority 

Shareholders — £ 

C, Ltd., Profit ..... 700 

Less B, Ltd., Loss .... 100 

600 


Increase of Net Assets acquired .... 3,400 

As against Goodwill on basis of purchase of Assets 

before above results ...... 2,300 


Capital Reserve .... £i»ioo 


[See page 1087 for Consolidated Balance Sheet] 


^ A ;i(6.ooo H- 2,100 -f 3,044 - 700) *=* A ot ;£io,444. 

The calculations are — 

H 6,000 4- A + + fc A -i a,ooo + B — — i.ooo C — 3,000 4 - JB. 

H o ^10,444 A £3,044 B — — £1.000 C •- £3,800. 

* A o* - £1.000. 


* i ol £s. 8 oo. 
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C0H8OLIDATBD Balance Sheet of H, Lto., aho its Subsidiaxies, 
AS AT 3IST DbCBMBBR, I9. . 


Share Capital . 

Debenture Reserve . 
Capital Reserve [see p. 1086] 
Profit and Loss Account 
Debentures 

Minority Shareholders — 
Preference Share- £ 
holders: A, Ltd. . 5,000 
C, Ltd. . 3,000 
Ordinary Share- 
holders: B, Ltd. . 900 

C, Ltd. ^1,700 


Creditors . 



Sundry Assets . 


I 

63,900 


1 ^63.900 


Part-sale of Holding in Subsidiary. When H disposes of part of 
its holding in S and the holding/subsidiary company relationship 
continues, the usual principles will be followed, but consideration 
must be given to the particular circumstances of each individual case. 

Illustration. From the following abridged Balance Sheets and 
information, prepare draft Consolidated Balance Sheet. Ignore Tax. 


Balance Sheets as at 31ST December, 19.. 



H 

s 


H 

s 

Share Capital — 

£x fully paid . 
Reserve 

Profit and Loss — 
At 1st Jan., 19. . 
Profit for Year . 

£3,000 

600 

i 

20,000 

2,000 

£1,000 

800 

£ 

5,000 

500 

i 

Sundry Assets 

Shares in S at cost — 

3,000 at 40s. . 

j 

i 

§ § 

i 

9,050 

Dividend from S.| 

200 

4,000 

1,800 


i 1 

1 

j 

Less Dividend 


250 

1.550 

! 1 

1 

1 

1 

Creditors 

1 

3,000 


2,000| 

! i 

1 

1 




£29,000 


£9,050 

i 

£29,000 

£ 9 i 050 












H had acquired 4,000 shares in S at iji per share on the ist 
January, 19. ., and sold 1,000 of them at the same price on the ist 
October, 19. .. On the ist July, 19. . , an interim dividend of 5 per 
cent was paid by S. 

^ The chief point of importance is that the minority Interest in the equity 
of C, Ltd., is 1,000 ordinary shares [i.e. J] ; but as the company owns one-fifth 
of the equity of B, Ltd., there is a decrease in the value of the minority interest 
to the extent of ( of ^ of the f 1,000 loss, viz. £50. Hence the total equity of 
the minority ordinary shareholders of C, Ltd., is as follows — £ 
i X ;f(4,ooo + 3,000) 1,750 
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Consolidated Balance Sheet 



H 

S 

Adjust- 

ments 

Total 


H 

S 

Adjust- 

menu 

Tot) 

Share Capital 
Reserve 

P. & L. Balance 
Profit, etc., for 
Year 

Creditors . 
Minority Interest 

£ 

ao,ooo 

a,ooo 

3,000 

z.ooo 

3,000 

£ 

5.000 
300 

1.000 

350 

2.000 

£ 

- 5,000 

- 300 

- 1,000 

- 220 

+ 2,820 

£ 

20,000 

2.000 

3.000 

1.330 

5.000 
2.620 

Sundry Assets . 
Shares in S 

Goodwill. 

£ 

23,000 

6,000 

£ 

9.050 

£ 

- 3 , 90 o'l 
- 2, zoo/ 

+ a, zoo 

£ 

33.0 

3.1 

[See note (a)] 

£ 29,000 


-iC 3,900 

JC34.150 


£29,000 

0 

0 

4 


i 34 ^ 


It is assumed (from the treatment of the dividend in the books of 
H) that the interim dividend was paid out of profits for ^he year to 
31st December, ig . . . \ 

The only effect of the holding of the 1,000 additional Shares for 
a part of the year is that H receives a greater proportion of the 
interim dividend than it would otherwise have done. When H 
bought the 4,000 shares for f8,ooo, the position was — 

i i 

Cost of Shares ......... 8.000 

Share Capital of S . 5,000 

Reserve ...... 500 

Profit and Loss Account . 1,000 

£t,Soo 80% acquired «= 5.200 


Goodwill (or Cost of Control) .... 2.800 

As J of the holding has been sold and the shares comprising it 
carry with them their share of the Goodwill, the deduction 
to be made is . 700 

Per Consolidated Balance Sheet above ..... £2,100 

Note (a). Minority Interest is f x ;^(5.ooo -f- 500 -}- i.ooo -f 550) £2,^20 

Unless it is indicated that special circumstances apply, the 
procedure to be followed is to assume that the sale is accompanied 
by the same circumstances as if H had no controlling interest. 
A sale, therefore, on ist October would be cum div. and consequently 
there would be no apportionment of the profits of S to date of sale, 
with the result that H would get no benefit from the holding of 
the 1,000 shares beyond the interim dividend paid before the date 
of sale. 

If the dividend was paid out of the op>ening balance of Profit and 
Loss Account, £iOQ would be deducted from the cost of the shares 
and deleted from H’s Profit and Loss Account with consequent re- 
duction in Goodwill and re-allocation of the profit for the year. 

It might well be that the whole of the shares were sold to one 
buyer, in which case H (particularly as it controls S) might stipulate 
for some other arrangement regarding retention of a portion of the 
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profits for the year to 31st December, 19 . . , attachable to the holding 
of the 1,000 shares, e.g. H to have four-fifths of the profits to the 
date of sale and three-fifths thereafter. 

If the thousand shares had been sold at 35s. each, involving a 
loss of 5s. a share, the loss of £250 might be added to Cost of Control 
(but not Goodwill), as the book value of the holding would be £6.250. 
On the other hand, H might make the necessary adjustments in its 
books. If the latter decided to write down its holding by £250, the 
Consolidated Balance Sheet would be as before, as far as Goodwill 
or Cost of Control is concerned. From the accounting point of view 
the prudent course would be for H to make a provision for Subsi- 
diary Company Investment Loss, leaving the investment in its 
books at £6,250 and showing in the Consolidated Balance Sheet, 
Goodwill or Cost of Control £2,350 (£2,100 as before plus £250) less 
Provision £250. 

Illustration. From the following skeleton balance sheets and 
information, prepare Consolidated Balance Sheet. 

Balance Sheets as at 31ST December, 19. . 


Share Capital . 
Investment Reserve 
Profit and Loss : 

At ist Jan., 19. . 
Profit for Year 


H 

s 

H 


£ 

£ 

£ 

£ 

5,000 

1,000 

Sundry Assets 4,650 

1,600 

150 


Shares in S — 




600 at Cost 900 


300 

3ho 



100 

240 



^ 5 . 55 ° 

£l,6ool 

U5.550IU1.600 


1 it 


H bought 800 shares in S at 30s. per share when the Profit and 
Loss Account of the latter stood at £220, and sold 200 of them on 
30th June, 19. at 45s. per share, crediting the 15s. per share profit 
on sale to an Investment Reserve. 

Consolidated Balance Sheet 



H 

s 

Adjust* 

meats 

Total 

1 

! 

H 

s 

Adjust* 

ments 

Total 

lare Capital r I f.p. 
IV. Reserve . 

rofit and Loss — . 
Balance 

Profit for Year . 
‘nonty Interest . 

£ 

5,000 

150 

300 

100 

£ 

1,000 

360 

240 

£ 

- 1,000 

- 276* 

- 96' 

+ 640* 

£ 

5,000 

150 

384! 

344/ 

640 

Sundry Assets 
Shares in S 

1 

1 

1 

£ 

4.650 

900 

£ 

i, 6 oo 

1 ! 

£ 

-732* 

1 __ 

J 

6,330 

i68« 


£ 1,600 

- £732 

£6,418 

£3,550 

£i, 6 oo|j -£732 

£6.4x8 


M I. f X £360 = £144 ; H J X £220 £132 against cost of shares. 

M.I. } X ^240 =» £96. 

Share Capital £400 -f ^£144 + 

Share Capita] ^600 I ‘/132. 

Goodwill. 
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Alternatively, the position may be shown in detail as follows 
allowing the present Consolidated Balance Sheet to be linked uj 
with the previous one — 

Consolidated Balance Sheet 


Share Capital .... 
::apital Keeorve— 

Pie-acquisition Profit 
Lais Minority Interest i 

Deducted contra 

[nvestment Reserve (see 4 below) 
Profit and Loss Account — 

H Balance, xst Jan., 19. . 
Profit for Year . 


S Balance, zst Jan., 19. . 
Less to Capital Reserve 


Profit to 30th June, 19. . 

Less Minority Interest — 
Original jt 
New {re Sale) i 


. 360 

220 

140 

Z20 

260 

£5* 

52 

— Z04] 


Profit to 31st Dec., 19. . . i 
Less Minority Interest I 

Minority Interest — 

Share Capital 
Capital Reserve i . 

Do. Sale from Goodwill contra 
Profit and Loss Account 


£ 

£ 

5,000 

220 

44 


£176 



150 

300 

zoo 


400 


156 


72 

62R 

1 

640 

400 

44 

44 

152 



£6,418 


Sundry Assets— 

H . . . . 

S . . . . 

Goodwill at cost — 

Cost of 800 Shares 
Less Share Ca^tal 
„ Capital Reserve. 


Dedua applicable to 
Shares sold — 

Sale Price . 

Less Investment 
serve 


800 

176 


2I0 


Less Share Coital £200 
Original Capital 
Reserve to Minor- 
ity Interest 
contra 


450 

150 

300 


X,200 

976 

224 


Notes, (i) Assumed that the profit of S was earned evenly during the year 

{2) The Goodwill figures are taken to be in respect of ordinary Goodwill, 
ioT which there is no account in the books of S — that is to say, that no account 
is taken of any amount paid by H on the original purchase for an 80 per cent 
control, nor of any amount received by H on the subsequent sale for relin 
quishing its 75 per cent majority. 

(3) Apart from the con-siderations in (2), Goodwill is shown at cost (ir 
respect of 800 shares) less J (in respect of 200 shares sold). It is apparent 
from the price of the sale on 30th June that the value of Goodwill has con- 
siderably increased. Goodwill might therefore be written up to its new valua- 
tion, in order to show the correct figure, with consequent adjustments on the 
liabilities side to the interest of H and the minority shareholders. It is. 
however, the usual practice to show Goodwill at cost and not to revalue it. 

(4) The Investment Reserve of ;£i50 is made up of £$2 in reject of profits 
of S applicable to 200 shares sold, from the date of purchase &> date of sale 
(this figure is shown in the Consolidated Balance Sheet as being transferred 
out of Profit and Loss Account to Minority Interest), and £98 received m 
respect of additional Goodwill. If Goodwill were revalued as indicated in (3) 
above, this £98 would be dealt with in the revaluation. If no revaluation is 
made, it is considered better not to deduct it from the Goodwill figure in the 

buyel^lidated Balance Sheet, since, if that were done, a secret reserve would 

for 
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Journal Entries. The tendency in professional examinations is 
towards intricate and detailed problems in Holding Company 
accounts and, therefore, a candidate must be able to avoid confusion 
in preparing the Consolidated Balance Sheet. For this reason, the 
method of adjustment by means of additions, subtractions and con- 
tras is not recommended except in the simpler problems. The most 
satisfactory method is that using columns for the balance sheet 
figures of each of the constituent companies with a colunrn for the 
preliminary aggregation of those figures, followed, on each side of 
the balance sheet, by three columns for {a) debit adjustments, (6) 
credit adjustments and (c) final aggregation respectively. In very 
complicated cases it will often be necessary to write up the adjust- 
ment columns from a set of journal entries. Since the aggregation 
columns are merely a matter of copy-work or of addition and sub- 
traction, it is contended that the presentation of the correct journal 
entries will earn a very large proportion of the marks allotted to the 
question, and in fact the formal copy-work, etc., will take time out 
of all proportion to the number of marks it can possibly earn. 

Illustration. From the Balance Sheets and information given 
below, prepare Consolidated Balance Sheet, showing journal entries 
for the adjustments. 


Balance Sheets as at 31ST December, 19. . 



Great, 

Ltd. 

Medium, 

Ltd. 

Small, 

Ltd. 


£ 

£ 

£ 

Share Capital : £1 fully paid 

100,000 

50,000 

20,000 

Reserve ....... 

20,000 

6,000 


Profit and Loss ...... 

10,000 

10,000 


Debentures ....... 

40,000 



Creditors ....... 

4,000 

8,000 

5,000 

Bills Payable ...... 



1,000 

Loan from Medium ..... 



2,000 

Loan from Small ..... 

1,500 



Provision re Subsidiaries .... 

1,500 




/1 77,000 

;f74,ooo 

£z^,ooo 

Sundry Fixed Assets ..... 

97»300 

30,400 

9,200 

Goodwill ....... 


15,000 


Shares at cost — 




Medium, 40,000 ..... 

46,000 



Small. 20,000 ...... 

17,000 



Debentures at cost : Great, / 10,000 


9,500 


Stock 

9,000 

9,000 

11,000 

Debtors and Cash ..... 

7.000 

7,000 

2,300 

Bills Receivable ...... 

700 



Loan to Great 



1,500 

Loan to Small 


2,000 


Development Expenditure . . . • 


i 1,100 


Profit and Loss 



4,000 


/1 77,000 

£ 7 *.ooo 

£ 2 S,ooo 
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(i) The shares in Medium were acquired some years previously 
when the Reserve and Profit and Loss Account of that company 
stood at £6,000 and £5,500 respectively. 

{2) The shares in Small were acquired at the date of the above 
Balance Sheets, the price being adjusted so as to take into account 
the fact that the fixed assets of that company were worth £2,500 
more than book value. 

(3) The Bills Payable in the Balance Sheet of Small had all been 
issued to Great, and there was a note in the latter's Balance Sheet 
of a contingent liability of £300 in respect of bills discounted. 

(4) The provision re subsidiaries in the Balance Sheet of Great 
arose in respect of — 

(а) £1,100 for unrealized profit on goods costing Gteat £3,900 
which had been sold to Small for £5,000 at which figured they were 
included in the latter’s Balance Sheet, none having been sold. 

(б) £400 in respect of Development Expenditure of Medium to 
be written off. 

(5) The debentures of Great appearing in the Balance Sheet of 
Me^um had been purchased in the open market. 


Journal 

Share Capital of Medium . . Dr, 

To Shares in Medium 

,, Minority Interest. . || 

Allocation of share capital of Medium between 
Great and outside shareholders. 


1 Goodwill ... 

I To Shares in Medium 
Excess of cost of shares over nominal value. 


Dr, 


Dr 


Share Capital of Small 

To Shares in Small .... 

,, Capital Reserve . 

Excess of nominal value of shares of Small (all 
held by Great) over cost. 


Reserve of Medium ..... Dr. 
Profit and Loss of Medium . . Dr 

To Capital Reserve .... 

,, Minority Interest. 

Allocation of pre-acquisition reserve and profit 
and loss balance between Great and outside 
shareholders in ratio of 4 : i . 


Debentures of Great .... Dr. 
To Debentures in Great 
„ Capital Reserve . 

„ Minority Interest. 

Elimination of inter-company holding and alloca- 
tion of "profit" between Great and outside 
shareholders. 


i I 

50,000 I 


6,000 


6,000 

5.500 


10,000 


40.000 

10.000 


6,000 


1 7,000 
3,000 


9,200 

2,300 


9,500 

400 

100 
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Journal (contd,) 


Bills Payable (Small) 

Dr. 

700 

To Bills Receivable (Great) 


Elimination of inter-company holding. 



Loan from Medium 

Dr. 

2,000 

Loan from Small .... 

Dr. 

i»500 

To Loan to Small 


„ Loan to Great 




Elimination of inter-company loans. 


i 

700 


2,000 

1,500 


Provision re Subsidiaries .... Dr. 1,500 

Minority Interest ..... Dr. 100 

To Stock. ...... 

„ Development Expenditure 
Elimination of unrealized profit from Stock and 
writing off of Development expenditure. (Note. 

Since Great provided ^£400, it is assumed that 
£500 is to be w'ritten off, outside shareholders 
bearing their one-fifth proportion.) 


1,100 

500 


Sundry Fixed Assets Dt. 2,500 

To Capital Reserve .... 2,500 

Unrecorded undervaluation of assets of Small 
taken into account in fixing price of shares. 


Goodwill Dr. 4,000 

To Profit and Loss Account of Small 4,000 

Debit balance at date of acquisition. 

Profit and Loss Account of Medium . Dr. 900 

To Minority Interest. . 900 

One-fifth share of post-acquisition profits t£i 0,000 

-£5.50°)- 

Capital Reserve ..... Dr. 10,000 

To Goodwill ..... 10,000 

Elimination of items added to Gk>odwill in above 
entries against Capital Reserve. 


Note. The balance of Capital Reserve, which is ;£5,ioo, might also be used 
to write down the Goodwill figure of Medium to £g,goo. 

Summary of Goodwill and Capital Reserve from above entries. 

Goodwill 

£ 


Per Balance Sheet of Medium 

15.000 

Add re Medium (excess over par of cost) 

6,000 

Small (pre-acquisition loss) 

4,000 

10,000 


25,000 

Less Transfer from Capital Reserve 

10,000 

Per Consolidated Balance Sheet . 

;£ I 5,000 



Consolidated Balance Sheet of Great, Ltd., and its 
Subsidiaries as at 31ST December, 19. . 
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£ £ 

Re Medium (pre-acquisition profits) . 9,200 

„ Small (excess of par over cost) .... 3,000 
,, Debentures of Great ..... 400 

,, Sundry Fixed Assets of Small .... 2,500 

15,100 

Less Transfer to Goodwill ...... 10,000 


Per Consolidated Balance Sheet iS.ioo 


CONSOLIDATED PROFIT AND LOSS ADJUSTMENTS 

After aggregating the various debits and credits of the con- 
.stituent companies* Profit and Loss and Appropriation Accounts 
under their appropriate headings, adjustments be required, of 
which the following are the most important — 

(1) The transfer of profit or loss of subsidiaries attributable to 
the Holding Company’s shares applicable to the period prior to 
acquisition of such shares, the transfer being to the credit of the 
cost of the shares for profit or to the debit thereof for loss, the net 
effect of which is to decrease Goodwill or increase Capital Reserve 
in the case of profit, or conversely for loss. 

(2) The transfer to the credit of Minority Shareholders in respect 
of the proportion of the subsidiaries* profits attributable to them ; 
or to the debit in case of loss. As already indicated in this chapter, 
the Minority Shareholders cannot legally become liable to the 
Holding Company for such share of loss, not even if such share of 
loss exceeds their paid-up capital, owing to the principle of limited 
liability, so that the most favoured opinion is that such sum should 
be featured as a contingent asset (analagous to Short Workings in 
Royalty Accounts) or deducted from the Reserves or Share Capital 
of the Holding Company, being, of course, clearly described in the 
Consolidated Balance Sheet. 

(3) The elimination of internal items, e.g. dividends and interest 
arising within the Group. If the Holding Company has already 
passed through its books its proportion of the proposed dividends 
from subsidiaries, there will be a cancellation of both sides of the Con- 
solidated Profit and Loss Account, and similarly in the Consolidated 
Balance Sheet for such proposed dividends receivable and payable. 
The remaining parts of the pro|x>sed dividends will be transferred 
to the credit of Minority Shareholders. 

If such proposed dividends have not been dealt with in the books 
of the Holding Company, a cancellation will be made by reducing 
the dividends debit in the Consolidated Profit and Loss Account 
^d the Proposed Dividends item on the liabilities side of the Con- 
solidated Balance Sheet. [Alternatively, the unentered Dividends 
Receivable may be introduced as an asset and as a profit (as if the 
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Holding Company had actually entered them in its books and 
then cancelled them)]. 

(4) The adjustment of Income Tax in respect of Dividends and 
Interest will have to be made where required. As regards Dividends, 
these will be “net/' i.e. after deduction of Income Tax in the books 
of the pa5dng Subsidiaries and (probably) gross in the books of the 
Holding Company (after having debited the Income Tax thereon 
to Income Tax and crediting the “net" dividend to bring it up to 
gross), so that an adjusting entry is required to reverse the above 
transfer, so as to restore the gross dividends received to “net.’ 
Hence there will be a debit to Dividends Received and a credit to 
Income Tax in the Consolidated Profit and Loss Account, but none 
will be required in the Consolidated Balance Sheet, as jboth the 
Dividends Receivable and Proposed will be shown there “ net " (or if 
it relates to dividends already paid by the subsidiaries, the\ item, as 
such, will not appear in the Consolidated Balance Sheet). Where the 
Holding Company has not entered in its books the proposed dividends, 
no adjustment is required in respect of Income Tax therefor, unless 
the proposed Dividend has been entered and cancelled as in (3). 

As regards interest, e.g. Debenture Interest, both the receiving 
and the paying companies will have entered the item in their 
respective books on a gross basis (after transferring the relevant 
Income Tax thereon to Income Tax), so that there will be an 
elimination of both the gross interest debited and the gross interest 
credited, no adjustment being required for Income Tax because the 
same amount of Income Tax has been debited (by the receiving 
company) and credited (by the paying company). 

If the interest has not been paid, the debtor company will have 
already charged the accrual gross to its Profit and Loss Account 
and credited a liability for the “net" sum payable, and credited 
Income Tax with the Income Tax thereon. If the receiving com- 
pany has brought such interest into its books, there will be an 
eliminating transfer of both “net" payable and receivable sums in 
the Consolidated Balance Sheet, but no adjustment for Income 
Tax, assuming that the receiving company had dealt correctly with 
the sum receivable by debiting the “net" interest as an asset and 
debiting Income Tax with the Income Tax thereon and crediting 
Profit and Loss with the gross amount. 

If the receiving company has not brought such interest into its 
books, it can be brought in and taken out (as mentioned in connec- 
tion with dividends) “net,” or the “net" liability in the Con- 
solidated Balance Sheet can be debited and the interest, charged 
in the Consolidated Profit and Loss Account credited, the Income 
Tax thereon being debited to Income Tax and interest account 
credited. In other words, there will be a credit to interest charged 
of the gross sum, and (i) a debit to Income Tax (both in the Con- 
solidate Profit and Loss Account) and (ii) a debit to the liability 
for the “net" interest payable in the Consolidated Balance Sheet. 
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(5) Where the Holding Company has taken up the whole of its 
proportion of the profits of the subsidiaries, this will require 
elimination, as the total Group profit is already in the Consolidated 
Profit and Loss Account. 

(6) Transfers of goods within the group will require eliminating 
from the sales and purchases side of the Consolidated Profit and 
Loss Account (although the sales and purchases items will not 
appear in the published accounts). 

(7) Any profit on sales made by one member of the group to the 
other is not true profit, except where realized, so that the profit on 
the unsold goods will require eliminating. This is required whether 
it is the Holding Company that sells to a subsidiary or vice versa, 
the elimination being the cost price of the goods remaining unsold 
(from the asset in the Consolidated Balance Sheet and from the 
Trading Profit in the Consolidated Profit and Loss Account), the 
difference being the profit on sale representing the proportion 
attributable to the Minority Shareholders, the profit remaining to 
the Holding Company where the sale is by it to a subsidiary, but 
the profit remaining in respect of a sale from the subsidiary to the 
Holding Company enures to the benefit of the Minority Shareholders. 
Many accountants consider that even where there is a Minority 
Interest the whole of the cost should be eliminated as the “paper*' 
profit is wholly artificial. Goods bought by a member and resold 
to another member (both at a profit) and remaining unsold should 
not carry any profit at all. 

(8) Where a fixed asset is sold at a profit or loss by a member of 
a group to another member, the position is similar to that in (7). 
It is generally agreed that the adjustments required are such as to 
restore the position in the accounts as if the sale had not been made, 
and this will involve, not only the cancellation of the profit or loss 
on the transfer, but the amendment of the depreciation charge if 
it has been based on the transfer value. 

(9) Where there are foreign subsidiaries, adjustments may be 
required to deal with any special factors in foreign taxes, particu- 
larly where a special tax is levied on distributed dividends, including 
tax on distributions to non-resident holders. 

(10) Wliere a subsidiary is acquired at a time when there are 
arrears of cumulative preference dividends, such arrears may be 
dealt with — 

(а) By way of “note" only, no accounting entries being made 
in the Consolidated Accounts, but when such arrears are paid 
they must be treated, as far as possible, as arising out of pre- 
acquisition reserves of the subsidiary and, if the latter are not 
sufficient, from the post-acquisition profit of the subsidiary ; or 

(б) By accounting entries in the Consolidated Accounts to 
bring the arrears, less income tax, into liability to Minority 
Shareholders and as an addition to Goodwill or deduction from 
Capital Reserve. When the arrears are paid, they will be dealt 
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with as in (a), that is, out of pre-acquisition reserves of the sub- 
sidiary, as far as possible and, if not sufficient, from the post- 
acquisition profit of the subsidia^ and applied to reduce the 
goodwill item or decrease the Capital Reserve item. 

Where some of the Preference shares of the subsidiary have been 
acquired by the Holding Company, the same rule will apply to the 
remainder not acquired, 

(ii) Where a Holding Company writes off the whole or part of 
the cost of the shares acquired in a subsidiary, the write-off should 
be cancelled (thus increasing the profit and likewise increasing good- 
will (or decreasing Capital Reserv^ ; or it may remain undisturbed, 
but the amount of profit so applied must be disclosed m the Con- 
soUdated Accounts. I 

Illustration. H holds 6,000 shares and £3,200 Debentures of S, 
the dates of acquisition being ist March, 1953, and is^ January, 
1953, respectively. All the shares are of los. each, fully paid. The 
cost price of the shares was 14s. per share and the Debentures par. 

The accounts relate to the first year of the company. There was 
an interim dividend declared by S of 10 per cent, followed by a 
final proposed dividend of 16 per cent, H proposing a dividend of 
15 per cent (free of tax). 

The abridged final accounts of H and S were as follows — 


Balance Sheet as at 3 ist December, 1953 



H 



H 

S 


£ 

£ 


£ 

£ 

Share Capital 

xo,ooo 

5,000 

Sundry Assets 

8,992 

12,231 

Profit and Loss Account . 

4,000 

2.236 

Shares in S at cost . 

4,200 


Debentures (5%) . 

Income Tax Provision 

4,000 

Debentures of S at cost . 

3,200 

264 


1,200 

500 

le (from S) . 


Debenture Interest accrued 


55 

Receivable . 

44 


Proposed Dividend . 

1,500 

44o| 




£16,700! £12,231 


£16,700 

£12,231 








Profit and Doss Account 

Dr. FOR THE Year ended 31ST December, 1953 Cr. 



H 

s 


H 

s 

To Directors' Remuneration 
Debenture Interest 
„ Net Profit c/d . . . 

'J'o Income Tax . 

„ Dividend paid, net 
„ Proposed Dividend, net . 

„ Balance to Balance Sheet 

£ 

2,000 

7,1*3 

£ 

500 

200 

3,361 

By Trading Profit 
„ Debenture Interest 
„ Dividends .... 

By Net Profit b/d . f' . 

£ 

8,183 

x6o 

780 

£, 

4,061 

£9,1*3 

£4,061 

ri ,»3 

£4.061 

3,361 

1,623 

*,500 

4,000 

410 

*75 

440 

2,236 

SBS 





Prepare Consolidated Balance Sheet and Consolidated Profit and 
Loss Account. Ignore Profits Tax. 
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Illustration. The following are the abridged final accounts of H 
and S — 

Balance Sheet as at 3 1ST December. 1952 


Share Camtal — £i f.p. 
Revenue Reserve 
Profit ami Loss Account 
Creditors 
Debentures 4% 
Proposed Dividend . 


£ 

£ 

Sundry Assets 

£ 1 

£ 

io,ooo| 

5,000 

36,700 

7,100 

5,000 

3.5001 

Slock 

• ! 4,000; 

. - — 

5,ooo| 

4,000( 

Shares in S at cost . 

, 1 6,3001 


7.000 
20,000' 

1.000 

3 . 50 o| 

i.oool 

i,oooj 

H Debentures at cost 
Discount on Debeuturcs 

6,400 

^48,000} £i8,oooj 


£48,000! £18,000 


Profit AiVD Loss Account | 

Df, for the Year ended 31ST December, 1952 \ Cr. 



H 

1 

1 



S 

To Directors’ Remuneration 
,, Depreciation. 

,, Debenture Interest 
„ Net Profit c/d 

£ 

3.000 

1.000 
800 

4,000 

£ ' 
2,000| 
i, 5 ool 
40, 
6,000 

By Tradmg Profit 
„ Debenture Interest 
„ Dividend received 

£ 

8^000 

800 

£ 

9,260 

280 


£8.fioo| 

£0.540 


£8,800 

£9.540 

To Dividends paid 
„ proposed Dividends 
,, Iransfer to Reserve 
„ Balance to Balance Sheet 

5 ooj 
1 1,000 

5,000 

1,000 

1.000 
1,500 

4.000 

By Balance from last year . 

„ Net Profit b/d 

2,500 

4,000 

1,500 

6,000 


£6,500 

£7.500 


£6,500 

£7.500 








H holds 4,000 shares in S, bought when the credit balance on the 
Profit and Loss Account of S was £125 and Revenue Reserves were 
£2,000. On 1st January, 1952, H issued £20,000 Debentures at a 
discount of 5 per cent and S was allotted (for cash) £2,000; on ist 
March, 1952, S purchased £5,000 of the Debentures of H for £4,500. 
H has sold goods to S for £500 (cost £450), all of which remain unsold. 

Prepare Consolidated Balance Sheet and Consolidated Profit and 
Loss Account, assuming that all dividends to H are to be regarded as 
being paid out of current profit of S, ignoring taxation and accru- 
ing interest on the Debentures at the date of purchase by S, and 
assuming that the proposed dividend of S had not been brought 
into the books of H at 31st December, 1952. (See page iioi.) 


’ GoodwUl IS cost of shares {6,300 less Nominal Capital, £4,000, and projiortiou of Reserve and 
Profit and Loss Account at acquisition, £1,600 and {loo respectively. 

• Discount on I^ebentures is 5 per cent of £13,000 Debeiitun:*s of H held outside the Group, i.e. 

£650, plus the discount applicable to the minority shareholders' proportion of the Debentures held by 
S, i.e. one-fifth of 5 per cent of £7,000, i.e. £70. T 

• The profit on the £5,000 Debentures bought on ist March is £500 less £250 dealt with as Discount 
on Debentures. Of the balance of £250, onc-tifth is due to the minority interest. 

* Profit and Loss Account is made up of H £5,000, plus four-fifths of S (£4,000 less pre- acquisition 
profits £125) and four-fifths of S's proposed dividend, less four-fifths of H’s unrealized profit of £50. 

* The mmority interest is Share Capital £1,000, Reserve £700, Profit and Loss Account £800 (Profit 
of the year £1,200 plus balance brought forward £300, less included In Reserve £300 and dividends paid 
and proposed £400^ Proposed Dividend £200, Discount on Debentures £70 (see • above) and Profit on 
Debentures £50 (see | above). In the Consolidated Profit and Loss Account, the minority interest ha« 
been charged in arriving at the net profit of the year applicable <0 the members of H, so that the position 
is show'll so far as it conciMTis thow* members. 
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ALTERNATIVE METHODS OF PRESENTATION 

Once the principles underlying preparation of consolidated 
accounts are fully understood, no difficulty should arise with the 
alternative methods allowed in Section 151 of the Companies Act, 
1948. It will be remembered that one of these is to present separate 
consolidated accounts for a particular group of subsidiaries. 

Illustration. From the following Balance Sheets prepare Con- 
solidated Balance Sheet of X and Y— 

Balance Sheets 



H 

X 

1 

Y 


H 

X 

! 

1 

Y 

Share Capital 

£ 

55.000 

£ 

20,000 

£ 

10,000 

1 

Sundry Assets 

£ 

26,000 

! 

Sfifoio 

{ 

22,000 

Profit and Loss . 

5,000 

12,000 

10,000 

Shares in — 


\ 


Debentures 


5.000 

X (15,000) 

20,000 

i 


Creditors— 



Y (9,000) 

10,000 

1 


Sundry 


1,000 

1,000 

X Loan . 

4,000 

1 


Y . . . 


1,000 


I>ebtoTS— 




H Loan 


4,000 


Sundry . 


2,000 

3,000 





X . 



1,000 


£60,000 

£38,000 

£26,000 


£60,000 

{38,000 

£26,000 


1 il 1 







Consolidated Balance Sheet of X and Y, Subsidiaries of H 


Interest of H — 

Share Capital 
Profit and Loss . 
Loan (X) . 

24.000 

18.000 
4,000 

£ 

46.000 

10.000 

5.000 

2.000 

Sundry Assets 
Sundry Debtors 


£ 

58,000 

5,000 

Minority Interest- 
Share Capital 
Profit and Loss . 

6.000 

4.000 




Debentures 

Sundry Creditors 



i 




^63,000 



;£63,000 








of Capital and Profit is— 





H 

M.I. 

Share Capital— X : . 

. £20,000 

£15,000 

£5.000 

Y: . 

. 10,000 

9,000 

1,000 



£24,000 

£6.000 




Profit and Loss— X : 

. £12,000 

£9.000 

,£3.000 

Y: . 

. . 10,000 

9,000 

1,000 



£18,000 



Illustration. From the following details, prepare consolidated 
accounts. The shares in S were acquired by H on the ist April 
prior to the date of the accounts shown on page H03. 
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Balance Sheets as at 31ST March, 19.. 
H 


Share Capital: £i lully paid . 
Profit and Loaa Account 
Creditors .... 
Provision for Taxation . 
Proposed Dividend, less Tax 
at 9s 

1 

5.000 

2.000 
x,roo 
3.500 

1,600 

1,120 

612 

1,000 

Sundry Assets . 

Shares in S: x, 200 at Cost . 
Dividend Receivable from 
S, less Tax at 98. . 

9 ,^ 

1,850 

66 

£ 

4 . 4*0 


£xx,6oo 



£11.600 

£4,4*0 


Profit and Loss and Appropriation Accounts 
Dr. FOR the Year ended 31ST March, 19. . Cr. 



H 

S 1 




10 Expenses .... 

£ 

2,300 

£ 

1,920 

By Trading Profit 

£ 

4,580 

3 . 4*8 

„ Profit c/d 

2.400 

1,508 

„ Dividend from S (gross) , 

120 



£4.700 

£3,428 




To Taxation .... 

1,400 

1,100 

By Balance from previous 



,, Proposed Dividend, Uss'lux 


88 

year . 

j 1,000 

800 

„ Balance . 

2,000 

I,X 20 

„ Profit for Year b/d 

2,400 

1.508 


£3.400 

£2.308 


£3.400 

£2.308 








The accounts are shown on page 1104. 

Illustration. From the following figures prepare a Consolidated 
Profit and Loss Account of a Holding Company for the year 1952 — 



Holding 

Company 

Subsidiaries 

Associated 





Company 







A 

B 

c 

D 

Trading Profit, 1952 

£ 

£ 

£ 

£ 

£ 

120,000 

X 8,000 

10,200 

4.500 

92,000 

Investment Income 

Profit on Sale of Buildings 

Dividends received (on 195 1 account) — 

10,000 



1,000 

22,000 

From A 

2,000 





Profitsitrought forward, xst January, 1952 . 

1,500 

15,000 

20,000 

2,500 

200 

22,500 


£148,500 

£38,000 

£12,700 

£5.700 

£136,500 

Depredation 

9,000 

1,000 

800 

800 

12,000 

Directors* Fees ... 

X 8,000 


2,000 

2,000 

10,000 

Loss on Sale of Investments 

Debenture Interest 

Dividends-^ 

15,500 

8,500 


2,500 


3.000 

Ordinary (on 1951 account) 

20,000 

4,000 

1,500 



Preference Unterim, 1952) 

Provision for Taxation 

7.500 

52,000 

11,000 

3,900 

2,000 
650 ! 

4.000 

77,000 

Balances 

18,000 

22,000 

2,000 

250 

30,500 


£148,500 

£38,000 

£12,700 

-£ 5 i 7 o^i 

£136,500 

Share Capital Issued— 


80,000 




Ordinary : Total 

300,000 

40,000 

15,000 ! 

100,000 

Holding Company shareholding 


40,000 

40,000 

10,000 

40,000 

Preference (held outside Group) 

200,000 



80,000 

150,000 



Adjustment Total H S Adjustment 
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CONSOUDATBD PROFIT AND LoSS ACCOUNT OF HOLDING COMPANY 
AND Its Subsidiaries for thb Year 1952 
Dr. ^ 


fo DepreciatiOT . 

Directors' Fees 
", Loss on Sale of Invest- 
” ments 

Debenture Interest 
Provision for Taxation 
" Combined Net Profit for 
Year c/d . 

£ 

1 

1 

1X.600 

22,000 

15.500 

xx.ooo 

67.550 

36.050 

By Trading Profit 
„ Investment Income 
„ Profit on Sale of Buildings 

£ 

£ 

153.700 

10,000 

1.000 



£163,700 



£163.700 

To Dividends for 1952 pay- 
able by Holding Com- 

??e^rence: 

Interim paid . 

Final not yet paid . 

7.500 

7.500 

15.000 

? 

By Net Profit b/d 

Less Outside Share- 
holdeis — 

Int. 1052 Pref. Div. C 
paid 

Undistributed Profit for 
Year 

2,000 

3,050* 

36,050 

Proposed Ordinary 
Balance of Undistributed 
Profits — 

Holding Company 
Interest of Holding 
Company in Subsi- 
diaries . 







10,500* 

i3,ooo* 

33.500^ 

i 

„ Balance from 195 1 

Less 1951 Ordi- 
nary Dividends 

I paid to outside 

Shareholders— 

A £2,000 

t Holding Co. 20,000 

37,700 

31,000 









22,000 





Less Minority 

Interest in un- 
distributed 

Balance . £10,200 

Less Dividend 

1 paid by A 2,000 

15.700 

, 8,200* 

1 

1 

1 I 


i 

7.500 


i 1 


j 

i 


li ' 

i! 

£38,5001 

ii 




ii_. 1 


II , 

‘1 



N(Aes — 

(x) The allocation of undistributed profits is — 

A 

B 

Balance per Accounts 


£ 

22, coo 

£ i 

2,000 

Less brought forward 

Ord. Div., 1951 

Minority Shareholders 

. £20,000 
. 4,000 

16,000 

6,000 

3,000 

2.500 

1.500 

1,000 

1,000 

Holding Company . 


£3.000 

£1,000 

Balances forward as above 


16,000 

1,000 

Mmonty Shareholders 


8,000 


Holding Company . 


£8,000 

£1,000 


200 M tnority Holding 

Share- Company 
holders 

50 £ £ 

50 — 3,050* 

— D> 4,000 


200 

aoo =* 8,200* 


9,000 


£11,350 £13*000 * 

£^^r»50' 


^be total profit bazoos (per accounts) are-> 


Less Pref. Div. unpaid . 


A. 

B. 

C. 


£ 

18,000 

7.50f> 


22,000 

2,000 

250 


/T ip, 500 * 

£ 34.350 * 



II06 ACCOUNTANCY 

it) In Cootpiinr C then an insufBdent jmjAta to cover the final IVefereaoe Dividend, so that m I 
the meanthne the balance forward must be regarded as belonging to outside shareholders (ie 
piefeience shareholdecs of C). Actually at the end of 1931 the Holding Company has a two-thil^ 
mteiest in the £300 balance of C, but it loses this interest in 1932 in favour of the preference shai? I 
holders. Whether the fuU outstanding dividend should be provided for in the accounts of C, resultui 
in a debit balance on its Profit and Loss Account, is a moot point. ‘ J 

(3) Associated Company— see below. 

Associated Company. Although the term is often employed to | 
indicate a subsidiary, it is more commonly meant to indicate — 

(1) A company associated with another through mutual share- 
holdings insufficient to make either a holding company or a sub- 
sidiary. 

(2) A company which has close trade associations with another. 

(3) A company in which another company has ^ substantial 
holding of shares without constituting legal control, j 

(4) A company which is controlled by substantially the same 
individuals controlling another, e.g. A amd B aire thi sole share- 
holders in both C, Ltd., and D, Ltd. These compauiies aie associated i 
companies. 


PUBLISHED CONSOLIDATED ACCOUNTS 

In examination work there will be no time usually to rewrite the ; 
consolidated accounts which have been prepared in draft form in 
one of the ways outlined in this chapter ; in practice, of course, this 
will be done and from the fair copy the accounts will be prepared 
for publication. It will be remembered that the latter must comply 
in most respects with the requirements of the Companies Act, 1948, 
as if they were the accounts of an actual company. Subject to these 
detailed requirements which were given early in this chapter and in 
the previous chapter, the outline of the published accounts given 
below may be of assistance to the reader. 

Outline Consolidated Balance Sheet 
AS at 


Authorized Share Capital of H 

Issued Share Capital of H . 

Share Premium Account of H 

Capital Reserves . . . .\less 

Reserves and Undistributed ProfitsJM.l.j 

Total Interest op Shareholders 

OF H 

Long-term Liabilities (detailed), e.g. De- 
bentures, etc. ..... 

Provisions 

Current Liabilities (detailed), including 
Bank Overdrafts* and Loans, and Pro- 
posed Dividends .... 
Minority Interest 


Fixed Assets .... 

Goodwill .... 
Investments : 

Trade 

Quoted .... 
Unquoted .... 
Subsidiaries not consolidated 
Loans to Employees for Purchase of 

Shares 

Current Assets (detailed) 

Preliminary, etc,, Ex^nses not yet 
written on .... . 


^ These should not normally be set off against Bank balances appearing 
under Current Assets. 
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Consolidated Profit and Loss Account 
2)f. FOR THE (Period) ended 


To provisions for — 

li) Depreciation and Diminution 
' iQ Value of Fixed Assets 

(2) Taxation (detailed where prac- 
' ticable) 

{3) Other amounts 
Debenture, etc., Interest 
Auditors' Remuneration (vide C.A., 
1948, para. X3, Pt. I, 8th Sch.) 

Net Profit c/d . . . 


By Trading Profits, less Losses 
,t Dividends and Interest from — 

Trade and Other Investments (de- 
tailed) . . . . 

Subsidiaries not oonsolldated 
„ Sundry Income (detailed) 

„ Provi^ons re-credited 


lo Appropriations to Reserve 

Proportion of Profite applicable to 
Minority Shareholders . 

Dividends paid and proposed by H . 
Balance carried forward (per Balance 
' Sheet)— 

I^fit of H . 

Proportion of Profits of Subsidiaries 
applicable to H . . ' 


By Balance from previous period . 

„ Net I^fit b/d ..... 

„ Provisions no longer required (where 
inclusion m the upper section of the 
account might distort the net profit 
of the period) 


The following additional points should be noted — 

(1) Whenever on consoli(iation a diliiculty is encountered in the 
treatment of an item, it should be remembered that the primary 
object is to show a true and fair view of the state of affairs of the 
Group from the viewpoint of the members of the Parent Company. 

(2) Although the Act requires the consolidated accounts to show 
the contents of the individual companies’ accounts, the Directors 
are authorized to make such adjustments as they consider necessary. 
Thus, a pre-acquisition revenue reserve of a subsidiary becomes, and 
should be shown as, a capital reserve or as a deduction from Goociwill. 

(3) As mentioned on page io6i adjustments may be required for 
assets or liabilities the book values of which differ considerably 
from their portion of the purchase price. When such adjustments 
are not made in the books of the subsidiary, it may be necessary on 
consolidation, in the case of fixed assets, to make a provision for 
depreciation different from that made in the subsidiary’s accounts. It 
will facilitate matters if the books of the subsidiary are adjusted to 
correspond with the depreciation charge in the consolidated accounts. 

(4) Apart from the adjustments mentioned in (3), fixed assets 
are usually consolidated at cost to the various subsidiary companies, 
less aggregate depreciation since date of acquisition by each of 
those companies. Some accountants, however, prefer to take the 
net book amount valuation (i.e. cost less depreciation) at the date 
of acquisition, plus subsequent additions at cost, less accumulated 
depreciation since acquisition. 

(5) When any change is made by a subsidiary in its reserves 
{c*g. by capitalization in bonus shares) this can have no effect on 
the consolidated assets and liabilities, but is merely a matter for 
adjustment in the group reserves. 
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Where, as is permitted by Section 151 (3) of the Companies Act, 
1948, the group accounts are incorporated in the holding company’s 
own Balance Sheet and Profit and Loss Account, the latter account 
will be similar to that already outlined in the previous chapter 
except that (i) each item will be subdivided into (a) Holding Com- 
pany and (&) Subsidiaries, the total being extended into a final 
column; (2) the balance of the account will be split between (a) 
minority shareholders of subsidiaries, (b) Holding Company's profit, 
and (c) Holding Company’s proportion of subsidiaries’ profits, as 
in the consolidated account shown above. 

In all cases, except for the first accounts laid before the company 
after the coming into force of the Companies Act, 1948, the cor- 
responding figures for the previous year's account^ (including 
Balance Sheet) must be shown against each item. \ 

For the auditors' report on group accounts, see the Ninth Schedule, 
Paragraph 4, reproduced on page 1047. 


General Illustration. The following balances were taken from 
the books of H Ltd. and A Ltd. on 31st December, 1953 — 


Debits : 

Goodwill (cost) ....... 

Freehold Land and Buildings (cost) 

Leasehold Land and Buildings (cost) . 

Plant and Machinery (cost) ..... 
Furniture and Fixtures (written down value at 
31st December, 1947) . 

Furniture, etc. (additions 1948 to 1953 at cost) 
Leasehold Amortization Fund Policies . 

Investments (cost) : 

12,500 Ordinary Shares in A, Ltd. 

1,500 Preference Shares in A, Ltd. . 

£20,000 Mortgage Debenture Stock of H, Ltd. 
Sundry (quoted — market value 10,000) 

Stocks (at or under cost) ..... 
Debtors ; 

A, Ltd., Current Account 

Sundry ........ 

Bills Receivable ...... 

Cash at Bank and in hand ..... 

Tax Reserve Certificates ..... 


Credits : 

Share Capital (Authorized and Issued) : 
Ordinary Shares ot £1 each 
5% Cumulative Preference Shares of £i each 
4% Mortgage Debenture Stock 
Share Premium Account .... 


H, Ltd. 

A, Ltd 

£ 

£ 

8,000 

5,000 

25,000 

— 

— 

7.500 

40,000 

5,000 

6,000 

2,000 

3,000 

500 

— 

3,800 

30,000 

— 

1,500 

— 

— 

18.500 

15,000 

— 

7.250 

13,000 

5.550 

— 

10,000 

18,000 

4,000 

■ — 

10,000 

100 

2,500 

— 

£167,800 

ro 

V^l 

£ 

£ 

50,000 

15,000 

— 

2,000 

45,000 

5,000 

2,000 



Carried forward : £97,000 £22,000 
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Brought forward : 

Creditors : 

H, Ltd 

Sundry 

Bills Payable 

Bank Overdraft ....... 

Depreciation : 

Plant and Machinery ...... 

Furniture and Fixtures ..... 

Provision for Doubtful Debts ..... 

Sundry Provisions ...... 

Leasehold Amortization Fund .... 

Income Tax. i953“54 

General Revenue Reserve ..... 
Profit and Loss Account (Balance at ist January, 1933) 
Profit and Loss Account (Profit for the ycar^ 


- ^167, 800 iyy^oo 

You obtain the following information : 


(1) The Profit for the year has been arrived at after charging 
the following : £ 

1 

Depreciation : 

Plant and Machinery .... 

3.000 

500 

Furniture and Fixtures 

500 

200 

Leasehold Amortization Fund 

— 

200 

Managing Director’s Salary .... 

2,000 

— 

Debenture Interest paid to 30th June, 1953 

495 

55 

(2) Provision is to be made for the following : 

Income Tax, 1954-55 ... 

8,000 

4,000 

Profits Tax, 1953 ...... 

1,500 

1,000 

Auditors* Remuneration (not yet fixed) . 

1,000 

500 

Proposed dividends, less tax (none having 
been paid during the year) : 

Ordinary ...... 

20% 

40% 

Preference ...... 

— 

5 % 


(3) Directors’ Fees are to be provided of £1,200, of which £200 is payable 
by A. Ltd. 

(4) The Profit for the year of H, Ltd., includes : 

(а) £110 net interest received on sundry investments. 

(б) £$00 profit on sale of plant to A, Ltd., for 1,000. 

(5) The Directors of H, Ltd., decide to regard the dividend receivable from 
A, Ltd., as being paid out of current profits. 

(6) In the books of H, Ltd., £5,000 is to be provided against depreciation 
of investments, and the Directors decide that £(),ooo sundry provisions are 
no longer required. 

(7) Stocks of H, Ltd., include (at cost) £2,500 purchased from A, Ltd., at a 
profit to the latter of 1,000, 

(8) During the latter part of the year, H, Ltd., drew Bills for £5,000, 
which were accepted by A, Ltd. H, Ltd., discounted £1,000 of them. 

(9) H. Ltd., purchased its holding in A, Ltd., in the open market on ist 
January. 1953. K Ltd., purchased its H, Ltd. Debenture Stock in the 
open market prior to 1953. 

The Directors decide to submit to the members of H, Ltd. a 
Balance Sheet of that company together with a Consolidated 
Balance Sheet and Profit and Loss Account, and you are asked to 
draft them. Show also Profit and Loss Account of H, Ltd., although 
this is not required for submission to the members. 


H, Ltd. 

A, Ltd, 

£ 

£ 

97,000 

22.000 

— 

5.550 

10,000 

3.200 

— 

3.000 

— 

16.440 

13,000 

1,000 

2,000 

1.000 

500 

— 

10,000 

— 

— 

3,800 

2,000 

500 

5,000 

2,000 

5,000 

1,600 

23.300 

13^310 



Balance Sheet at 31ST December, 1933 



mo 
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CONSOLIDATED PROFIT AND LOSS ACCOUNT OF H. LTD., 
AND ITS SUBSIDIARY COMPANY A, LTD., 

FOR THX Year ended 31ST Deceuber, 1953 


Aggregate Profit on Trading, subject to the following items . 
Interest on Investments ...... 

Profit on Sale of Plant 

£ 

£ 

4 *, 73 o 

200 

83 

Deduct : 

Debenture Interest ....... 

Depreciation of Fixed Assets (no provision has been made 
in respect of Freehold Land and Buildings) 

Leasehold Amortization Fund .... 

Auditors* Remuneration ...... 

Remuneration of Directors of H, Ltd. : 

Fees £1,200 

Executive Salary ..... 2,000 

1,200^ 

4,158* 

1 . 50 ^ 

\ 

\ 

3,200> 

14,050 

43.013 

Taxation on Current Profits : 

Income Tax 1.550* 

Profits Tax ...... 2,500 



24,308 



Less: Proportion attributable to outside Shareholders 
of A. Ltd. ........ 


18,705 

1,301* 

Less: Provision against Inter>company Profits on un- 
sold Stock ........ 


17-404 

417* 

Net Profits of the Group attributable to the members of 

H, Ltd 

Deduct : Profit retained in the books of A, Ltd. . 


16,987 

3.308' 

Net Profit of H, Ltd. ....... 

Provisions no longer required . . . . 


13.^79 

6,000 

Deduct : Provision for Depreciation of Investments 

Proposed Dividend (net) . . . . 

5,000 
: 5.500 

19.679 

10,500 


i 

Balance brought forward from previous year 

1 

i 

9. >79 
5,000 

Balance carried to Balance Sheet 

! -> 

£M.t 79 . 


1 



In aU cases the above figures are obtained by simple addition of 
the amounts shown in the Profit and Loss Accounts of H, Ltd. and 
A, Ltd., on pages 1113 and X114, except for the items explained in 
footnotes 1 to 6, which appear at the foot of page 1113. 
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H, LIMITED 

Profit and Loss Account 
FOR THS Year ended 31ST December, 1953 


To Debenture Stock Interest . 
Depredatioa (no provision 
has been made in respect 
of Freehold Property) 

„ Auditors’ Remunerati(na 
Directors* Emoluments ; 

Fees . . 1,200 

Executive Salary. . 2,000 


3,200 

payable by Subsidi- 
ary Company 200 

Taxation on Current Profits ; 

Income Tax 91364* 

Profits Tax i»5oo 

Net Profit for the year car- 
ried down 


To Provision for Depreaation 
of Investments 
„ Proposed Dividend (net) 
Balance carried to Balance 
Sheet . , . , 


x,8oo 

3.500 

1,000 


3,000 

X 1,064 

13.679,, 

£34.043 

3,000 

5.500 

14,179 

£ 34.679 


By Trading Profit . 

„ Dividends and Interest re- 
ceivable : 

Sundry Investments 
Subsidiary Company . 

„ Profit on Sale of Plant to 
Subsidiary Company (less 
amount transferred to 
Capital Reserve) 


By Balance brought forward 
„ Net Profit brought down 
, , Provisions no longer required 



' Income Tax 1954-55 per question, £8,000 plus tax deducted from dividends, 
etc., receivable £2,374, tax recouped on debenture interest £810. 

* Per question £23,300, plus debenture interest to 30th June apparently 
debited net £493, plus Depreciation ;^3,5oo and Managing Director's salary 
£2,000, less interest received net £110 and profit on sale of plant £500. 

® Preference (gross) £73 plus Ordinary (gross) £3,000. 

* The profit may be regarded as realized to the extent of the minority 
interest in A, Ltd., i.e. one-sixth : J of £300 is therefore credited here and 
the balance £417 has been transferred to Capital Reserve. Alternatively, the 
whole £300 might have been put to Reserve, no profit being taken on the 
transaction. 

Last year’s corresponding figures would be required. 


Footnotes from page 1112. 

^ H, Ltd., /i,8oo less received by A, Ltd., ;£8oo, plus payable by A. Ltd., £200. 

* H, Ltd., £3,300 plus A. Ltd., £700 — ^£4.200 less £42 ;f4,i58. It is 

assumed that A, Ltd.'s rate of depreciation is 10% of cost. In the Con- 
solidated Balance Sheet, A, Ltd.'s plant has been reduced by H, Ltd.’s 
unrealized profit on sale ( J x ^£500) ; depreciation is therefore reduced by 
t of 10% of ;f500 — £42. 

• H, Ltd., ;£9,364 less tax on gross dividends from A, Ltd., £2,284 « £7,280 
plus A, Ltd., jf4,270 ; tax on inter-company debenture interest automatically 
cancels out. 

^ i of A, Ltd., undistributed profit t£4»42o) « £737 plus share of dividends 
£564 (Preference, 1 of £55 « £14 ; Ordinary, i of £3.300 * £550). 

• Unrealized profit £1,000. of which | attributable to H, Ltd. « £833, loss 
income tax and profits tax, say, 50%. £41^ ” £417* 

* I X £4.420 £3,683 plus £42 (note*) less £417 (note*). 
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To assist in following the Consolidated Profit and Loss Account. A. Ltd 
Profit and Loss Account is given below in summary form — 

£ £ 

Trading Profit ;£[i3,3io + 55 + 700 + 200 — 220] • i4»045 

Debenture Interest from H, Ltd. (gross) [2 x £(220 180)] 800 


Debenture Interest payable (gross^ [2 x ;^(55 + 45)] 
Depreciation and Leasehold Amortization Fund 
Directors* Fees ....... 

Auditors* Remuneration ..... 

Income Tax ^£[4,000 360 — 90] . 

Profits Tax ........ 


Preference Dividend (net) 
Ordinary Dividend (net) 


The following matters should be noted — 

(1) The method of presentation of accounts chosen by the 
Directors is one of those permitted by the Companies Act, 1948 
(Section 149 (5) ), i.e. without showing a separate Profit and Loss 
Account of H, Ltd. It should, however, be remembered that in this 
method the Account is the Profit and Loss Account of H, "Ltd, framed 
as a consolidated account and not a consolidated account pure and 
simple. Paragraph 19 of the 8th Schedule, which permits details of 
directors' emoluments, etc., to be omitted from the consoUdated 
accounts, does not therefore apply ; furthermore, the account must 
show how much of the consolidated profit is dealt with in the 
accounts of H, Ltd. 

(2) The primary object of group accounts is to show the state of 
affairs and earnings of the group from the point of view of the 
members of the holding company ; there is thus no point, in normal 
circumstances, in attempting to provide information to outside 
shareholders, etc., and the aggregate amount of their interest is aU 
that is usually required. Furthermore, the Directors are empowered 
under the Companies Act, 1948, to make such adjustments as they 
consider necessary to attain the primary object. 

{3) Bank overdrafts should not normally be set off against credit 
balances on consolidation, but should be shown separately. 

(4) The question does not indicate whether, in arriving at the 
purchase price for the shares in A, Ltd., the net assets were taken 
into account at their book value or at a higher (or lowfer) market 
value. If such was the case, an adjustment would be desirable, 
decreasing (or increasing) the amount now shown for goodwill, etc. 

(5) Some accoimtants prefer to aggregate fixed assets of sub- 
sidiaries at net book value at date of acquisition of shares by the 
holding company with accumulated depreciation since that date, 
instead of the method adopted in the illustration. 


200 

900 

200 

500 

4,270 

1,000 


\- 


7.070 


i 

3,3^ 


7.775 


3.355 





CHAPTER XXV 
DOUBLE ACCOUNT SYSTEM 

This is the name given to the method of presenting the published 
accounts of certain companies, usually of the public utilities type. 
It is not meant to indicate a special system of book-keeping, and all 
companies adopting this system of presenting their accounts keep 
their books on the ordinary double-entry principles. 

The system, being applied chiefly to Railways, Gas and Electric 
Lighting companies, all of which are now State owned, is not in 
every day use, except that many Water Companies still draw up 
their published accounts thereunder. 

This chapter, therefore, will be confined to general principles only. 

The General Principles. Under the double account system, the 
Balance Sheet is in two parts, viz. — 

(1) The Receipts and Expenditure on Capital Account. 

(2) The General Balance Sheet. 

The first part, that is, the Receipts and Expenditure on Capital 
Account, deals with the funds raised and fixed assets acquired. 
On the credit side appears the cash received from the issue of stock, 
shares, debentures, and loans, together with any premiums thereon. 
Discounts on these items, if any, are usually deducted from the 
premiums, and the net figure carried out. On the debit side are 
shown the various fixed assets purchased out of the capital moneys, 
including loans raised. 

Although (except for the provision of Sect. 57 of the Companies 
Act, 1948) limited companies may not issue shares at a discount, 
the special Acts under which "Double Account" companies are 
incorporated usually permit the issue of stock and shares at a 
discount, under certain conditions, even though such issue may be 
an original issue of the stock or shares in question. 

The balance of the Capital Account (or, in the case of electrical 
undertakings, the totals of the respective sides) is carried down 
and shown as a separate item in the General Balance Sheet. As the 
items in the Receipts and Expenditure on Capital Account are 
shown on the same sides as they actually appear in the books, 
the balancing item in the Capital Account appears on the same 
side in the General Balance Sheet, as will the totals if carried 
down, because the items in the General Balance Sheet are on the 
same sides as are adopted by other companies; e.g. if the capital 
moneys received amount to £1,000 and expenditure thereout is £750, 
there is a credit balance of £250 which will appear upon the liabilities 
side of the General Balance Sheet, i.e. the " debit side," the balancing 
figure being on that side of the Receipts and Expenditure on Capital 
Account. The Receipts and Expenditure on Capital Account is 
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generally shown in columnar form, there being three columns on each 
side, the first presenting the totals up to the time of the commence- 
ment of the accounting period, the second the amount spent or 
raised during the accounting period, and the third the total of the 
first two columns. 

The General Balance Sheet deals with the remaining assets and 
liabilities which may be considered as floating capital. It will 
usually be found to contain reserves and depreciation funds (if any) 
which have been built up out of profits. 

The difference between the presentation of the accounts of com- 
panies operating under the double account system and those drawn 
up in the usual way (designated by way of contrast as /the single 
account system) is shown clearly in the following illustrajtion. 

Illustration, (i) Double Account system — ^ 

Dr. Capital Account ' Cr. 


To Fixed Assets (de- 
tailed) 

„ Balance 


1 ! 

41,000 

9,000 


By Ordinary Stock 




l$o,ooo 





General Balance Sheet 


Balance of Capital Account 
Revenue Account 
Depreciation Fund 

i 

9.000 

3.000 

2.000 

! Stocks and Stores 

Cash at Bank . 

0 0 

0 0 


I 4,000 1 


£1^,000 


1 1 




(2) Single Account system — 

Balance Sheet 


Ordinary Stock . 

Profit and Loss Account 


i 


i 

50,000 

Fixed Assets (de- 


3.000 

tailed) ;^4 1,000 

Less Deprecia- 
tion 2,000 

39,000 


Stocks and Stores 

I 8.500 


Cash at Bank . 

5.500 

i ;f 53 .ooo 

1 

! 

! £53.000 

1 




The characteristic features of the system are — 

(1) The assets purchased remain in the books at the cost price 
and are not written down, so that — 

(2) Depreciation is provided for by the creation of reserves 
and other funds which appear on the liabilities side of the General 
Balance Sheet. 
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(3) Lops pd debentures are considered as ‘‘capital,** and con- 
sistent with this procedure, loan and debenture interest are debited 
to Revenue Appropriation Account, like dividends. 

(4) Discounts and Premiums on Capita Stock and Debentures 
are permanently retained as Capital items. 

(5) Renewals are provided for out of current revenue. 

(6) Accounts, particularly in the case of railways, are supported 
by voluminous statistical returns. 

(7) The Balance Sheet is presented in two parts. Capital Receipts 
and Expenditure the balance of which is carried down into the Bal- 
ance Sheet (a) if the Receipts exceed Expenditure to the left hand 
and {b) if Expenditure exceeds Receipts to the right hand. 

The system comes in for criticism on the following grounds — 

(1) That inasmuch as assets remain at cost in the Capital Account 
the Balance Sheet does not show the true position. Against this is 
to be stated that whilst the system permits the permanent inclusion 
of assets at cost, the practice is to build up depreciation and other 
funds to cover obsolescence, and wear and tear of the asset. 

(2) That included in the Capital Accoimt is expenditure on 
fictitious assets, e.g. expenditure in connection with the promotion 
of Parliamentary bills — even those in opposition to rival schemes — 
and preliminary expenses; but the same criticism is applicable 
under the Single Accoimt System. 

(3) That included in the capital are assets which have a very 
short life. 

(4) That inasmuch as renewals are charged to revenue, involving, 
perhaps, little or no expenditure in some years and very heavy 
expenditure in others, each year's profits (or losses) are incorrectly 
stated. On the other hand, by proper provision by way of renewal 
funds a just proportion can be debited to revenue, so that revenue 
will be charged with an amount approximating to the depreciation 
incurred during the life of the asset. Particular attention will have 
to be paid to this question in the early years of a company, because 
actual renewals will be very small. 

(5) That the precise determination of the amount properly charge- 
able to revenue in respect of renewals is difficult or impossible to 
calculate. 

(6) Lack of understanding of the accounts by the general 
public. 

Replacements. The treatment of replacements, especially where 
improvements are effected, often causes great perplexity in the mind 
of the student. The main point is that once an a^t appears in the 
Receipts and Expenditure on Capital Account it is never shown at a 
less figure (e.g. in respect of sale or depreciation) , although it may be 
increased. 



CHAPTER XXVI 
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The business of an underwriter is that of guaranteeing to subscrilje 
for an agreed number of shares (or amount of stock), usually being 
the difference between the shares (or stock) issued, and those taken 
up by the public. In consideration of this guarantee, the company 
making the issue agrees to pay a commission termed underwriting 
commission. As has been mentioned in Chapter XXIII, the amount 
and rate of such commission must be authorized in the] Articles of 
Association, and the amount paid must be shown in t^ Balance 
Sheet of the company until written off. \ 

In many cases, the underwriters themselves make sub-a^eements 
with their business friends, who receive a share of the commission. 
In these circumstances a company will often pay a further com- 
mission called an “overriding'* commission, which is a payment made 
to an underwriter for “placing" underwriting agreements with 
sub-underwriters. 

The principles involved in ordinary commercial accounts are 
applicable (subject to appropriate modifications), i.e. the Under- 
writing Account is a Profit and Loss Account, to which expenses are 
debited and commission credited. 

The most important point to which the student must give atten- 
tion, is the position which arises when the underwriter has taken up 
shares or stock (i.e. where shares or stock have not been fully sub- 
scribed). In this case such shares or stock should be regarded as 
stock of goods acquired by a trader, so that when the underwriter 
is called upon to take up his quota, he will debit Underwriting 
Account with the amount paid for the shares or stock and credit 
cash. Shares or stock unsold at the date of drawing up the accounts 
will be credited to the Underwriting Account jt cost or market 
value, whichever is the lower. 

Illustration. X underwrites an issue of 100,000 shares of £i each 
in consideration of a commission of 4 per cent payable in cash. 
The public having subscribed for 95,000 only, X under the terms 
of his contract subscribes for and is allotted the remaining 5,000. 
His expenses are £100. When he draws up his accounts no shares 
have been sold. The market value of the shares is 12s. each. 

Show Underwriting Account. 

Df. Underwriting Account re Cr, 


To Expeaus 

,, Cash payment for Shares 


- . - 

zoo 

5,000 


By Cash : Commission 
,, Shares: 5,000 at Cost 

c/d 

i 

4,000 

1,100 



£S>ioo 





To Balance i 

b/d 

1,100 

1 
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It should be noted that in effect the underwriter has expended 
£1,100 and is the holder of shares worth (at their market value) 
£3,000. The commission is not taken, in this case, as a separate 
profit, but as a part of the whole underwriting transaction. 

It is a matter of business prudence not to take the commission 
as a separate profit, as it is merely a part of the whole underwriting 
transaction. Assuming that all expenses were paid by cheque, and 
that none were outstanding, it is clear that the underwriter's Bank 
Account will be overdrawn to the extent of £1,100 in respect of this 
transaction, and this amount must, therefore, be the true cost. 

The contrary view is frequently asserted, however, and if it is 
applied, the accounts would be shown as follows — 

Dr. Underwriting Account re Cr. 

To Expenses 

„ Pajment for Shares byj 
Cheque 

To Balance 


I 

100 

5,000 

b/d 3,000| 


By Shares 5,000 at 12s. each c/d 
,. Loss transferred to Com-] 
mission Account 


I 

5,000 


£ 5.100 


Dr. 


Commission 


Cr. 


To Loss transferred from 


£ 

Underwriting Account 


2,XOO 

„ Profit .... 


x,9oo 

£4.000 


By Commission 


£ 

4,000 


£4,000 


It is submitted that the first view is preferable, as in \dew of the 
risk there can be no question of true profit until £i,ioo is recouped. 

Illustration. The above-mentioned underwriter sold, a few days 
after he had closed his books for the year, 2,000 shares at iis. 6d., 
the market value of the remaining shares at the close of the current 
period being los. Show Underwiiting Account. 

Method (i). 

Dr. Underwriting Account re Cr. 

£ I £ 

To Shares; 5,000 at Cost b/d i.xool By Sale: a,ooo Shares at 

„ Profit. 50 xis. 6d. each 1,150 

,, Shares . 3,000 at Cobt — 

£x.X5o| £i»X50 


The remaining 3,000 shares must have cost nil as the total cost 
£1,100 has already been recouped, leaving in adchtion a surplus 
£50 profit. (The Bank Account will now show £50 in hand.) 



Method (e). 
Dr. 
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Underwriting Account re . Cr. 


To Balance :Sh«r«3, s,oooat 
X 33 . each . 

b/d 

a 

s,ooo| 

By Sale: s,ooo Sharea at 
xxa. 6d. each 

„ Sharea: 3,000 Sharea at 

xoa. each . c/d 

„ Loas . 

t 

x.tso 

1,300 

350 



£3.000 


£3.000 

To Balance 

b/d 

1.500 




Illustration. Assume that in the next period the underwriter sells 
all the remaining shares (3,000) at 15s. Show Underwriting, Account. 


Method (i). I 

Dr. Underwriting Account re \ Cr. 

To Balance : Sharei, 3,000 atj By Sale : 3,000 Shares at 15s. ^ 

cost . each .... a,aso 

,, Profit . 2,3501 

Method (2). 

Dr. Underwriting Account re Cr. 

I 

To Balance : Shares, 3,000 at| By Sale : 3.000 Shares at X5S. 

xos.eaoh . b/d x,5oo| each. . 3,230 

„ Profit . . 75o| 

£ 2 , 35 o| £3,250 


The results are compared below — 

1st Method 2nd Method 


Year x 

Profit .... 

£ 

Yeari 

Profit 

£ 

1,900 

zso 

a 

I^fit .... 

50 

2 

Loss ..... 

3 

Profit .... 

3,350 

5 

Profit 

750 


Profit 

£3,300 


Profit 

£3.300 


The eventual results must be the same in both methods, but it 
will be seen that whilst the first method practically always avoids 
subsequent losses, it tends to disclose a comparatively big profit 
long after the date of the original transaction. 

It often happens that underwriters, for the purpose of their 
business, enter into syndicates, which are neither limited com- 
panies, nor partnerslups, but merely combinations of entirely 
separate operators formed for convenience. In these cases eadi 
underwriter receives commission on the shares he underwrites per- 
sonally and is only liable to take up his own proportion. 

Illustration. A and B underwrite an issue of 10,000 shares. A 
agreeing to underwrite 6,000 and B 4,000. Their commission is to 
be at the rate of 5 per cent. The public subscribe for 4,000 only. 
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Show the number of shares each underwriter must subscribe for, 
and the manner in which the commission is split. 

The number of shares not taken up by the public is 6,000. 

Com- 
I Shares mis- 
sion 


Proportion for which A must subscribe is /rlWo X 6,000 3.600 

Proportion of commission due to A X £500 300 

Proportion for which B must subscribe is X 6.000 2,400 

proportion of commission due to B X ^500 200 


6,000 £500 


The books of A and B are quite separate, and save for the fact 
that they have joined names to the above-mentioned underwriting 
contract there is no other connection between them. 

It has been mentioned that it is usual for underwriters to obtain 
assistance from other persons in order to fulfil their contract, just 
as a contractor “lets out** a portion of his contract to sub-con- 
tractors. It is important to bear in mind in these cases, however, 
that no privity of contract exists between the sub-underwriter and 
the company. 

Illustration. X agrees to underwrite 10,000 shares of £x each in 
W, Ltd,, in consideration of a commission of 5 per cent. X makes 
an agreement with Y for the latter to sub-underwrite 1,500 of the 
shares mentioned at a commission of 3 per cent. Assume that the 
public subscribes for 4,000 shares {at par). Subsequently the shares 
taken up by X are sold at 19s., and those taken up by Y at 20s. 3d. 
Expenses were £100 paid by X. Ignore brokerage. Show Under- 
writing Account in X*s books. 


Dr. Underwriting Account re W, Ltd. Cr. 


To Expenses 

„ Cash : Shares taken up . 
,, Cash: 3% Commiasvon 
to Y* 

, Profit .... 


£ 


, £ 

100 

j By Caf>h : Commission 

500 

6,000 

„ Shares taken up by Y, 


' 

1 X 6,000 . 


45 

,, Cash: Sale of 5.100 


zoo| 

{ Shares at 19s. each 

4,845 

£6.a45l 


j £6.145 


The sale by Y does not concern X, the profit of the latter being 
made up as follows — / / 


Commission, less Expenses . 4 ^^ 

Less Commission to Y 45 

355 

Less Shares taken up at Cost . 5,100 

Less Proceeds of Sale . . 4-^45 

255 


£100 


Total Profit [as above] 

* 3 % on 1,500 shares of each. 
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No account is taken of interest on capital employed. 

Where shares are given in part satisfaction of the commission 
and shares are required to be taken up because of the failure of the 
public to subscribe fully to the issue, the Underwriting Account 
will include two distinct items for shares, i.e. those taken up and 
paid for, and those received by way of commission. 

Illustration, A, Ltd., issues 10,000 preference shares of £1 each, 
and 100,000 ordinary shares of is. each to the public, and 400,000 
ordinary shares of is. each to the vendor. X underwrites 50 per 
cent of the issue in consideration of commission at the rate of 5 
per cent, i per cent of such commission to be allotted out of the 
vendor's 400,000 shares and the remainder to be paid in fash. The 
public subscribed for 60 per cent of each class. The underviriter took 
up his proportion, and sold the preference shares for 15^. and the 
ordinary shares for is. 3d. Later he sold the ordinary share^ received 
as remuneration for 6s., all these transactions taking plaie within 
the same financial year as the imderwriting. Expenses may be 
ignored. Show Underwriting Account. 

The first point to observe is that X underwrites half only, and 
therefore his remuneration will be 5 per cent of £7,500, the latter 
figure being arrived at as follows^ — 

\ X £10,000 {£5,000) -h i X {£2,500) = £7,500 

Secondly, he is liable to take up only half of the shortage, viz.— 

Cost 

£ 

Preference Shares : 4 X 40% X 10,000= 2,000 2X £i 2,000 


Ordinary Shares: j x 40% x 100,000 = 20,000 at is. i.ooo 

Thirdly, his commission of £375 is payable — ^ 

J in Ordinary Shares, i.e. 1,500 shares of is, . . 75 

in Cash ........ 300 

£375 

Dr. Underwriting Account re A, Ltd. Cr. 


Dr. Underwriting Account re A, Ltd. Cr. 




£ 




i 

To Cash — 

I 



By Commission — 



Preference Shares tak- 




Cash 

1 

300 

eii up . 


2,000 


Shares 


75 

Ordinarv Shares taken 




„ Cash. Sale — 





1,000 


2,000 Preference Sharga 



,, Ordinary Shares received 




at 15s. each . 


1,500 

as Commission 


75 


20,000 Ordinary Shares 



„ Profit .... 


500 


at IS. 3d. each 


1,250 





i.SOO Ordinary Shares 







at 6s. each 


450 



£3.575 




£i.i 7 i 









^ Bank in practice. 
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Many other alternatives exist (e.g. the shares taken up dealt 
with in a separate account), but whatever particular method of 
treatment is adopted, it is generally agreed that it is advisable to 
take no profit until a proportion of shares has been sold sufficient 
to cover the ori^al cost. As previously indicated, the bank over- 
draft (if any) will normally indicate how much remains to be re- 
couped before a profit can be truly considered to have been earned. 

It will be observed that the second lot of ordinaries have been 
sold at an enhanced price — a fact which should put the student 
on his guard as regards the date of sale. The illustration specifically 
states that the sade took place in the same accounting period, but 
in the absence of such information, the student should make a note 
in his answer pointing out the possibility of the further sale having 
taken place in a subsequent period, hence calling for the Under- 
writing Accounts to be closed with the latter shares on hand at a 
valuation. 

Illustration. X underwrote 100,000 shares of £1 each, in con- 
sideration of commission at the rate of 5 per cent, 4 per cent in cash 
and I per cent in shares. X had to take up 30,000 shares at par. 
At the date of the account, X still retained the shares, the market 
value being then i6s. each share. Expenses to be ignored. Show 
Underwriting Account. 

Dr. Underwriting Account re Cr. 


To Cash Payment forSharesI 
,, Shares 


£ 

30,0001 

By Conimis^on — 

£ 

*i,ooo| 

Cash £4,000] 

Shares *1,000 

3,000 


Shares — 



31,000 at x6s. each 

24,800 


I.OSS . 

1,200 

31,000] 


31,000 


It is clear that the total outlay to date is — 

Cash for shares taken up . 

Less Cash Commission received 

Market value of 31.000 shares at i6s. each . 


£ 

30,000 

4,000 


26,000 

24,800 


Representing a loss to the Underwriter of 


;^I,200 


Alternatively, the items marked (•) might be included at nil, 
but the resultant answer would be the same; or, again, separate 
Shares Accounts might be opened. If the shares had a niarket value 
of, say, 19s., the shares would be brought in at cost, i.e. £26,000. 
If X had sold, say, 10,000 of the shares at £2 12s., he would have 
exactly recouped his total outlay of £26,000, thus leaving the realiz- 
ation of the remaining 21,000 shares to be considered entirely as 
profit. 
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Relief of Liability. As an added inducement to the underwriters 
it is a common practice to insert in the contract a “relief" clause, 
providing that any subscriptions from the public bearing the stamp 
of the underwriter are taken into account in mitigation of liability 
should the issue not be fully subscribed. The proWem is not one of 
pure accountancy at all, but merely one of arithmetic in order to 
ascertain what shares, if any, are to be subscribed for by an under- 
writer. Once the number is ascertained the entries are made along 
the lines indicated below. 

Illustration. Underwriters agree to underwrite an issue of 10,000 
shares; A assuming liability for 30 per cent, B for 10 per cent, C 
for 5 per cent, D for 40 per cent, and E for 15 per cent. Applications 
bearing the stamp of an imderwriter are to be applied in relief of 
his liability. The following subscriptions are received — 

Direct from public, 3,000 shares. 

Forms bearing stamps of the underwriters — 

Shares 

A . . . . 1,000 

B . . . . 900 

C . . . . 500 

D....— 

E . . . . 1,000 

3,400 


Prepare statement of each underwriter's liability. (See next page.) 

There still remain 3,600 shares to be taken up by the under- 
writers. The first step is to ascertain the ** shortage** from the 
** public** IGNORING ‘‘marked" forms, i.e. 10,000-3,000 = 7,000 
shares. Secondly, the liability is determined on the basis of the 
“gross" shortage from which are deducted the stamped forms of the 
underwriters. If as a result of such deductions there is an “excess," 
the latter is allocated in further relief of those underwriters whose 
Liability has not been completely cancelled by the deduction of 
their own reliefs in respect of marked forms. 

The marked applications are deducted from liabilities as shown 
on page 1125 (column 2). 

Next the ultimate balance is ascertained. This is either (a) net 


liability (see column 3), or (6) the 

excess of shares in relief 

liability. It will be seen that — 

Shares 

“ Gross ' ' shortage 

7,000 

Less ‘ Marked Forms 

3»40% 

"Net'* Shortage 

- 3,600 


From columns 3 and 4 it is seen that, assumed the Shares are 
issued at par, there is a liability of £3,950 for A, D, and E, and an 
excess of £350 for B and C. As the company requires no more than 
£3,600 from the underwriters, the above excess is allocated in 



Statement of Underwriters’ Liability 
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favour of A, D, and E in the proportion of their original liability, 
viz. 3 : 4 : as follows — 

. ^ Shares 

^ 8 } ' ^ 350 = 123 

350 

This is extended into column 5. As a result, E's liability is now 
eliminated, and finally there is disclosed an “excess" of 12 shares 
in his favour. These shares are now allocated in favour of A and D 
in their original proportions of 3 : 4, thus finally disposing of the 
liability of £3,600. 

“ Firm Underwriting.** Where an underwriter wishes to sub- 
scribe for shares irrespective of his potential liability under the 
underwriting contract, that is, he stipulates that he be allotted 
a given number of shares, whether the issue is over-subscribed or 
not, he is said to underwrite “firm." If, for example, underwriters 
underwrite 20,000 Shares “firm" in respect of an issue of 200,000 
Shares and the public apply for 540,000 Shares there will be only 
180,000 Shares available for them (one share allotted for every 
three applied for in the aggregate, although the allotments made 
may be in different ratios according to the amounts applied for.) 

The Shares underwritten “firm" or otherwise must be disclosed 
in the prospectus of a public company. 

The special nature of the “firm" application must be i^ored for 
the purpose of ascertaining liability under the underwriting, and 
therefore in computing the “gross" liability the “firm" application 
will be included in the public applications. 

Illustration. The following underwriting of shares takes place: 

A, 6,000 ; B. 2,500 ; and C, 1,500. In addition there is “firm " under- 
writing : A, 800 ; B, 300 ; and C, 1,000. The share issue is 10,000, 

The total subscriptions including “firm" underwriting were for 
7,100 shares, including the following “marked" forms: A, 1,000; 

B, 2,000; and C, 500. Show the allocation of liability of the 
underwriters. 

The procedure is as follows — 


“Open" underwriting. 

“Firm" underwrifing. 

Shares 

Shares 

A . . . . 6,000 

800 

B . . . 2,500 

300 

C . . . . 1.500 

1,000 

10,000 

2,100 
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(2) Shares applied for by public — 

(a) Outsiders 

{b) “ Finn " Underwriting 


Shares 

5,000 

2.100 

7.100 


(3) Shares to be taken up under underwriting contract — 

Shares 

Shares Underwritten . . . 10,000 

Less Shares applied for by public 

as shown in (2) . . .7,100 

“Net’* Shortage 2,900 


(4) The ''firm*' underwriting being considered as part of, and 
included in public subscriptions may be ignored from consideration 
in determining the appropriate division of the “net*' shortage 
amongst the underwriters, viz., the number of shares the company 
requires to complete the issue of 10,000 shares. 

(5) The public subscriptions include, however, 3,500 shares bear- 
ing “marked** forms which are to be allocated in mitigation of each 
underwriter's “gross'* liability. These shares must be eliminated 
from the public subscriptions in order to compute the “gross'* liabil- 


ity, thus — 

Shares issued ... 

Less Public Subscription.s 
Less Subscriptions bearing 
“ marked “ forms . 


Share*? 

10,000 

7,100 

3,500 


3,600 


“Gross” liability 


6,400 


This is the basis of the primary liability of the underwriters, from 
which will be deducted the “marked** applications for 3,500 shares, 
leaving the 2,900 shares to be subscribed by the underwriters, 
thus — 

Statement of Underwriters' Liability 


Under- 

writers 

1 Original 
Proportion of 
Uabllity 

Gross 

Uability 

Relief for 
“Marked” 
Forms 

Liability 

1 

Excess 

Division 
of Excess 

1 Allocation 
of Excess 

Final 

UabUity 

A 

60% X 6,400 

3.840 

x.ooo 



9 fiX 400 


a , 530 

B 

a5% X 6,400 

x,6oo 

2,000 






C 

15% X 6,400 

960 

500 



48 x 400 


380 



6,400 

3.500 

3.300 

400 


1 

400 

3,900 



1 


3,900 
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The underwriters will therefore take up shares as follows — 



" Open ** 
Underwriting 

"Firm'* 

Underwriting 

Total 

A . 

2.520 

800 

3,320 

B . 

Nil 

300 

300 

C . 

380 

I.OOO 

1,380 


2,900 

2.100 

5,000 






The company vriill therefore allot shares as follows — 

Sharejs 

(1) Underwriters under Contract . . 2,9oip 

(2) Underwriters for “Firm** Underwrit- 

ing (i.e. as ordinary applicants) . 2.iodi, 

(3) Outsiders [as per question] . -7,100 

Less Firm '* applications in (2) . 2.100 

5.000 


Total 


10,000 


If the liability is to be taken into account after bringing into 
account marked forms, it will be — 

A 60% X 2.900 . 1,740 

B. 25% X 2,900 . 725 

C. 15% X 2,900 ... 435 


2.900 


Marine Underwriting. The accounts of underwriters of marine 
risks call for no particular comment except that the excess of income 
over expenditure is usually carried forward for a period of years 
(usually three), at the end of which the final balance is considered 
as profit or loss. 


Illustration. The following balances at 31st December, 1952, are 
in the books of M. A. Reane, an underwriter at Lloyd's — 


Premiums^ less Returns and Reinsurance 


Sahtages . 


Taxed Income during year . 




Expenses and CommiiBioas 
Re-insuranoe to dose 1950 . 

Other Balances — 

Investments at Cost 

Debton, Im Crediton . 

CredUon.less Debtors 

Ci^ at Bank .... 

Capttai Aeeotmt, set Jemmry^ xpsa . 



1950 

1951 

19^2 

ist year 

2,io0 

2,305 


and 

300 

450 


3rd 

40 



xst 

80 

40 

30 

and 

50 

30 


3rd 

JO 



1950 

20 



1951 

40 

26 


195a 

46 

. 30 

20 

xst year 

500 

600 

650 

and „ 

700 

800 


3rd „ 

aso 




450 

560 

260 


ayo 



£ 




3,675 




600 




460 
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Prepare Underwriting Accounts to 31st December, 1952, and 
Balance Sheet on that date. There are no drawings. 

(For guidance to the reader the credit balances are printed in 
italics,) 


Underwriting Account 


Dr. 

Year 

1950 


i i 

To Claims, 1950 300 

Less Salvages 80 

— 420| 

„ Claims, 1951 !7oo 

Less Salvages 50 

— 650I 

,, Claims, 1952 230 

Less Salvages 0 

-240' 

Re-insurance of Femainlng 

Claims 


By Premiums (less Returns and 
Re-insurances) — 

1950 .... 

1951 .... 

1952 .... 

£ 

2,300 

300 

40 

1.310' 

1 

Taxed Income (net) — 

1950 . 

1951 . 

1952 . 

20 

40 

45 

270! 



„ Expenses and Commissions . 

„ Balance: Net Profit to i3a>- 
ance Sheet 

1,5801 

45o| 




£2.945 

i 



Cr. 


2,840 


£a>943 


Underwriting Account 


Dr, 


lo Claims, 1951 
Less Salvages 

„ Claims, 1952 
Less Salvages 


„ Expenses and Commissions 


Balance, subject 
Claims 



Year 

1951 


£ £ 
600 

£ 

1 

! By Premiums {kss Returns and 

£ 

40 


‘ Rc-msuranccs) — 


— 560 


1 1951 .... 

2,305 

800 


j 1952 .... 

450 

30 

— 770 


Taxed Income (net) — 


- — 

1.330 

1951 ■ 

25 


580 

1 19'>2 

30 


1,890! 




92oj 



£2,8io| 



Cf. 


2.755 


£2,810 


Dr 


Underwriting Account 
Year 1952 


Cr. 


To Claims, 1952 . . . ■ 

Less Salvages 

„ Expenses and Commissions 
.. Balance, subject to future 
Claims ... 


620| 

260 


By Premiums {less Returns and 
Re-insurances), 1952 
„ Taxed Income (net), 1952 


2,400 


1.340 

£2.420 
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Balance Sheet, 31ST December, 1952 



£ 

£ 

Creditors {less Debtors) 
Capital Account — 


430 

Balance, 1.1.52 

870 


Underwriting Account, 


1950 : Net Profit 

915 

1.785 

Balance forward- 



1951 . 

920 


1952 • 

1.540 

2,460 





£ 4.(>95 


Investments at cost 3.675 

Debtors {less Creditors) 600 

Bank .... 420 


ii.695 


Notes on Working. 
minutes, thus — 


A quick rough Trial Balance can be prepai^ 



Dr. 

Cr. 


£ 

£ 

1950 column . 

2,170 

3.085 

1951 column . 

1,960 

2,880 

1952 column . 

910 

2.450 

Other Balances 

4.695 

1,320 


i?i 735 



in a few 


The Underwriting Account, which is a form of Profit and Loss Account, is 
treated on the usual lines. Premiums, etc., being the gains and Claims (against 
which are set off Salvages) the losses; but each year is kept ‘‘open" for three 
years, as a considerable length of time elapses before all the claims are finally 
disposed of. In the illustration the 1930 account is still in being (against 
which claims, though probably small, may yet come in), but in this instance 
the underwriter has re-insured against such loss, so that the balance of that 
year may be now considered as final profit; but 1951 and 1952 are still 
"open" in the sense that, as further claims are likely, the balances are in the 
nature of a "Fund" or "Reserve" available to meet them. 

At the end of 1953 there will be three Underwriting Accounts, i.e. 1951, 
1952, and 1953, and in all probability the former, as revised by 1953 Income 
and Claims, will be closed off, the underwriter re-insuring (as in the 1950 
account) his possible claims against the 1951 account. 

In the books the various accounts (Premiums, Claims, etc.) will be balanced 
off yearly and at the end of the third year finally written off. 

The principle of "Re-insurance" is analogous to that of a bookmaker who, 
finding his book overloaded, that is to say, too much money on one horse, 
decides to "lay off" a proportion of his risk with a fellow bookmaker. 

Illustration. The Gothic Line insured their fleet of liners at Lloyd's 
for £250,000 to cover the whole of ig. .. The rate was 6 per cent 
less brokerage 5 per cent, discount 10 per cent. 

During the year S.S. Rimini was damaged and a claim was 
agreed at £3,200 : in addition S.S. Volturno valued at £15,000 was 
lost and the claim agreed at that figure. 

The brokers dealt with the claims (Collecting Commission i per 
cent). 

Journalize the appropriate entries in the insured's books to give 
effect to the above and show brokers’ account. 
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Insurance Account . 

To Lloyd's Brokers . 


13.575 


i 

13.575 


Premium on £250,000 at 6 per cent, less brokerage < /g, less 
discount xo% per the following computation— 

Payable 

I L 

Gross Premium 15,000 15,000 

Less 5% Brokerage . 750 


Net Premium to Underwriter . £11,250 

Out of which is allowed to Insured 
10% thereof .... 1,425 

£13.575 


Lloyd's Brokers .... Dr. 18,200 

To Repairs Account .... 

„ S.S. Volturno Account . 

Damage to S.S. Rimini and total loss of S.S. 

Volturno as claimed from underwriters 


3,200 

15,000 


Collecting Commission ... Dr. 1H2 

To Lloyd's Brokers .... 182 

Collecting Commission of i per cent on settlefl 
claims re S.S. Rimini and S S. Volturno 


Dk 


Lloyd's Brokers 


Cr, 


To Cash . 

„ Claim for Damage 
S.S. Rimini 
„ Claim for Total Loss 
S.S. Volturno 


£ 

13.575 

3,200 

15,000 

;f3i.775 


i 

By Premium 13,575 

„ Collecting Commis- 
sion S.S. Rimini £^2 

S.S. Volturno 1^0 182 

Cash . . 18,018 

£^’171 


Notes, (i) The Collecting Commission, which is a capital charge, should be wntten off. 

(u) No figure is given for book value of S.S. Volturno, but after wnting off Depreciation for portion 
of year to date of loss, the balance of loss (after crediting £15,000 Claim) should be written off. 

(ill) The amount of insurance is virtually £15,000, less Rebate £1,425 due to insured after the 
underwriter has paid out of the £15,000 the £750 Brokerage, i.e. 10 ^r cent on the remaining 
£14,250. 




CHAPTER XXVII 

STOCK EXCHANGE TRANSACTIONS— INVESTMENT 
ACCOUNTS-AND VALUATION OF SHARES 

The problems arising out of Stock Exchange transactions may be 
dealt with in the following sequence — 

(«) Purchase and sale of investments. j 

(6) Treatment of dividends and interest. \ 

(c) Brokers' Accounts. \ 

Purchase and Sale of Investments. Where investments are pur- 
chased on the Stock Exchange, it is the practice to diarge the 
buyer with brokerage (based on a graduated scale), statnp duty, 
transfer duty, registration fee, and the cost of the contract stamp. 
There are often additional stamp duties in the case of a company 
incorporated abroad, e.g. South Africa. The only expenses to the 
seller are the brokerage and the contract stamp, both of which 
are payable on every Stock Exchange transaction, whether a 
purchase or a sale. In the case of a sale, the expenses (brokerage 
and contract stamp) arc deducted from the proceeds of realization 
of the investment. 

Although the treatment and practice of the Stock Exchange is 
outside the scope of this book, the following observations are given 
so far as is necessary to enable the student to understand the 
calculations of Investment Accounts. 

The operations on the Stock Exchange are carried on by its 
members who are either dealers— who actually buy or sell invest- 
ments — or brokers, who merely act as intermediaries between the 
dealers and the public. 

The price quoted by a dealer to the broker is not a single, but a 
double price, the one at which he is prepared to buy and the other 
to sell, as upon an inquiry from the broker he is not aware whether 
the latter wishes to buy or sell for his client. The lower figure is 
obviously the dealer’s buying price, the higher his selling price, the 
difference being the "turn.” 

Job lines or odd lots (as the market terms them) aye blocks of 
shares other than in round figures (such as 50 or 100). They are 
expensive to buy, and on sale are likely to fetch poor prices. 

The investor, except in the case of certain classes of stocks, pays 
for his purchases and receives cash in respect of his sales at the 
end of the "Account.” There are twenty-four Accounts to the year, 
most of them being of fortnightly duration, the remainder being 
of three weeks. 
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EXTltACT FROM MINIMUM SCALE OF COMMISSIONS (OR BROKXRAGS) 

British Government Securities ; British Electricity, GasA 
Iron and Steel, and Transport Guaranteed Stocks; 

Dominion. Colonial and Indian Government Securi- 
ties ; London County Consolidated Stocks ; County, } per cent on Stock 
Corporation, and Provincial Securities (British. up to 0,000. 
Dominion, or Colonial); Public Boards (G.B. and 1 per cent on Stock in 
N.I.) Inscribed and Registered^ Stocks ; Inter- excess of ;£io, 000. 
national Bank for Reconstruction and Development 
Stock. 


Bank of Ireland Stock ; certain non-sterling Dominion \ 
and Colonial Bearer Bonds; County, Corporation, > per cent on Afowey. 
and Provincial Annuities. f 


Ik)nds to Bearer other than those 
included above 


£1 or under 

at discretion 

is 

^ per cent on Stock 

i^o 


i^o 

i tf »» 

£50 

1 ■ » n 

£75 

1 F> 

£too 

,, ,, 

over £100 

1 ,, on Money 


Registered Stocks quoted per cent 
,, Debentures and Bonds 


J per cent on Money 


In any case, the following minimum scale must be observed — 

£ s. d. 

If purchase consideration less than £20 .50 

If purchase consideration £20 or over and less than ;£roo . 10 o 

If purchase consideration ^ too or over . .100 

^ Subject to this minimum, on changing investments for the 
same principal during the same or next Account, a broker may 
reduce his commission to not below half rate on the second 
transaction. 


Shares or units of stock, registered or Bearer, other than certain Shares of 
U.S.A. and Canadian Companies — 



/ 

.9. 

d. 



£ 

s. 

d. 


s. 

d. 

Not exceeding 

I 

0 





. 



at disci etion 

Exceeding 


I 

0 

and not exceeding 


1 

6 



i per share 



I 

6 




2 

6 



i or unit 



2 

6 




3 

6 



i 



3 

6 




5 

0 



I 



5 

0 




10 

0 



I i n 



10 

0 




15 

0 






15 

0 


f 

1 

0 

0 



3 •* 


I 

0 

0 

1 * 

II 

1 

10 

0 



3 J •* 


I 

10 

0 

1 * 

99 

2 

0 

0 



4 i 


2 

0 

0 

1 f 


2 

10 

0 



6 


2 

10 

0 

II 


3 

0 

0 





3 

0 

0 

1 1 


3 

10 

0 



9 


3 

10 

0 

f 1 


4 

0 

0 



loi 


4 

0 

0 

If 


5 

0 

0 


I 

0 .. 


5 

0 

0 

If 


7 

10 

0 


I 

3 •• 


7 

10 

10 

0 

0 

0 

ft 


10 

0 

0 

10 M 

1 per cent on Money 


‘ During the War, there were no ‘‘accounts.*' all transactions being for Cash. 
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Contract Stamps. For any purchase or sale of securities carried 
out for the gener^ public, a proper contract must be rendered by the 
broker doing the business. Such contract must be properly stamped. 

The scale of charges for contract stamps is as follows — 

Where the value of the securities dealt in is — 



£ 



£ 



£ 

5. 

d. 


5 

and does not exceed 

100 




I 

0 

Exceeds 

100 

tt tt 


500 




2 

0 

St 

500 

It tt 


1,000 




4 

0 

ft 

1,000 

tt ti 


1,500 




6 

0 

tt 

1,500 

It It 


2.500 




8 

0 

ft 

2,500 

If ti 


5,000 




12 

0 

> « 

5.000 

II 11 


7,500 


* j 


16 

0 

tt 

7.500 

tt It 


10,000 


^ 1 

. 1 

0 

0 

It 

10,000 

1 1 ■ 1 


12,500 


• \ 

. 1 

4 

0 

f 1 

12,500 

It tt 


15,000 


• \ 

. I 

8 

0 

ti 

15,000 

It It 


17,500 


• \ 

. I 

12 

0 

tt 

17.500 

tt tt 


20,000 



. I 

16 

0 

tt 

20,000 

• 


• 



. 2 

0 

0 


Table of Stamp Duties on Transfer 

Deeds 




Consideration not 



Consideration not 






exceeding 



exceeding 






£ 


£ s. 

d. 

£ 



£ 

5. 

d 

5 


2 

0 

125 



. 2 

10 

0 

10 


4 

0 

150 



• 3 

0 

0 

*5 


6 

0 

175 



• 3 

10 

0 

20 


8 

0 

200 



• 4 

0 

0 

25 


. . 10 

0 

225 



• 4 

10 

0 

50 


I 0 

0 

250 



• 5 

0 

0 

75 


I 10 

0 

275 



• 5 

10 

0 

100 


2 0 

0 

300 



. 6 

0 

0 


On the consideration exceeding £^oo the Stamp Duty is at the rate of £i 
for every further £50 or fractional part of £50, 


Transfer Duty on Nominal Consideration. In order that transfers 
may be accepted on nominal consideration which entitles the 
value to pass on a stamp of los., it is necessary that they shall fall 
strictly within the categories which enable them to be “adjudged 
duly stamped “ by the Commissioners of Inland Revenue (see page 

785)- 

Book-keeping Entries. If the question of interest and dividend 
be ignored, the entries in the books of the investor are : (i) debit 
Investment Account and credit broker with the total cost in case 
of a purchase ; (2) debit broker and credit Investment Account with 
the net proceeds in case of a sale. Where the investnient has been 
sold there will be a debit balance in the Investment Account if a loss 
has been incurred, which will be transferred to Profit and Loss Account 
or reserve ; in case of a profit, the entries will be reverse to the 
above. In case of partial sale, the profit or loss thereon will be trans- 
ferred in the manner to be indicated, and the balance of the invest- 
ment at cost brought down at the end of the accounting period. 
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DIVIDENDS AND INTEREST 

Difl&culties arise, however, by reason of the fact that the buyer 
of an investment normally acquires the right to the next dividend, 
i.e. it is “cum dividend” unless the investment is pmchased “ex 
dividend,” so that in almost every case a part of the purchase price 
includes a portion of the accruing dividend. Hence, the dividend 
received after purchase is in re^ity not all income, but a part 
recoupment of the capital outlay, and a proportion should be 
credited to the cost of the investment. The same principle applies 
on a sale “cum dividend.” In this case, part of the sale price is in 
reality income. 

In order to overcome this difficulty the Investment Account is 
ruled with two columns on each side, one for capital and the other 
for income, and the following rules apply. 

(1) Upon a purchase cum dividend being made, that part of 
the purchase price which relates to the dividend accruing from the 
date of the last dividend (or in the case of companies from the date 
of the last accounting period) to the date of purchase is debited in 
the income column ; the balance in the capital column. 

(2) Upon a sale cum dividend, that part of the sale price which 
relates to the dividend accruing [as in (i) ] is credited in the income 
column ; the balance in the capital column. 

Illustration. X buys 1,000 per cent preference shares on 30th 
April at 22s. cum dividend. Dividends are due on ist January and 
1st July. Ignoring expenses of purchase and income tax, show 
the Investment Account from 30th April until ist July. 


Dr. Investment Cr. 





Income 

1 Capital 




Income 

Capital 

19. . 



£ 

i. 

d. 

i 

s. 

d. 

19 



1 

i. 

d. 

£ 

s. 

d. 

April 30 

To Purchase 







July I 

By Dividend 








(details). 









ior hall 









1,000 7 \% 









year to 









Preference 

Shares 

„ 4 Months' 
Dividend. 


*5 

0 

0 

1075 

0 

0 


date . 




37 

10 

0 





On purchase, 4 months' accruing dividend included in the price, 
i.e. four -sixths of £37 los., is debited in the income column. The 
net credit to income is £12 los. being the dividend for the two 
months, ist May to 30th June, i.e. two-sixths of £37 los. 

Conversely, in regard to sales, the whole proceeds are treated 
as capital, save for the dividend accruing for the period elapsing 
between the date of the last dividend and the date of sale. 

Illustration. Assuming that the shares in the previous illustration 
were sold on 31st July at 20s. 6d. cum dividend, show the entries 
in the Investment Account relating to the sale. 
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Dr. 


Investment 


Cr. 


Income 


Capital 

£ (s.(A zo.. 

Jiay 3 i| By Sale (de-| 
tails), i,oooJ 
7*%Prefcr. 
eace Shares 
„ z Month'sl 
Dividend' 


Income Capital 


z,oz8|x3| 


In the case of fixed income stocks the price goes ex dividend 
usually BEFORE the dividend date, and the price reduction conse- 
quent upon the quotation being “ex" and not “cum" is {the full 
period's dividend. It is important to realize the significany:e of this 
because the proceeds due to capital are too small by th^ interest 
accruing during the period elapsing between the sale hnd the 
dividend date, whilst income will obtain the full period'^ income 
in spite of the sale of the security before the expiry of such period. 
Similarly, upon a purchase ex dividend the capital cost is too 
small and income will receive the first dividend at the expiry Ibf 
the succeeding period, although the investment was purchased 
BEFORE the commencement of such period. 

In order to adjust the position arising out of the above the pro- 
cedure is as follows — 

(1) Upon a purchase ex dividend that part of the dividend 
which arises in the period elapsing between the date of purchase 
and that of the dividend is debited in the capital column and 
credited in the income column. 

(2) Upon a sale ex dividend, that part of the dividend which 
arises in the period elapsing between the date of the sale and that 
of the dividend is credited in the capital column and the balance in 
the income column. 

It should be noted that upon a sale ex dividend, the seller 
receives and retains the forthcoming dividend, the sale price having 
been reduced by such dividend. Further, the sale ex dividend is 
a sale “ex" the whole dividend, not merely the accruing dividend, 
hence the receipt by capital is too small, thus necessitating the 
above apportionment. 

Illustration. X sells £1,000 6 per cent Government Stock at par. 
How will the seller and buyer respectively deal with the transaction? 
Dividends are due on ist June and ist December. ^ 

Suppose for simplicity the “true" value of the stock without 
dividend is always at par, then the price “cum dividend" would be 
(ignoring tax) — 

^ At the date of sale there is one month's dividend included in the price, 
i.e. i of los. 
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m? 


On Dec. z 


t 

. 100 

,. Jan. I . 


lool 

„ Feb. I . 


101 

„ March i 


loii 

„ April r 


. 102 

„ May I . 


102i 

.. 30 • 

(Just prior to the dividend.) 

. 103 


On ist May or thereabouts the stock would be marked x.d, 
(i.e. ex dividend) and will therefore be reduced by the full half 
year’s dividend of ^ £3, leaving the x.d. price at 99 J. Suppose the 
holder sold on that date he would still receive his £i02j, but in the 
form of sale price £gg^ and dividend received a month later ^3, 
whereas the true price is £100, and income accruing amounts to 
£2 los. In order, therefore, to make the accounts correct, upon the 
receipt of the dividend of £3, income column will be credited with 
£2 los. and capital column with los., bringing the total capital 
credit to £100, i.e. par, and leaving income with a credit of £2 los. 

The amount of los. is that part of the dividend arising in the 
period elapsing between the date of sale (ist May) and the due date 
of the dividend (ist June) i.e. one month on £100 at 6 per cent per 
annum. As the stock is sold, income is entitled only to five months’ 
dividend (ist December to ist May) i.e. five months on £100 at 
6 per cent per annum == £2 los., and as the apportionment of income 
is that sum, the accounts show the true state of affairs. 

Conversely, as regards the buyer, it is clear that the true purchase 
price is £100, therefore he could debit los. in the capital column 
and credit income column. 

On 1st December the buyer will have held the stock for seven 
months, so that the credit to income should amount to £3 los. This, 
in effect, is made up as follows : (a) the above 10s. transferred, and 
(6) the £3 received on ist December in respect of the half-yearly 
dividend. In other words, the buyer entirely misses the dividend 
for the month of May, but his purchase price is reduced accord- 
ingly. It will be seen that the "marking down" unduly deflates 
the true price by the dividend due between the marking x.d. and 
the date on which the dividend is paid — in the above instance, one 
month. 

The accruing interest to be brought down where a sale x.d. has 
taken place is ascertained as follows — 

(1) Interest from the date of the last payment to the date of 
balancing the account on the part retained, and interest from the 
date of the last payment to the date of sale on the part sold ; or 

(2) Interest from the date of the last payment to the date of 
balancing the account on the part retained, plus interest from the 
date of the last payment to the date of the next payment on the 
part sold, less the interest from the date of sale to the date of the 
iiext payment on the part sold ; or 

* For the present purpose income tax is ignored. 
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(3) Interest from the date of the last pa3rment to the date of 
balancing the account on the part retained and the part sold ex 
dividend, less interest on the latter from the date of balancing the 
account back to the date of the sale ex dividend. 

Illustration. A buys £10,000 3 per cent Government Stock at 85 
on 5th October, 1952, and sells £6,000 at 84 on 28th March, 1953. 
Interest dates are 5th October, 5th January, 5th April, and 5th July. 
Accounts are to be made up to 31st March, 1953. Show Ledger 
Account in respect of the above, ignoring income tax, brokerage, etc. 
Applying method (i) above — 

(a) Interest to date of balancing the account on the paijt retained, 
i.e. £4,000 at 3 per cent per annum for 85 days. 

I 5. d. 

lio 28 6 8 

Add one quarter’s Interest on ;^ 6 ,ooo 
at 3% per annum . . . 

Less X £45 • • -4 


£69 6 8 

(b) Interest on £4,000 plus £6,000, i.e. £10,000 at 3 per cent per 
annum for 85 days. £ s d 

U £75 70 16 8 

Less Interest on £6,000 at 3% per annum 

for 3 days, x £45 . . .1100 

£69 6 8 

The balance retained is X £^,500 . ;f3,40o 

The loss on realization is — 

Cost of £6,000, i.e. of £8,500 . .£5,100 

Less Sale ..... 5,044 

£56 

The interest is as follows — 

£ s. d. 

On ;£io,ooo from Oct. 6, 1952, to Jan. 5, 1953 75 o o 

On 0,000 from Jan. 6, 1953, to March 28, 1953, 

M X i75 68 6 8 

On ;i4,ooo from March 29, 1953, to March 31, 1953, 

X £30 100 

;^I44 6 8 


The same result is obtained by applying rules shown in paragraphs 
(2) and (3). 



Government Stock 
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If the remaining stock is sold on 5th April, 1953, at 86, the account 
will be closed thus— 


Dr. Government Stock Cr. 





Interest 

Capital 




Interest 

Capital 

1933 



£ 


1 

*• 

i. 

1953 



£ 

s. 

d. 

£ 

t. 

7 

April I 

To Balance . 

b/d 



3»400 

0 

0 

April s 

By Interest on 









fi ff 

b/d 

69 

6 | 8 

4 

0 

0 


£10,000 at 








5 

„ Profit on 



1 





3%p.a.tor 









Sale 




40 

0 

0 


quarter to 









„ Interest on 



1 





date 


71 

0 

0 

4 

0 

0 


Invest* 








„ Cash— Sale 









ments Ac* 



I 





of £4,000 









count* 


X 

*31 4 





Stock at 









1 



1 i 

i 


i__ 


66 . 



i 


3»440 

0 

0 


] 



[ o' 0 

£3.444! 

0 

1 ^ 




£71 


0 

£3.444 

0 

0 


i 



1— . 


■■ 






!H 



■■ 

— 


If part only is sold, say ^i,ooo, the remaining balanceJ( would be 
brought down at X ^ 3 . 4 «> (or — X £8,500) = £2,550. 

Illustration. On ist June, 1952, Scarsdale Investment Tmst, Ltd., 
held £10,000 6 per cent Queensmania Stock standing in the books at 
£9,560. Interest is payable on 31st July and 31st January. On ist 
September, 1952, a further £5,000 of the stock was bought at 98 
cum dividend and on ist January, 1953, a further £4,000 of the 
stock was bought at 97 x.d. 

On 31st March, 1953, £8,000 of the stock was sold at loi c.d., 
and on 15th June, 1953, £6,000 of the stock was bought at 99J x.d., 
and on 30th June, £2,000 of the stock was sold at 99J x.d. Shov 
the Investment Account for the period ending 30th June, 1953. 

Ignore Income Tax and Expenses. 

The amount to credit of Interest Account, £915, is made up as follows— 


£ >■ i- 

10.000— June i to Sept. 1, 3 months at 6% p.a. 150 o 0 

15.000— Sept. I to Jan. i, 4 months at 6% p.a. . 300 o o 

19.000— Jan. I to Mar. 31, 3 months at 6% p.a. . 285 0 0 

11.000— April I to June 15, 2J months at 6% p.a, 137 10 0 

* 17,000 — June 15 to June 30, J month at 6% p.a. 42 10 o 


^915 0 0 

Where many investments are held, a schedule will be prepared 
showing the cost price and current price of each investment. Care 
must be exercised in the compilation of the current price because 
the market price, except where quoted x.d. will include the accrued 
and accruing dividend or interest. 

^ The above amount is Interest on ;£4.ooo at 3 per cent per annum for 3 
days, i,e. ^ x ^30. ^ . 

I ^17, coo is the nominal amount of Stock held until the very last day of tne 
period, when ^2,000 was sold, leaving ^15,000. 






*0 • « 

S 1 

I -I 


K •£ 

I ^ 

Ck . » 

i 

a ^ 

° ‘-S 
•5 -3 
x|9 
8 

x^8 


"III 


!. 
I 
P ■ 


II4« 


• The £^o adjustment is required as the transfer of £4^ is for i| months to 31st July, 
relates to i month to 30th June, i.e. £1^ 
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Where there are several operations in one investment the average 
cost of the balance remaining is taken into account, the balance 
of the capital column being transferred as a profit or loss to Profit 
and Loss on Investment Account. 

The most cautious rule to adopt is — 

(1) To treat each transaction as a separate one in case of loss. 

(2) To treat the transactions as a whole in case of gain. 

Illustration. G. Ambler held the following investments on ist 
January, 19. . — 

Sold 



Cost 


during Year 


1 


d. 

[for 

£\ s- d. 

>^500 5% Japanese Bonds (1907) . 

70 

13 

0 

9a 12 0 

100 BeautiUty Furniture Ordinary 

169 

8 

6 

22 4 0 

100 Bleachers' Ordinary 

105 

3 

6 

1 13 '14 0 

100 Courtney Pope Ordinary 

1 15 

3 

6 


20 International Nickels 

180 

ii 

0 


500 Black and Blue Ordinary 

139 

3 

6 

50 9 n 

During the year he purchased — 

200 Charterhouse Investment Ordinary . 

139 

3 

6 

(250 only) 

500 Amalgamated Bankets . 

94 

18 

0 



All the above are after dealing with Brokerage (as per Broker's 
Contract Notes). 

The object of the transactions was gain by way of appreciation. 
Ignoring expenses and dividends, prepare Investments Trading 
Account. (See page 1143.) 

Brokers* Accounts. The main entries in the broker’s books are— 
Upon a purchase for a client — 

(1) Debit Client with — 

{a) Cost of Security purchased, and 

(6) Brokers’ Commission thereon ; and 

Credit Dealer with [a) and Commission Account with (6). 

(2) Debit Client with — 

(a) Contract Stamp and Credit Contract Stamps Account; 
(h) Transfer Duty and Credit Transfer Stamps Account ; 

(c) Registration fee and credit cash. 

Upon a sale for a client — 

(i) Debit Dealer with — 

{a) Cost of Security sold, and Credit Commission Account with 
(6) Broker’s Commission thereon and credit client with the net 
excess of (a) over (6). 

In practice a Contract Journal will be employed for the entries 
for purchases and sales. 



Investments Trading Account 



37-'(B.aoS3) 
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Illustration. A Broker carried out the following instructions for 
clients — 

From A. Purchase of 200 Taylor Woodrow Ordinary Shares at 14s. 6d. 

,, A. Purchase of 100 Brakpan Mines Shares at i6s. 

„ B. Sale of 200 Imperial Tobacco Ordinary Shares at 
„ C. Purchase of i.ooo Castleheld Rubber Shares at 2s. 

Sale of 500 British Controlled Common Shares at 12s. 


Contract Journal 


Date 

Name 

of 

Party 

Description 
of Security 

Price 

Name 

of 

Party 

Description 
of Security 

Com- j 
mission 



1 


£ 

s. 

d. 

£ 

t. 

d. 

i 

1 


i 

1 1 

5. 

d. 

£ s. 


A 

aoo TaylorWood- 







Dealer 


il 

17 

6 

> 45 ] 0 



row Ordinary 


14 

6 

146 

17 

6 







A 

100 Brakpans 


16 

0 

81 

5 

0 

Dealer 


1 

\5 

0 

80; 0 


Dealer 


5 

0 

0 

z,ooo 

0 

0 

B 

200 Imperial To- 


\ 



i 










bacco Ordmary . 

10 

\o 

0 

990' 0 


c 

1,000 Castlefield 







Dealer 


2 


8 

1001 o' 



Rubber . 


2 

0 

102 

I 

8 






1 1 


Dealer 



12 

0 

300 

0 

0 

C 

500 British Con- 















trolled Conuun. . 

4 

13' 

9 

295 1 6 








_4 

2 



^12 

17 

n 

^i,6io{ 6 







(I) 



(*) 

( 3 ) 


(z) Each item debited to dealer or client. 

(2) Total posted to credit of Comimssion Account. 

(3) Each Item credited to dealer or client. 


The registration fees, transfer duties and contract stamps may be 
incorporated in the Contract Journal but are often put through a 
Fees and Stamp Journal (debt to client : credit to cash for Registra- 
tion fees and respective stamp accounts for Transfer Duties and 
Contract Stamps). 

In the case of a reinvestment order, i.e. a purchase and sale of a 
security (not being the same Stock or Share) through the same 
broker in the same account, the broker is permitted to charge a 
reduced commission, viz. one half on the transaction attracting the 
smaller consideration, or, if necessary, on part of the larger bargain. 

In the foregoing transaction the broker may charge a reduced 
commission viz. Jd. a share on 1,000 Castlefield Rubber Shares 
amounting to £i os. lod. instead of Jd. a share (but in no case may 
the commission be less than the minimum of 5s., los., or £i men- 
tioned on page 1133). 

Illustration. The commission permissible on a reinvestment is 
shown at the top of page 1145. 

There will be entries in connection with collecting dividends for 
clients where securities have been purchased cum dividend and the 
dividend paid before registration of transfer; and collecting divi- 
dends from clients where in similar circumstances a client has sold 
securities ; costs of split transfers, etc., but these are straightforward 
and call for no special mention here. 
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Sale of ;£ 1,000 Government Stock at par 
Less Q>mmission — 1 % on Stock 


Reinvested in — 

Purchase of 600 Shares at 20s. . 

Add Commission at 3d. . 7 10 o 

Less J Commission — £600 Stock 

[i.e. on ;£6oo] . . 126 


If total accounts are employed, the normal subdivision of Bought 
and Sales Ledger will be impracticable as clients and dealers will 
he buyers and sellers so that the Ledgers wiU be subdivided into 
(a) Clients and (b) Dealers. 

Private Investment Accounts. Where a private individual has a 
number of investments (including property), accounts should be 
kept systematically. 

The special features of these accounts are — 

(1) Adequate accounting of investments and property, either as 
part of double entry or in memorandum with complete details of 
such investments, sales, purchases, income and expenses attribut- 
able to each, with a special column to record tax suffered or paid on 
assessments ; the latter will normally comprise Sch. A, Sch. D, Case 
VI for excess rents, etc., Case III for Bank Deposit Interest and other 
untaxed Interest, Case IV for income from Foreign and Colonial 
Securities, e.g. Mortgages and Bonds and Case V for Foreign and 
Colonial possessions, e.g. foreign Bank Interest and Dividends. 

(2) If the properties are substantial a Rental Register or Ledger 
with full details as to tenants' names, addresses of properties, nature 
of letting, rents receivable, rents paid, arrears column, void column 
(for empty or damaged property), outgoings, etc., rates if landlord 
liable, chief rents, agent's commission, etc. 

(3) Profits and Losses on Sades (after deduction of legal costs of 
acquisition) are capital and not normal revenue profits and losses. 
(The cost of acquisition, e.g, brokerage, and stamp duty on Stocks 
and Shares will be debited to the cost of the asset.) 

(4) All income taxed at source should be raised to gross and deb- 
ited as a separate item to Revenue — conversely for tax deducted 
from charges of a Revenue nature, e.g. Chief Rents, Loan Interest, 
etc. (Bank and Brokers' Interest excepted, no tax being deductible). 
Alternatively, these tax adjustments may be debited or credited to 
Drawings, but it is considered preferable to record them in Revenue, 
so that the tax charge can be readily seen. 

(5) As to depreciation, it is a matter of choice, so long as consis- 
tency is adopted. Generally speaking, it is preferable to record 
depreciation by means of a debit to Capital Account, and a credit 


£ s. d, 
. 1,000 o o 
3 15 o 

£99^ 5 o 
600 o o 


676 
;^6o6 7 6 
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to a Depreciation Account, against which may be credited any 
future appreciation provided that the same account be used should 
the appreciations exceed the Depreciation Account — ^in other words 
— if fluctuations are to be recorded they should be done year by 
year in one continuous account. [As the individual is considered 
an investor and not a speculator, the fluctuations in values should 
be regarded as affecting Capital.] 

Illustration. The following are the balances of Jones at 31st March, 
19 . . (details of properties beingshown in the scheduleon page 1147)^- 


» 

Dr, 

Cr. 



£ 

Dividends and Interest received, including Untaxed Int. ;£8o 

1 

1,080 

Rents received (payable half-yearly, 31st Mar. and 30th Sept.) 

\ 

4^>3 

Chief Rents received ....... 

\ 

55 

Outgoings paid, including Tax assessed and paid 

2^2 


Broker re Purchase of Investments ..... 

\ 

850 

Depreciation Account, I St April. 19, . . . . . 


3,600 

Capital. 1st April, 19.. . 


55.454 

Losses and Profits on realization of Investments 

8,000 

3,000 

Investments at cost (market value ;£35,ioo) 

37,000 


Properties at cost ........ 

9,000 


Receivable Chief Rents at cost ..... 

2.800 


Rents accruing, net, at 1st April, 19. . . 

45 


Chief Rents accruing, net, at ist April, 19 . . 

15 


Cash at Bank — Deposit ....... 

4.500 


Cash at Bank — Current ....... 

1,800 


Drawings ......... 

1,100 



;£64,502 

£64.502 


Make provisions for net chief rents accruing £20; net rents 
accruing £yo ; outgoings £yo (repairs). 

Prepare Investment Revenue Account for the year ended 31st 
March, 19. . , and Balance Sheet at that date. (The untaxed interest 
is the same as the previous year and no Income Tax is owing.) 
Take Income Tax at los. 
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Balance Sheet as at 31ST March, tg . . 


Creditors— 

Repairs .... 
Broker .... 

£ 

70 

850 

1 

£ 

920 

Properties at Cost ! 

Investments at Cost 

Receivable Chief Rents at Cost 
Debtors for Rent — Net 

Debtors for Chief Rents 

£ I 

1 

70 

*0 

£ 

9,000 

37,000 

3,800 

Pepredation Account' at 
ist April, 19. . 

Less Transfer to Capital 

3,600 

1,700 

90 

1,900 

Cash at Bank — 

Deposit .... 
Current .... 

II 

Capital Account at xst Apr., 19 . . 
Less Loss on Investments 

Sold .... 8,000 
Less Profit on Investments 

Sold .... 3,000 

5 .M 54 

6,300 

5,000 

Deduct Decrease on De- 
preciation Account . x,7oo 

3.300 





Add Surplus for Ye.ir . 1,316 

Less Drawings . . 1,100 

1 

32,154 

216 

52,370 










£ 

55 .IQO 


£ 










Schedule of Rents and Income Tax 



Annual 

Rents 

G.A.V. 

Statutory 
Repairs i 
Allowance; 

Void 

Claim 

N.A V. 

Notional 
G.A.V. 
(= Rents) 

Notional 

Repairs 

Allowance 

Noticmal 

N.A.V. 

Actual 

NA..V. 

Excess 


£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 


l’r4)perly i . 

140 

130 

25 

— 

105 

240 

27 

213 

105 

8 

„ 2 . 

100 

TOO 

20 

— 

80 

zoo 

20 

80 

80 

~ 

,, 3 • 

60 

50 

10 

— 

40 

60 

12 

48 

40 

8 

„ 4 . 

90 

60 

12 

— 

48 

90 

18 

72 

48 

34 

„ 5 • 

122 

90 

18 

— 

72 

122 

23 

99 

72 

37 

,, 6 . 

28 

20 

5 

— 

15 

28 

7 

21 

25 

6 

„ 7 . 

so 

32 

8 

— 

34 

.50 

JO 

40 

34 

Z6 

.. 8 . 

130 

ZOO 

20 

— 

80 

130 

25 

20.5 

80 

25 

.. 9 . 

Empty 

60 

12 

48 

” 

— 

— 

— 

— 

— 


£720 

£642 

£130 

£48 

£464* 

£720 


£578 

£464 





V 



^ 













^ 





If the accounting period ended otherwise thaxi on 31st March, 
there would be provisions for taxation in respect of the properties, 
either accruing or having been paid by the tenants. The possibility 
of a maintenance claim in respect of the properties has been ignored. 

Assuming the above year was to 31st March, 1952 [actu^ly the 
standard rate of Income Tax in that year was 9s. 6d.] any liabihty 
lor Sur-tax for the year 1949-50 would have been paid on ist 
January, 1951. There would be a liability for Sur-tax for 1950-51 — 
assuming Jones's income for that year exceeded £2,000; although 

^ Alternatively may be deducted from the assets. 

* Tax £ 2 ^ 2 , payable by tenants and deducted from next rents. 

* Tax £ 5 ^, assessable directly on landlord. 
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it would not become payable till ist January, 1952, a provision 
therefor might have been made at ist April, 1951. The payment 
thereof on ist January, 1952, would be debited to that provision. 

Likewise at 31st March, 1952, a provision would be required for 
I95i'52. This liability would be based on the current income 
(“grossed" in the case of taxed income) except that the untaxed 
income would be based on the previous year (apart from the excep- 
tions arising in the “early" and “closing" years). 

As there is no change in the current year in respect of untaxed 
income the assessment for Sur-tax 1951-52 (payable ist January, 

1953) is— 

Taxed Dividends — gross current year’s income. 

N.A.V. of Properties — current year's income . 

Excess Rents of Properties — current year's inco 
Chief Rents — gross current year's income 
Untaxed Interest — preceding year's income 


Liability for Sur-tax —2,000 . 

500 at 2S. . 
278 at 2s. 6d. 


£ 

. 2,000 
464 
II4 
120 
60 


L s. d. 

50 o o 
34 15 o 


^84 15 o 


Private Accounts. Private Accounts are sometimes written up 
from a viewpoint of taking all Income less all Outgoings, so that 
personal expenses (including Tax) will be regarded as appertaining 
to the Income and Expenditure Account, leaving the balance as a 
surplus or deficiency for the year. 

The expenditure on Household might be further analysed, but it 
is probable that in most circumstances household personnel would 
not or could not keep reliable records of such expenditure. 

Illustration. X has the following private Trial Balance at 30th 
June, 19. .— 



i 


Cash at Bank .... 

1,700 

! 

Household Expenses ....... 

500 


Other Expenses, Rates, etc. ..... 

150 


Investments 

6,520 


Business Account ....... 

6,800 

900 

Investment Income ....... 


270 

Property (house in own occupation, N.A,V, ;^4o) 

1,000 


Speculation Loan Account ...... 

16300 

r 

Capital ......... 



Insurance Policies ... ... 

1,300 



£34.270 

£34.270 
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The business account contains the following items — 


To Drawings . 

£ 


£ 

900 

By Capital 

6,800 

,, Balance 

7.300 

£S,2oo 

„ Profit 

1,400 

£8,200 


The assets comprise Cash at Bank, £4,120; Fixtures, £100 ; Debtors, 
^3,400 ; and Creditors are £320. 


The Speculation Account represents the amounts advanced to 
provide a separate set of operations for speculation purposes, the 
yearly profits or losses on realizations being transferred to Invest- 
ment Reserve ; any dividends received on speculation holdings are 
to be applied against Bank Interest paid, the net balance thereof 
being transferred to Investment Reserve. 

Shares held at the close are taken into the Balance Sheet at cost. 

The Trial Balance at 30th June, 19. . is — 




£ 

Investments at Cost . . . . . . . j 

1 22,980 


Profit on Sales of Investments . . . . | 

1 

1,800 

Bank Interest Paid . 

80 


Bank Overdraft . . . . j 


3,000 

X Private Account . . . . [ 


16,300 

X Bank Account (for Dividends) .... 

90 


Investment Reserve ....... 

j 

2,700 

1 hvidends ......... 


90 

Broker for Shares Sold ...... 

740 



;^ 23,890 

;f 23.890 


Two per cent per annum is added each year to the Insurance 
policies. At the date of the above Trial Balance the balance in 
the books represents the accumulated premiums and interest to 
the end of the preceding year and the premium for the current 
year. 

Account has to be taken of the net annual value of the house X 
occupies, as representing “ Rent.'' 

There are no outstanding liabilities ; accrued dividends are ignored 
and Income Tax is to be ignored. 

Show — 

(i) Income and Expenditure Account for the year ended 

30th June, 19. . ; 

(ii) Private Balance Sheet at that date ; and 

(iii) Combined Balance Sheet at that date. 
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Income and Expenditure Account for the Year 
ENDED 30TH June, 19.. 


To Household Expenses 

500 

By Business Profit 

t 

1,400 

„ Other Expenses 

150 

„ Dividends 

180 

„ Rent per Contra 

40 

„ Rent per Contra . 

40 



„ Interest on Insurance 




Policy 

26 

„ Surplus 

956 




£1,64^ 



Balance Sheet as 

at 30TH June, 19. . 


Capital — 


Investments at Cost . 

1 

6,520 

istjuly, 19 ' 33.^00 .■ 


Speculation Account . 

, 16,210 

Add Surplus 956 || 


Property at Cost 

1,000 


34.05<--> 

Insurance Policies 

1,326 



Business Account 

7.300 



Cash at Bank . 

1,700 




;f34,056 


X Combined Balance Sheet as at 30TH June, 19. . 



Busi- 

IM- 

Specu- 



Busi' 

Pri' 

Specu- 



ness 

vate 

lation 

Total 


ness 

vate 

lation 

Total 


£ 

£ 

£ 

£ 


£ 

£ 

£ 

1 

Capital 


34,056 


34,056 

Investments 


6,520 

22,980 

29,500 

1 

Investment Re- 





Speculation 


26,210 



serve 



4,510 

4.510 

Property . 


1,000 

1,326 


1,000 


[£2,700 





Insurances 





+ri,8qo+£io] 
Creditors . 

320 



320 

Business . 
Fixtures . 

100 

7,300 




Bank Overdraft 


3,000 

Debtors . 

3,400 


740 

4 .U 0 | 

Current Accounts 

7,300 


16,210 


Cash at Bank 

4,120 

1,700 

2,K2o| 


£7,620 

£34.056 

£23,720 

£38,886 


£7.620 

1 £34,056 

£23,720 

£38.8861 












Notes, (i) The debit of £go (see Trial Balance) is transferred to the Loan, 
and the debit of £Bo offset against Dividends received and transferred to 
Investment Reserve. 

(ii) As to whether the Bank overdraft can be set off against Cash at bank 
depends on circumstances. If it is an overdraft granted by a bank other 
tlian that (or those) in which X is in credit, it cannot be set off : otherwise 
it may be set off, subject to contrary agreement, and furthermore X could 
claim it to be part of one combined account for interest purposes. 

VALUATION OF SHARES 

One of the most perplexing problems that confront accoSantancy 
students is that of valuation of shares. The underlying principles 
are by no means difficult, but their application calls for a con- 
siderable knowledge of technical points. 

Shares, as the student will be fully aware, are of varying classes, 
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and the appellation ascribed thereto is by no means an unerring 
guide to their true nature. The t5rpes are usually classified into 
preference (or preferred), ordinary and deferred; but it is impossible 
to measm’e their true characteristics, qualities or defects unless 
detailed information is at hand which discloses to what extent the 
shares are covered in relation to capital and revenue, quite apart 
from voting rights and other important factors. A preference share, 
for instance, may be cumulative or non-cumulative ; it may be a 
participating preference share, i.e. in addition to entitling the holder 
to the prior right to dividend at a fixed rate, it carries the right to 
participate further in the distributable profits of the company. 

Ordinary shares are usually distinguished from preference shares 
in that they carry no priorities as to dividends and/or capital, 
obtaining (subject of course to suitable allocations to reserves) the 
right to the remaining profits, when they are distributed. 

A detailed consideration of all the shades of difference between 
each class is impossible in this work ; and attention will be given to 
the more usual significance involved in the terms employed. 

The necessity for a valuation arises, inter alia, in the following 
circumstances. 

(1) For estate duty purposes. 

(2) For amalgamation and absorption schemes. 

(3) For the valuation of the assets of the Balance Sheet of Trust 
and Finance Companies. 

(4) For security margin purposes, e.g. where a bank lends money 
on the security of shares. 

(5) For the discharge of debts and liabilities, in exceptional cases. 

(6) For equilibrium purposes where it is necessary to avoid having 
too great a proportion of any one type of share. 

(7) For the valuation of a '‘Fixed'* Trust unit. 

(8) Purchasing shares for control. 

In most instances the valuation will be readily ascertained from 
the published price where the securities are quoted or dealt in on the 
recognized Stock Exchanges. Where, however, the securities either — 
(a) are rarely dealt in on the Stock Exchange, 

{b) are not quoted or dealt in at all, 
recourse must be had to the preparation of a valuation. 

In practice, an infinite number of technical points and market 
factors will affect the true valuation of shares, particularly as more 
than one factor may be operative at the same time. 

Income Basis. It is clear that the normal purpose of the contem- 
plated purchase is to provide for the buyer an annuity ; for his outlay 
he will expect a yearly income return, great or small, stable or fluc- 
tuating, but nevertheless some sort of return commensurate with 
the price paid therefor. In other words, the investment is made, 
primarily at all events, with a view to providing a recurring income. 
Apart from the fact that he may cherish a hope that when the time 
arrives for selling he will be able to secure a profit, the purchaser s 
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object in making the purchase is to secure, as already stated, a recur- 
ring income ; he is prepared to risk fluctuation and even the possibility 
that in any one year (or even years) no income at all will be forth- 
coming ; but all the same he expects income, again hoping that it 
will as time goes on tend to increase rather than decrease. 

To the ordinary shareholder the benefits (sometimes illusory) of 
stability and comparative certainty supposed to be inherent in the 
preference share do not appeal. The same principle of valuation 
exists for both classes of shares — preference and ordinary — although 
the considerations affecting the yield required differ considerably. 

This fundamental point will now be stated and illustrated. 

The value of a share is arrived at by taking the rate of annual 
return divided by the return expected and multiplied by the par or 
paid up amount of the share upon which the dividend ^ based, 
without taking into account any accruing dividend. This sounds a 
very forbidding calculation, but it is not such an alarming proposi- 
tion after all, as can now be seen. 

For simplicity, take three companies all paying 15 per cent divi- 
dend on their ordinary shares of £1, and all of the class whereby an 
investor expects (say) 6 per cent annual return on his outlay ; but 
the first company's shares are fully paid and the second and third 
los. paid. The second company has adopted Table A, and the 
third company’s articles state that dividends are payable on the 
nominal value. The share valuations would be — 


Company i 

X 

M 

II 

lOS. 

od. 

Company 2 

15 r 

X los. = ^ 

5 s- 

od. 

Company 3 


10s. 

od. 


The calculation in the case of the second company is based upon 
the paid up value by reason of the fact that Table A stipulates that 
dividends are payable on the paid up value of a share. The above 
prices, it will be seen, are sufficient to give the purchaser his expected 
6 per cent on the basis of a 15 per cent dividend. For example, 
Jones buys 1,000 shares in company number i costing £2,^00. He 
therefore receives, assuming no change in the future, £150, which 
is 6 per cent on £2,500. 

The circumstances may be such that when the purchaser acquires 
his share the dividend has just become payable, so that shortly after 
the purchase he would receive his £150 by way of dividend (sqid thus 
a part return of his capital outlay). Hence, in these circumstances 
the price would be for 1,000 shares £2,500 plus £150 = £2,650. 
When he receives his £150 dividend, the purchaser is left with a 
net cost of £2,500, being the true cost of his shares according to 
the facts indicated. 
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The position may be s3miboIized as follows— 

The estimated price of a share ex dividend is 
Yield ^ ^ 

X Basic denominator of share. 


For ex^ple, a company has shares of 5s. each fully paid, the 
rate of dividend being 45 per cent and the expected yield 5J per 
cent. The ex dividend price will be therefore — 


^ X 5s. = ^ X 5s. = (say) 

Before proceeding to the next and probably most difficult stage, 
it may be a matter of interest to know the calculation in the case of 
American Common Stocks where (as is usual) stocks are of no par 
value, so that dividends cannot be expressed in terms of a percen- 
tage, but in terms of dollars and/or cents. 

The S 3 mbolized calculation is — 


100 

Risk 


X Dividend in terms of dollars. 


For example. Amplifiers, Inc. pay $8 dividend annually and the 
yield expected is (say) 5 per cent. The estimated price ex dividend is 


100 


X $8 = $160 


It will be clear that, inasmuch as there is a yearly return of $8 
for an expenditure of $160, the expected yield is attained. 

So far it has been postulated that a share attracts a certain yield 
—the investor, that is, requires or expects a minimum yearly return 
from the investment he has made. This minimum yield is not a 
static figure ; it varies considerably at different times and is therefore 
a somewhat fluctuating, although extremely important factor. 
Despite this, its determination is founded upon certain fixed prin- 
ciples. It is clear, for example, that at any time — taking two extreme 
cases — the yield on British Government Securities will always be 
considerably less than that obtaining on a silver mine situated in 
Mexico. No expert knowledge of investments is necessary to indi^ 
cate the overwhelming superiority of the quality of the former ovef 
the latter. What, then, are the determinants of yield? In other 
words, what determines the status of investments? 

There are four points of importance which require stressing in 
order to answer this question satisfactorily. The first is that yields 
generally vary directly with ruling rates of interest ; that is to say, 
that in times of cheap money — wliich predicate low rates of mterest 
— yields will tend all round to be much less than in times of dear 
money — ^which predicate high rates of interest. The search for a 
yield more satisfactory than that obtaining in the case of, say, 
British Government Securities will tend to create a demand for 
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other investments, thus forcing up their prices and tending, therefore 
to reduce the yield therefrom. 

The second is that temporary and transient features often tend 
to obscure true values. 

Many companies whose pre-war Standard for Excess Profits Tax 
was low, suffered severely through the incidence of this tax and 
with the abolition such companies benefit considerably. ' Rumours 
favourable or adverse, periods of intense activity or extreme slug- 
gishness, market manipulations ; these and many more causes may, 
in a short term period, have the effect of creating a state of dis* 
equilibrium. 

The third is that many investments are priced at a figure bearing 
no relationship to yield, either being gambling counters, or excep- 
tional "bell wether" stocks (the well-known United Stajtes Steel 
Corporation is an excellent example of that type) or sharips which 
offer alluring prospects for the future, although they may b^, making 
no profits or actually losing money, for example, gold mining com- 
panies and, more recently, companies with direct or indirect 
interests in Canadian oil. 

The fourth is that certain shares may be priced purely on the 
prospects of a liquidation value, that is, on the basis of what they 
are likely to return by way of capital, the question of yield not enter- 
ing into the question, except that if the process of liquidation is likely 
to be protracted, allowance must be made for the loss of dividend or 
interest the investor would otherwise receive. 

The following are the chief factors affecting the 3deld required on 
ordinary shares — 

(1) The estimated annual return, having regard to the nature of 
the business, and the risk involved. This return requirement will 
itself be influenced by general market conditions and ruling rates 
of interest. It is a significant fact that the investor will pay more 
attention to dividends than to earnings so that, ceteris paribus two 
similar companies maybe paying the same dividends on greatly differ- 
ing earnings, yet the prices of the shares of each company will tend 
to approximate to each other (unless influenced by other factors). 

(2) The trend of profits having regard to the capital required in 
the business. The mere size of profits earned without taking into 
account the real capital employed affords no guide in determining 
5deld. 

(3) Stability of earnings: the company with stable earnings as 
compared with the company whose earnings are highly fluctuating 
will command a superior status, other things being equal. In this 
connection it is important to remember that the management factor 
— ^involving the question of ability and integrity-<-is vital. Par- 
ticularly important is this factor in a small company as, to take one 
example only, unscrupulous directors might be able to alter the 

1 The gain is not wholly retained, as the released profit is subject tc 
Income Tax at 9s. in the £ and Profits Tax. 



STOCK EXCHANGE TRANSACTIONS II55 

articles of association so as to increase their remuneration and there- 
by bring down the amount of future profits. The latter {X)int natur- 
ally leads to the next, namely, 

{4) Voting rights of members and the degree of power possessed 
by the executive. For instance, the latter may own more than 50 
per cent of the whole voting strength ; even if less, it may effectively 
exert a decisive influence. 

(5) The reliability of profit, and Balance Sheet disclosure. The 
current Balance Sheet should be capable of being linked up with the 
preceding one, and the profit disclosed reconciled therewith. The 
separation of abnormal from normal profits and losses, and the 
further classification of assets and liabilities, including provisions 
for taxation, etc., is important. 

(6) The prospects of a company may be sufficiently bright to 
induce an investor to remain content with a small yield. The pros- 
pects may take the form of an early resumption of dividends, capital- 
ization of reserves, or the possibility of the company requiring more 
capital and offering members the right of subscription on “bonus 
terms.” It is true that, unless future earnings increase, the value of 
the shares will tend proportionately to decrease; for instance, if 
the share capital was doubled, there being double the quantity of 
“share claims” on earnings, the price of the shares would tend to 
fall to approximately half that obtaining before the further issue 
was made. Despite this, the advantages arising from this procedure 
are sometimes very great (particularly to persons liable to Sur-tax 
who would be able to sell the bonus shares and thus escape Sur-tax, 
although the shareholder could sell part of his holding from time to 
time even if no bonus shares were issued) and may in practice more 
than compensate for a comparatively small formal yield. ^ 

Theoretically, if the company's profits do not rise by reason of the 
further issue, there will be a loss to the investor. 

This may be illustrated simply as follows — 

A company pays 10 per cent annually, the yield being 5 per cent. 
The price of a £1 share fully paid will therefore be — 

— X 20s. = £2 X. d. 

5 “ 

The company decides to offer to its shareholders one share for two 
at £1. As the company now has in issue three shares for every two 
(before the issue), unless the earnings rise, the dividends in future 
will be 6§ per cent only (J of 10 per cent) and therefore the price 
will be— , 0 

X 20s. = £1 6s. 8d, X. d. 

Therefore, the shareholder, assuming he took up the shares 

' Many companies are now utilizing part of their reserves by issuing Prs- 
ference Shares instead of ordinaries, thus giving the Ordinary Shareholders such 
benefits as are possessed by the Preference Shares as to dividends and capital. 
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offered, will lose. This is clearly discernible by assuming that A has 
100 shares in the above imaginary company. Before the issue the 
value of his holding is — 

100 X £2 = £200 X. d. 

When he has taken up his further shares, namely, 50 at £1, he 
has 150 shares worth £i 6s. 8d. each, equals £200. Thus, despite 
having paid in to the company £50, he is receiving no more in the 
aggregate by way of dividends than he did prior to the issue, so 
that he incurs a loss on the transaction. But in practice it does not 
work out like that, because, given normal circumstances, it will 
generally be assumed that a company will be able to utilize profitably 
its extra capital. If, therefore, in future, the above company will 
be stiU able to maintain its 10 per cent rate, the value of > the new 
shares will be £2, thus making the value of 150 shares £3001 Hence 
the benefit attaching to the original 100 shares held before thfe further 
issue is £50. This can be seen as follows — \ 


100 Shares 3 .t £2 . . . 200 

Add Cost of 50 Shares £1 . 30 

250 

Profit ....... 50 

150 Shares at ;£2 ..... £‘^00 


There is thus a profit of £50 in terms of the original 100 shares ; 
and the '' rights'’ are worth £i per new share. 

(7) The financial position of the company will also influence 
yield, in that the investor must consider such questions as reserves, 
liquidity of capital, quantity of goodwill, wastage of assets, etc. 

(8) Technical market factors, for example, whether a share is 
cum div. or ex div., rates of exchange as affecting price of foreign 
shares, flight of capital, quantum of shares held, etc. 

(9) The latter point may be illustrated by reference to bhori ur^d 
another v. Treasury Commissioners where the question of the valua- 
tion of shares taken over by the Government was the subject of 
arbitration, the Treasury’s valuation being 29s. 3d. and the Arbi- 
trator’s 41s. 9d. The former was taken as being the fair price as it 
was that quoted on the Stock Exchange, the value being that, in 
the opinion of the Treasury, as between willing buyer and willing 
seller. The Stock Exchange price was considered by two shareholders 
as being a depressed price, whereas on a fair valuation the shares 
were considered to be worth 41s. qd. (as per the Arbitrator’s view 
based upon fair earning capacity). The shareholders maintained 
that Stock Exchange values did not appraise the correct position. 

The court’s decision was that whilst the Stock Exchange quota- 
tion was the best criterion normally, yet it was not conclusive and 
might be displaced by evidence affecting the value, the reasoning 
being — 
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"If an individual shareholder in a company owns such a number 
of shares in any company as gives him effective control of the 
company's affairs, it may well be that the value to be attributed to 
that holding upon a sale of it as a separate transaction is a figure 
greater than the sum arrived at by multiplying the number of his 
shares by the market value for the time being of a single share. 
In such a case a shareholder in question has got, and is able to sell, 
something more than a mere parcel of shares.” 

The two claimants, the court held, had not such a holding as 
confers an effective control of the company's affairs. In other words, 
the shares had no ” control ” value and the court dismissed the claim 
for the payment of 41s. gd. per share. 

(10) The nature of the capital structure, for example, the ratio of 
ordinary shares to preference shares. This ratio is of the greatest 
possible importance, as in a period of increasing prosperity a com- 
pany with comparatively few ordinary shares in relation to prefer- 
ence shares will be able to step up the dividends on its ordinaries 
in a very marked degree, and therefore such shares would tend to 
increase enormously in value under these circumstances. 

(11) The effect of death or sale of shares by any member with 
large and influential holding, particularly as regards continuity of 
management and contacts. 

(12) The fact that in non -quoted shares no free market exists. 

(13) General economic conditions. 

(14) Inauguration of Sinking Fund for redeeming redeemable 
preference shares, or continuing acquisitions of fixed assets secured 
by borrowing on Mortgage Debentures, necessitating increasing use 
of profits to build up Debenture Redemption Fund. 

(15) Political, financial and other external factors. 

Where a valuation of ordinary shares is required in the case of 
the death of a member of a private company, if the deceased held 
a controlling interest therein within five years of his or her death, 
such valuation would follow the somewhat involved procedure laid 
down by Sect. 55, Finance Act, 1940.^ The valuation would be 
made, not by reference to dividends, but total assets, otherwise the 
basis would be (following the general principles already discussed) — 

(1) The amount and stability of profits (averaged over a reasonably 
indicative period) adjusted to give effect to matters knowm or likely 
to affect future profits. 

(2) Dividends. 

(3) Reserve appropriations. 

(4) Capital — both as to amount and structure. 

^ Sect. 55, Finance Act, 1940, does not apply if the shares were actually 
dealt in on any recognized Stock Exchange within twelve months before the 
date of death. - . . 

Sect. 47, Finance Act, 1946. amended the original penod of three years to 
five years. 



ACCOUNTANCY 


1158 

(5) Risk involved. Normal yield expected from shares of com- 
panies of a similar nature would be deducible from the shares of 
such companies quoted or dealt in on the Stock Exchange. 

(6) The utilization of the formula — 

dividends par (or paid up) 

yield amount of share. 

Obviously, even if the deceased had not a controlling interest, 
the effects (if any) of the death would require consideration! 
Normally the effect would be negligible unless the holding, without 
necessarily being controlling, were substantial. 

Equity or Net Assets ** Basis. The procedure of arriving at the 
value of a share employed in the equity method is simply tp estimate 
what the assets, less liabilities, are worth, i.e. the "netT assets— 
allowing for a probable loss or possible profit on book vailues — the 
balance being available for shareholders. Included in the liabilities 
may be debentures, debenture interest, expenses outstanding, and 
possibly preference dividends if the articles of as^ciation 
stipulate for payment of ‘‘arrears" in a winding up. 

If there is one class of share, say ordinaiy share capital, or even 
preference and ordinary share capital where the holders of the 
former have no priority as to capital, the balance available over 
the total number of shares will represent the value of such shares. 

lUustration. 



£ 


£ 

Share Capital — 


Sundry Assets 

51,000 

10,000 6% Preference Shares 


Discount on Debentures 

1,000 

oi£i each fully paid 

10,000 

Preliminary Expenses . 

3,000 

30,000 Ordinary Shares of 


Profit and Loss Account 

6,000 

£1 each fully paid . 

30,000 




40,000 



General Reserve . 

2,000 



Debenture Redemption P'und 

3,000 



7% Debentures . 

5,000 



Depreciation Fund 

1,000 



Sundry Creditors. 

10,000 



£ 

61,000 


61,000 


It may be assumed that the assets are worth their book value, 
that debenture interest for one year is owing, and that the dividends 
on the preference shares are two years in "arrear." Show the 
approximate valuation of the shares, ignoring tax. 

Solution. Find the "net" assets, and m so doing care" must be 
exercised in dealing with reserves. The debentme redemption fund 
is not a liability, but a portion of the undistributed profits (or in 
this case a deduction from the loss) and exists as such in accord- 
ance with the terms of the debenture deed. 
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Although it is of no moment here, the student should be familiar 
with the two alternative methods of arriving at "net" assets 


Assets ...... 

** 

51,000 

Less Liabilities — 7% Debentures 

5.000 

Depreciation Fund . 

. 1,000 


Sundry Creditors . 

. 10,000 

16.000 

35.000 

Less Debenture Interest owing 


350 

“Net" Assets 

• 

£34.650 

Share Capital 

40,000 


Reserve .... 

2,000 


Debenture Redemption Fund 

3,000 




45 »ooo 

Less Profit and Loss Account 
„ Discount on Debentures 
,. Preliminary Expenses 


10.000 

35.000 

Less Debenture Interest owing 

. 

350 

“Net" Assets 

. 

£34.650 


If the preference shares are preferential as to capital they have 
the first "charge" on the assets, and as there are ample assets, they 
are fully covered. In the absence of further participation rights, 
they are worth £i each. 

The "net" assets available for the ordinary shares are — 

£ 

Balance as above ........ 34 i 65 o 

Less Preference Shares ...... 10.000 

“Net" Assets £'24>^5o 


Hence, the ordinary shares are worth £ = i6s. sd. to the 
nearest penny. 

Should the preference shares be on the same basis as the ordinary 
shares for capital repayment purposes (merely having the right to 
dividends only in priority to the ordinary shares) then the vsdue of 
all the shares = == 17s. 4d. to the nearest penny. 

If the " arrears " of dividends are to be repaid to the preference 
shareholders in a winding-up as well as capital in priority, then 
the valuations will appear as under — ^ 

•'Net "Assets 34.^50 

Of which the preference shareholders will take — 

Capital 10,000 

Plus Preference Dividends (2 years at 6% per 

annum on /ro,ooo, ignoring Income Tax) . 1,200 

11,200 

Balance to Ordinary Shareholders . • • £^ZA 5 ^ 
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The preference shares, cum div., are therefore worth = 

£i 2S. 5d. each, and the ordinary shares are worth £ = 15s. yd. 

each. 

Lastly, if the arrears ” of dividends are payable as in the preceding 
example, but without priority as to capital, the result will be as 
follows — 


** Net " Assets ........ 34,650 

Less Preference Dividend ...... 1,200 

£33^450 


The value of all the shares will be = i6s. gd., to which 
will be added per share for dividend for preferen(|e share* 

holders = 2s. 5d. \ 

Hence, preference shares are worth i6s. gd. + 2s. 5d.= igs. 2d. 

Ordinary shares are worth i6s. gd. ' 

Even if the equity basis were adopted, there would b6 many 
subsidiary matters calling for consideration, e.g. the ratio of fixed 
and floating assets and their valuation ; the proportion of assets 
acquired at a period of high inflation ; the rate of profits earned and 
the consistency thereof ; the rate of development of the business ; 
the trend of profits in relation to capital requirements ; the 
effect of events between the last Balance Sheet and the date of the 
required valuation. Further, in case of death or transfer, it should 
always be the subject of inquiry as to the effect, if any, upon the 
prospects and earning capacity, of the substitution of the new 
holder for the old, as even in large companies the personnel of the 
directorate counts very considerably. 

It need hardly be stressed that w^hen a company is (a) known to be at 
the end of its life, or (b) likely to be taken over on an asset basis by 
another company, the valuation will be on the above-mentioned basis, 
even if quoted on the Stock Exchange, because the market value will 
naturally be based on the break-up basis. 

Illustration. Using the “income" basis in the illustration on page 
1158, and assuming that 25 per cent dividend is payable, find the 
probable approximate value which could be placed on the ordinary 
shares. 

It will be seen that no visible reserves exist, but there may be 
secret or undisclosed reserves; if none exist it would appear that 
dividends have been distributed fully in the past. This, together 
with the result for the current year (unless accounted for by special 
circumstances) may tend to require a slightly higher risk than would 
otherwise be the case. It is assumed that 8 per cent represents a fair 
return on the class of share in question. 

The valuation of the ordinary shares is = £3 2s. 6d. If the 
dividend has been declared (or the market is reasonably certain 
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that it will be declared shortly) the price will be £3 as. 6d + 5s. > 

= £3 78 - 6 d. 

Assuming that 8 per cent is a fair return, the purchaser of 1,000 
of these shares cum div. would pay — 

1,000 at £3 78. 6d 3, 375 

Less Dividend receivable . . . ’250 

Net Cost ..... £s,12S 

His yearly dividend (assuming no change of circumstances) will 
be £250, i.e. 1,000 at 5s., hence he receives an annual return of £250 
fur his net outlay of £3.125 which is exactly 8 per cent. 

General Illustration. Two companies, A and B, are assumed to 
be exactly on the same footing, not only as to assets, liabilities, 
and reserves, but also as to all other factors except that the 
arrangement of the share capital differs. 

The share capital of each company is £10,500 in fully paid shares of 
£1 each, constituted as follows — 


A 

1 B 

zo.ooo 6% Preference Shares 

500 Ordinary Shares 

£ 

. 10,000 
500 

1 z.ooo 6% Preference Shares 
i 9,500 Ordinary Shares 

£ 

. x,ooo 
9.500 


The ordinary shares of the companies may be taken to represent 
a somewhat speculative industrial risk and the market yield is 
8 per cent. 

The companies' profits and distributions are: 1951, £1,960; and 
1952, £630. 

Estimate the approximate probable prices of the ordinary shares 
of the companies, ignoring all facts other than those stated above. 

The approximate probable prices are — 


1 * 1 

1 

Profits 

Less 6 % Preference Dividend 

M M 

r 

630 

600 

1951 

£ 

1,960 

60 

1953 

£ 

630 

60 

Available tor Ordinary Shares . 

£1,360 

£30 

£1,900 

£370 

Dividends ..... 

27*% 

6% 

30 % 

6% 

Pnce [x.d.] 

£* 1 ‘^ - £34 

£8 - 15s. 

- £a xos. 

£g - i 5 ». 


It will be seen that, although the profits are the same in both 
companies, the fluctuations in the prices of the ordinary shares are 
great. The company having the smaller proportion of ordina^ 
or equity shares is A, and such shares will stand very high in 

1 25 per cent of £i * 5 ^- ignoring tax. 
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relation to the ordinary or equity shares of the other company in a 
PROSPEROUS period and fall very steeply in a slump period. Hence 
the “high geared** equity shares (i.e. low in proportion to the 
preference shares) will rise rapidly in a period of prosperity and fall 
rapidly in a period of depression, as in (A), whilst “low geared" 
equity shares (i.e. high in proportion to the preference shares) will 
rise more slowly in a period of prosperity, and suffer a more gradual 
fall in a period of depression, as in (B). 

Valuation of Preference Shares. The holder of preference shares 
seeks security as to capital (and with that in view he will be anxious 
to see that if a winding up ever arises the preference shares have 
priority over ordinary shares) ; and secondly, security as to divi- 
dends, and from this angle the purchaser will be very mi^ch con- 
cerned with the rate of dividend payable as well as the question of 
whether the shares are cumulative or non-cumulative. The prefer- 
ence share is of a precarious nature as will be gathered fipm the 
following reasons — ‘ 

(1) They may be non-cumulative. 

(2) Even where they are cumulative, the preference shareholder 
is not guaranteed an assured annual return on his share. For that 
matter, nor is a debenture-holder, but the latter’s interest does con- 
stitute a charge upon the profits, and is not merely an appropriation 
of them. 

(3) The amount represented by the yearly dividend is a maximum 
return. 

(4) Even if the company has ample earnings, the valuation will 
be largely affected by ruling rates of interest. For instance, a 
purchaser of preference shares may be prepared to pay 30s. for a £i 
6 per cent preference share. Such a share will bring the holder, in 
ordinary circumstances, a return of 4 per cent per annum, but 
should rates of interest become harder, a preference share of the 
type that formerly yielded 4 per cent might be required to yield, 
say, 6 per cent, thus involving a decline in the share value to £1 or so. 
This possibility of a decline is not as remote as might appear at first 
sight, even in the highest grade companies, as recent events have 
shown. There is also the danger that preference shares purchased at 
a big premium might be repaid by the company to the holder at 
par — or even less — by reason of the company being wound up, and 
although, it should be observed, the Coal Nationalization Act 
sought to preserve the value of the preference shares of collieries 
by using the yardstick of dividends and not liquidation, stock 
exchange or repayment value, yet it has been judici^ly decided that 
the Directors may (and, indeed, ought to) pay off surplus Preference 
Capital, whether liquidation is contemplated or not {re Wilson* s and 
Clyde Coal Co., and re Chatierley-Whitfield Collieries, Ltd.). 

Illustration. The following are the Balance Sheets 6f two well- 
established companies — 
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Balance Shbbts 


Issued Capital (all fully 
paid)-— 

50.000 5^% Preference 
glares . 

xoo,ooo Ordinary Shares 

30.000 Ordinary Shares 
Profit and Loss Account 
Creditors . 


H. Ltd. 

S, Ltd. 

i 

£ 

50,000 

100,000 

30,000 

27.183 

3,280 

23.000 

8,250 

£200,183 

£41,530 

i 

■ 


Freehold and Leasehold Pro- 
perties at Cost, Uss De- 
preoation 

Plant and Machinery at Cost, 
^ less Depreciation 
Fixtures, Furniture, and 
Fittings at Cost, less De- 
preciation 
Patents at Cost 
Debtors . 

Stock 

Bank 

Shares in S, Ltd., at Cost 


H. Ltd. 


67,200! 

12,300! 


3*4»o: 

6,000 

3,200| 

54,338 

19.723 

30,ooo| 

£200,1 83 


S, Ltd, 


»4,733 

3.711 


1.730 

7,388 

11,210 

2.736 


The preference shares are cumulative, non-participa tin g^ with 
priority as to repayment in a winding up. The capitals have re- 
mained unchanged throughout the history of the companies and 
ample depreciation has been written off assets, including leaseholds. 

S, Ltd. is a subsidiary company of H, Ltd., which owns the whole 
of the Share Capital. 

The profits (excluding dividends received by H, Ltd. from its 
holding in S, Ltd.) were — 


1946 

1947 

1948 

1949 

1950 

1951 

1952 


H, Ltd, 

5. Ltd 

£ 

£ 

14,200 

3.700 

12,700 

4,200 

i8,ioo 

1,800 

. 11,000 

1,400 

. 26,000 

3.700 

. 23,000 

5,600 

28,000 

6,900 


33,000 ^27,300 

Average == ^19,000 Average — £^. 9^0 


A similar company’s ordinary shares quoted on the Stock Ex- 
change are round about par, its latest dividend being 6 per cent. 
The same company’s 6 per cent preference shares are quoted at 
ii 4s. (This company may be assumed to be fairly comparable 
with H, Ltd. and S, Ltd.) 

You are asked in 1953 to give your view as to the fair value of the 
shares of H, Ltd. and S, Ltd., as the directors contemplate receiving 
an offer for the purchase of such shares from a rival company. 
[Ignore Tax and the effect of E.P.L. on profits.] 

The preference shares will be dealt with first. 

The combined average profits for the seven years are sufficient to 
pay the preference dividend over eight times, and in the worst year, 
namely, 1949, the profits covered the preference dividends over 
four times. 
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The preference capital is covered by the combined net assets of 
the companies more than three and a half times. The net liquid 
assets of the companies are more than sufficient to cover the prefer* 
ence capital. * 

As the yield on a preference share of this type appears to be 
about 5 per cent, the approximate value of the preference shares is— 


5 


X £1 == £1 2s. ex div. 


As to the ordinary shares — 

The combined average annual profits available for the ordinary 
shareholders are — 


Holding Company ........ ib.ooo 

Less Preference Dividend ...... ^»75o 

— \ 


16,230 

Subsidiary Company ....... 3»9oo 


20,150 

of which, say, 40%^ is a fair allocation to Reserve, say . 8,150 


Available for Dividend on Ordinary Shares of 12% . . ; ^i 2,000 


As normally the expected yield on ordinary shares of a similar 
company is 6 per cent, the valuation of the ordinary shares of the 
company under inquiry is — 

^ X — £2 a share, ex div. 


The following procedure will be a further test of the valuation — 

The capitalized value of the ordinary shares is — 

100 . ^ 

X £12,000 = £200,000 

= £2 a share, ex div. 


The net tangible assets of the company are — 


Holding Company . 
Less Creditors . 

Subsidiary Company 
Less Creditors . 


£ 

170.183 

23,000 

41.530 

8,250 


£ 

147.183 

43.280 

£180,463 


* A company is expected to allocate a substantial proportion of its profits to 
reserve nowadays. In practice, the amount would be affected by the charge 
for taxation. 
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Valuation of Preference Shares — £ 

50.000 X 2s 55.000 

Valuation of Ordinary Shares — 

100.000 X ;^2 200.000 


255.000 

Net tangible Assets 180.463 


Excess, being estimated Goodwill ..... £7 ^,^^7 


The number of years* purchase of average profits of the two 
companies is — 


74>53 7 

22,900 


say 3-25 years. 


From the dividend aspect, the stability of dividend cover is the 
vital criterion. Such cover must be measured by reference, not only 
to an average, but to the company’s most disastrous year. This is so, 
even if the preference shares are cumulative, and the more so if non- 
cumulative. The sole point of difference between them is that, in 
the case of the former, they will be entitled to receive the “arrears” 
before the ordinary shares are restored to the dividend list. The 
preference shareholder can only rely upon the results in any one 
year, because a surplus of a year’s trading is generally available for 
the ordinary shareholders, and it is no answer that prudent directors 
will (or should) set aside a portion of a year’s earnings to reserve. 

In short, neither the normal nor abnormal j^ears form the true 
guide, but the subnormal years. Violent fluctuations, though tend- 
ing to maintain average, make it thoroughly unreliable as a measur- 
ing rod for stability. 

Illustration. Steadfast, Ltd., and Erratic, Ltd., are two com- 
panies, each having a 6 per cent Preference Share Capital of £5^^,ooo 
in fully-paid £i shares. [Thus the preference dividend required is 
£3,000 per annum.] The following table shows the earnings and 
cover for the last six years. 


Steadfast, Ltd Erratic, Ltd. 


Year 

Net 

Earnings 

Times 

Covered 

Deviation 
from 1 

Average | 

Net 

Earmngs 

Times 

Covereti 

Deviation 

from 

Average 

i ‘)47 . 

*048 . 

*949 
*950 . 

*951 . 

*952 . 

C 

-f 15,000 
-f 14,100 
-j- 16,500 

+ I 4 t 250 

+ 15,750 
+ 14,400 

5 00 
470 

5-50 

4*75 

5-25 

4-80 

•00 

•30 

•50 

•25 

* 2.5 

•30 

£ 

-f- 93,000 
-f 24,000 

- 4,500 

- 27,000 

- 10,600 
-(- 15,000 

31*00 
8*00 
^ ISO 

- 9 00 

- 3-60 
5*00 

36*00 

3*00 

6-50 

14*00 

8*50 

•00 


£90,000 

(6) 30*00 

(a) 1*50 

£go,ooo 

{ b ) 30*00 

(a) 58 00 


Average annual deviation f gl 

Average cover ^ ^ 

Coefficient of dispersion J ‘^5 *’93 
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It will be seen that the coefficient of dispersion in Steadfast, Ltd., 
is comparatively very small, and signifies a far ^eater degree of 
uniformity and stability than is the case of Erratic, Ltd. 

The de^ee of stability of dividends will indicate the measure of 
risk attached to a preference share ; and subject thereto, its value 
will tend to be in inverse ratio to the ruling rate of interest. 
For example, a 6 per cent £i fully-paid preference share, adequately 
covered, may be priced to yield, say, 4 per cent. The price may, 
therefore, be expected to be around 30s. = (f x 20s.) but as 
interest rates increase, so will the required yield, and hence the 
price will decrease in ratio. As with ordinary shares, the pre- 
ference share yield will be greater in the case of a speculative com- 
pany than in the case of a sounder concern ; but so far as the pre- 
ference share is concerned, not only the nature of the company's 
activities, but also the degree of stability must be taken into account. 

In interpreting the coefficient of dispersion, it is necessary to 
inquire into special factors, e.g. differing stages of development, 
whilst the longer the period employed for comparison, the more 
reliable, in the absence of special factors, will be the deduction. 

When dealing with cover, it is essential to bear in mind that the 
amount required to pay the dividend on prior preference shares 
must be deducted from the net earnings in gauging the cover for 
the junior preference shares; whilst the “gearing"' principle (as 
shown on page 1161) is applicable. 

Illustration. A company has three classes of preference shares— 
1st, 2nd, and 3rd — requiring a yearly dividend of £1,000, £3,000, 
and £1,500 respectively. Assuming the company’s yearly profit to 
be £6.000, show the cover of each class of preference share. 


Share 

Balance 

of 

Profits 

Required 

for 

Dividend 

Times 

Covered 

1 

l 

Balance 

1 st Preference . 

i 

6,000 , 

i 

1,000 

6 

L 

(a) 6,000 

2 nd Preference 

(a) 6,000 

3,000 

If 

(b) 2,000 

3 rd Preference . 

(b) 2,000 

1,500 

If 

(c) 600 

Available for Ordinary Share- 
holders .... 

{c) 600 



Finally, even where the preference dividend is amply covered, 
as to both earnings and stability, the preference shareholder is 
usually precluded by the Articles of the company from receiving 
more than the nominal value of the share in a winding up; so 
that, theoretically at all events, a preference shareholder may lose 
the premium paid for the share in the event of the liquidation of 
the company. 

Sale of Bonus Shares. There will be no profit on the sale of 
bonus shares until the holder has received therefor an amount 
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exceeding the proportion of the original net cost as represented by 
the subjoined formula — 

Bonus shares _ _ 

Old ^ 3 ^:^ + bonus shares ^ 

Illustration. A purchased 18,000 shares at £2 5s. each cum divi- 
dend, and received (i) a cash dividend of 7s. a share and (2) a bonus 
share dividend of “one for three.** Write up the Ledger Account 
relating to the treatment of the bonus shares, assuming that they 
were sold at £1 8s. 6d. a share. Ignore tax and expenses. 


Dr. Shares in Ltd. Cr. 




Nominal 

Price 

£ 



1 Nominal 

Price 

£ 

To Purchase . 
„ Bonus 
Share 
Dividend 


x8,ooo 

6,000 

«. d. 
*38 0 

34,300 

By Sale 
„ Balance. 

c/d 

11 

VC 00 

s. d. 
28 6 
38 6 

», 55 o 

35,650 



34,000 


£34,300 



34,00c 


£ 54.300 

To Balance . 

b/d 

x8,ooo 

28 6 

35,650 







The amount of £8,550 is — 

Bonus shares (6,000) 

Old shares (18,000) -}- bonus shares (6,000) 

i.e. i X ;£34.2oo « £ 8 . 55 o 

As the sale price of three-quarters of the original cost price of the 
shares [viz. | x 38s.] is 28s, 6d., the investor has neither profit nor 
loss, for he has his original number of shares worth £25,650 and 
cash £8,550, amounting to £34,200, being the net cost of his original 
holding. 

Sale of Bonus Rights. Where a company increases its issued 
share capital, giving the shareholders the right to apply for the new 
shares in a fixed proportion, many shareholders do not wish to 
increase their holdings and prefer to sell the “rights** for cash. 

The approximate value of such “rights** is arrived at as follows — 

(a) Add to the market price of the old shares the cost of the new 
shares. 

(b) Divide the result obtained in (a) by the total number of shares 
now held. 

(c) Deduct the result obtained in {b) from the market or cum 
bonus quotations, giving the approximate value of the “right,** 

Illustration. A company whose shares stand at 28s. cum bonus 
offers shareholders the right to apply for two new shares at 21s, 
each for every five held. Show the approximate value of the “ right.*' 

' Cost 45s., less dividend 7s. 
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(а) Old shareholding • 5 X 28s. = 140 

New shareholding . 2 x 21s. — 42 

7 182 

(б) 182s. divided by 7 . . . . .26 

(£) Market value 28s., less 26s. is the approximate value of 

the "right" ........ 2 

Alternatively, the calculation is as follows — 


— — r X (cum bonus pnce minus new issue pnce to shareholders) 

X oral snares 

i.e. ^ X (28s. - 21S.) 2S 

Published Accounts. Study of published accounts limited 
companies shows that the degree of disclosure of the less eiilightened 
is that dictated by legal compulsions; and there is a marked 
reluctance to discard the reticent attitude of former years. \ 

With the moral persuasion of the Institute of Chartered Account- 
ants and the Society of Incorporated Accountants and the further 
legal requirements of the Companies Act, 1948, much progress has 
been made to give the shareholders much fuUer and better arranged 
information concerning the results of companies’ operations and 
financial state. 

The chief omissions are (or have been) — 

(1) Obscurity of remuneration of directors, particularly where 
arising from Subsidiaries of a Holding Company. 

(2) Failure to give profit fibres before taxation. 

(3) Even where profit is given before taxation, failure to differ- 
entiate between the types of tax, or disclose the basis of the tax charge. 

(4) Failure to show provisions for depreciation and/or diminu- 
tion of assets. 

(5) Inclusion of undistributed reserves amongst creditors. 

(6) Failure to show in the accoimts of Holding Companies the 
amounts of dividends received from Subsidiary Companies. 

(7) Inclusion of Stock without stating the basis of valuation. 

General Observations on Asset Values. Where assets carry income 
or appreciate in value by effluxion of time, there will generally be 
a short term equilibrium based on demand and supply within the 
bounds marked out by the marginal seller and buyer, the main 
factors being the assured continuity of the asset and ruling rates 
of interest, as expressed in the present worth, being the discounted 
price of the future earnings, whether identifiable periodicaUy (e.g. 
annually) or being identified in the increment of yalue at the end 
of the stipulated period. Strictly in the latter, the present worth is 
that sum of money now laid out, together with any interim pay- 
ments, which will accumulate at a given rate per cent to a specific 
sum. Where the earnings are identifiable, regard will have to be 
taken of any loss in value at a future date, e.g, a fixed interest 
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security now standing at a premium of 4 per cent {£104 for £100 
Stock), but liable to be repaid at par at a fixed future date. 
Illustration. 

Asset Basis of Valuation 

Reversionary Interest . Present worth of amount at which it 

will fall into possession [i.e. death of 
life tenant], based on expectation 
of life. 

Life Policy ..... Present worth of the amount payable 

at maturity, having regard to 
annual premiums payable and 
expectation of life assured — the 
risk involved being greater than a 
policy falling in at a fixed date 
[e.g. Amortization Policy]. 

Ground Rents .... Number of years' purchase of the 

annual sum payable, e.g. if the 
ruling rate was 4 per cent, the 
number of years would be 
= 25 years. 

Where there is not a stable earnings factor, the emphasis on 
future earnings^ is more marked and generally much more difficult, 
the past results often being of little consequence, e.g.’— 

{a) In the valuation of shares, the imposition of E.P.L. and the 
incidence of Profits Tax (and any change thereof) may alter 
materially the amount of distributable profits (see page 1170). 

(6) Patents in respect of, say, Steam Locomotives might carry 
much less value than for Diesel Locomotives. 

{c) A copyright on a book on War Damage Contributions or 
E.P.T. or the Companies Act, 1929, would be worthless eventually. 

Various methods have been taken in recent nationalization 
compensations, e.g. giving of securities with equal yields, or based 
on Stock Exchange values, or giving securities of the same nominal 
value as the compensation value. 

The gearing oLthe preference and ordinary shares is important 
in ascertaining the effects of the Profits Tax. 

Illustration. For the year to 31st December, i 953 » two companies 
each had profits of £10,000 before taxation. Their capitals were— 


^ In anv case although investors pay due regard to the presenr ana luiurc 
earnings praitioA. they Ire influenced more by 
position, so that where two companies have 

dend laies, they wUl be likely to command a P"“v^S 

earnings of one of these companies may exceed greatly that of the other. 



1170 


ACCOUNTANCY 


Assuming that the whole profit (after providing for taxation) is 
distributed, show the decrease in ordinary dividend as a result of 
the incidence of Profits Tax of 22^ per cent (with relief of 20 per 
cent for undistributed profit). No adjustments are required to the 
profit for the purpose of the tax computations. Take Income l ax 
at 9s. in the £. There is no liability to E.P.L. 

A B 



Without 
Profits Tax 

With 

Profits Tax 

Without 
Profits Tax 

With 

Profits Tax 

Trading Profit 

L«t 5 nnfits Tax 

L 

£ 

10,000 

£ 

£ 

10,000 

1,650 

£ 

£ 

10,000 

£ £ 
10,000 
1,650 

Income Tax . 


4,500 


8,350 

4,500 


4.500 

j 8,350 

1 4,500 

Available for Dividends 


£5.500 


£3,850 


Cs.500 


Preference Dividend 

Less Income Tax 

2,000 

goo 

1,100 

4,400 

2,000 

goo 


6,000 

2,700 

3.300 

2,200 

\ 

0,000 

^,700 

Odina^ Dividend 

Less Income Tax 

8,000 

3fioo 

5,000 

2.250 

2,750 

4,000 

j,8oo 

\ 3,300 

1*000 

450 





- * 550 



£5.500 


£3.850 


£5,500 

£ 3 , 8 ‘) 0 _ 










The Income Tax liability remains at 9s. in the £ on £ 10,000 in 
each case and, since Profits Tax is no longer a charge against profits 
for income tax purposes, cannot be recouped out of the dividends pay- 
able to the shareholders. The Income Tax liability normally arises 
in the following year, but the usual procedure is to provide against 
the current profit the Income Tax liability thereon, notwithstanding 
that the “legal” liability will not arise until the following year. 

The Profits Tax liability of £1,650 is 2^ per cent of £10,000 phis 
20 per cent of £7,000, or 22^ per cent of the total profit of £10,000 
less relief for non-distributed profit of 2| per cent of £3,000. 

The reductions as a result of the incidence of Pl*ofits Tax are — 


A 


Shan Value 
on a 

5% Basis 


s. d. 


B 


Shan Value 
on a 

5% Basts 
8. d. 


Ordinary Dividend 
[wUhota Profits Tax) 
Ordinary Dividend 
(with Profits Tax) . 

Percentage reduction 


£ 8,000 - 
£5,000 = 3*33% 
X 100 


8 s. 


21S. 4d. 


21 4 
13 4 
37- .5% 


£4,000 ■» 4% 
£i,ooo — 1% 


16 0 
4 o 
75% 


The decrease in gross ordinary dividend is equal to the amount 

20 

of profits tax grossed up at 9s., i.e. ~ x £1,650 £3,000. 

From the gross profits of £10,000 there must first be deducted 
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income tax at gs. and profits tax at 2 J per cent, leaving 52^ per cent 
of the profits, or £5,250, available for net dividends and additional 
profits tax thereon at 20 per cent of the gross amount. The amount 
available for net dividends (D) may found by the following 
formula — 

D + ( 20% of ^ j = £5.250 

^ n ^ ” £5.250 
= ^ 3’.85o 

Statistical Cards. In connection with the question of profits earned and 
retained, it is the invariable practice to show on the statistical cards (published 
by firms specializing in this class of work) the average of priority of each class of 
shareholder, so that at a glance it can be seen whether the dividend is well 
protected or is marginal. 

Some cards modify this procedure by taking the profit before providing for 
interest on prior charges and show the information as in the preceding para- 
graph, except that the prior charges are shown as a disposition of the profi,t. 

The procedure is to take the profit as a unit of loo and reduce the prior 
charges (where the method is adopted as shown in the preceding paragraph), 
dividends on each class of share, allocation to reserve, and balance forward 
as part of such unit of loo of profit, showing how much thereof is used for 
the respective items. 

Illustration. A company (before providing for its Debenture Interest) 
earns for the year 20,000, and pays Debenture Interest, l^,ooo ; Preference 
Dividend, £6,000 ; Ordinary Dividend, £^,000 ; allocation to Reserve, ;f4,ooo ; 
and increase of carry forward by £2,000. 

Show the disposition in terms of percentage of profit. 

Debenture Preference Ordinary Carry 

Interest Dividend Dividend Reserve Forward 

% % % % % 

0-15 16-45 46-70 71-90 91-100 



CHAPTER XXVIII 
ASSURANCE ACCOUNTS 


Introduction. The business of an insurance company consists oi 
carrying risks on behalf of its clients in consideration of monetary 
reward. The risks which can be insured against are innumerable, 
but, in so far as concerns the student of accountancy, the chief 
forms of insurance are life, fire and marine risks, and loss of profits. 

In the main, the principles of ordinary book-keeping apply to 
insurance accounts, the premiums received being the equivalent of 
sales and the claims the equivalent of purchases. j 

There are a few peculiar features concerned with life msurance 
(or assurance, as it is more frequently termed). The law\ provides 
that at least every five years a valuation must be made by an^ actuary, 
the prime purpose of which is to ascertain the liability in respect of 
UNMATURED lisks. The life assurance company (over the fiv^e years) 
treats the excess of premiums received over claims and expenses 
as potential profit. Before this balance can be considered as final 
profit, it is essential to take into account the estimated liability in 
respect of policies in being (as well as of annuities, which will be 
dealt with later), the balance only being treated as distributable 
profit. 

There are several terms employed in life assurance accounts 
which it is necessary to comprehend thoroughly before the entries 
relating to them can be recorded in an intelligent manner. 

(I) Premiums and Claims, Consideration for Annuities Granted, 
and Annuities. In order to appreciate the meaning of these expres- 
sions the fact must be grasped that the two principal functions of 
a life office are converse in their operation. 

(а) Life Policies — 

In the first place, a company may agree to pay a lump sum in the 
event of death, or other contingencies, or after the expiration of a 
number of years. In the meantime the client pays a sum of money 
EACH year (or other agreed period) and, other things being equal, 
the older the person effecting this l^d of insurance, the higher the 
premiums (i.e. periodic payments) owing to shorter expectation of life. 
(Actually, the sex of the client is also important, the expectation of 
life of a female being slightly higher than that of a male.) 

(б) Annuities — 

In the second place, a client, having no dependants for'whom he 
wishes to provide, may desire to secure a fixed income each year, 
and is prepared to saci^ce his capital in order to enjoy this security. 
It may be mentioned here that such yearly payment, which is 
described as an annuity, is greater than the return obtained from 
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the same capital invested in gilt-edged stock. The process is the 
reverse to that of issuing a policy. Under a policy the company 
receives periodic payments m return for an agreement to pay a 
lump sum at the later date; whilst under an arrangement for an 
annuity the company receives a lump sum at once in consideration 
for periodic payments so long as the annuitant may live, or other- 
wise, as may be arranged. 

The term “Consideration for Annuities Granted" refers to the 
receipt of the lump sum; and the “annuity" to the annual or 
periodic return to the client. 

The entries in Journal form will be, respectively — 

(i) On receipt of the “Consideration for Annuities Granted." 


Journal 



Cash ..... Dr. (say) 

To Consideration for Annuities 

Granted ..... 


i 

1.500 

i 

1.500 

(2) On payment of the Annuity. 

Journal 


Annuity Account . . . Dr. (say) 

To Cash ...... 

,, Income Tax (at gs.) 


00 

0 

i 

44 


The consideration for an annuity granted is analogous to a “Sale" 
and the annuity payment to a “Purchase." 

Obviously the actuarial liability for annuities will have to be 
computed, as it is clear that the £1,500 cannot be taken immediately 
to Profit and Loss Account, but the older the annuitant, the less 
the actuarial liability. 

Pursuing this point further it is seen that — 

(1) the older the person, the lower the cost of the annuity. 

(2) the older the person, the higher the cost of the policy (i.e. 
yearly premiums). 

The entries for policies are — 


Journal 


Cash 

To Premiums Account 

On receipt of the annual premium. 

Dr. (say) 


00 

Ln 

85 

Claims Account 

To Cash .... 
On payment of claim. 

Dr. (say) 


1,400 

1,400 
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When the annuitant or policy holder dies, the "Life" will be 
ignored in the quinquennial valuation, because the whole transaction 
is complete in the accounts and — 

(i) The annuitant's lump sum (less annuities paid) is now all 
realized profit, and no further liability exists. 

l 2 ) The lump sum due under the IhEe policy is now an ascertained 
liability. 

As has been mentioned the actuarial valuation concerns itself 
not with ASCERTAINED liabilities but with those relating to un- 
matured risks. 

(II) Reinsurance. This term signifies an arrangement made 

between two insurance companies whereby one agrees to take over 
a portion of the risk incurred by the other in consideration for a 
proportion of the premiums received. By such arrangement, the 
company which originally effected the insurance reduces\both its 
liability and its net premium income. i 

(III) Surrenders. A policy holder has, after a period varying with 
different types of policies and different companies, the right to 
surrender or cancel his policy. Naturally he will suffer some loss, 
varying with the circumstances. The amount receivable for the 
unexpired policy is known as the "Surrender Value" of the policy. 
The entry in the insurance company's books is as follows — 


Journal 





i 

L 

Surrenders Account . 

. Dr. (say) 


100 


To Cash . 



100 


In the accounts, this is shown as a "Purchase" item, but the 
unseen benefit will be reflected in the quinquennial valuation be- 
cause there is now no risk against which to provide, as the policy 
is now cancelled. The other items of assets, liabilities, income, and 
expenditure call for no particular comment. 

It will, however, be necessary for the student to keep the follow- 
ing facts clearly before his mind — 

(i) Consideration for Annuities Granted. \ oatvc 

(a) Premiums. 1 Correspond to sales , 

i 3 ) Annuities. \ 

4 ) Claims. 1 Correspond to purchases ; 

5 ) Surrenders. J •' 

whilst 

(6) Reinsurance may be treated as a " sales return,” i.e. deducted 
from Premiums Account. By statute, life assurance companies are 
required to present their published accounts in a prescribed form 
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which will be outlined later (see pages 1176 and 1181), but save for 
one or two particular features there is no important departure from 
the presentment of ordinary commercial accounts. The points that 
call for attention are — 

(1) The published Accounts are in the form laid down by the 
Assurance Compames Act, 1909, and to a certain extent by the 
Companies Act, 194^* Eighth Schedule, Part III, paragraph 26 
(see page 1047). 

(2) The income and expenditure is recorded in form (a) Revenue 
Account (termed First Schedule); (b) Profit and Loss Account 
(termed Second Schedule). The latter approximates to a Profit 
and Loss Appropriation Account. 

(3) The Revenue and Profit and Loss Accounts are in reverse 
torm, i.e. the gains are upon the debit side, the losses upon the 
CREDIT side. The detailed accounts in the books are on the normal 
sides. 

(4) The accumulated surplus of premiums and consideration 
for annuities granted over claims, annuities, and expenses, i.e. 
the “Fund,*' is inserted in the Revenue Account on the debit side 
at the commencement of the year, and the “Fund" at the end of 
the year will be the balancing item on the credit side (being brought 
forward as a debit balance next year). 

(5) Interest and dividends (being gains) are shown on the debit 
side of the Revenue Accounts, but they must be shown gross and 
the tax shown separately as a deduction therefrom. 

(6) The Balance Sheet (Third Schedule) is drawn up on the usual 
lines, i.e. assets on the right hand and liabilities on the left hand. 

(7) A special form is required for the Revenue Account according 
to the class of business transacted, viz. — 

Form A — Life Assurance. 

„ B — Fire Insurance. 

„ C — Accident Insurance. 

„ D — Employers* Liability Insurance. 

„ E — ^Bond Investment. 

It will be as well for the student to observe that in the published 
accounts the items, either gains or losses, assets or liabilities are 
always on the opposite side to that upon which they appear in the 
books themselves. 

Before dealing with the detailed accounts the following statutory 
requirements should be noted — 

(1) Where the company proposes to carry on life assurance a 
deposit with the Paymaster-General of the High Court of £20,000 
must be made, which will be invested in approved securities. 

(2) If it proposes to carry on other classes of insurance (fire and 
accident excepted) it must deposit a like sum for each distinct class 
of business. 

3a>-(B.«o83) 
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(3) Any interest received upon the deposit belongs to the Revenue 
Account of the particular branch for wUch it was made. 

(4) If the company carries on employers' liability insurance 
and/or bond investment business, as soon as the separate funds 
in each case amount to £40,000 the deposit is returnable, pro- 
vided that the normal deposit is maintained for any other class of 
business. 

(5) No transfer may be made from one fund to another. 

Illustration. The balances of a Mutual^ Life Assurance Co. 
appear in the books on 31st December, 19 . . , as foDows — 


Balances 

Dr. 

9 ^ 

Mortgages 

(in £000*5) 

1,500 

1 

(in 

Ground Rents ........ 

145 


Loans ......... 

155 


Investments 

1,200 


Surrenders ......... 

25 


Agents' Balances 

5 


Deposit with High Court 

20 


Outstanding Premiiims ...... 

35 


Premiums 

3.394 

Claims by Death ...... £z,ooo 

,, Maturity ..... 700 

Commission ........ 

1,700 

*4 

Consideration for Annuities Grant^ .... 

420 

Interest and Dividends ...... 


xoo 

Annuities ......... 

X 2 


Fund 


950 

Bank .......... 


Expenses of Management ...... 

3 



£4.864 

£4.864 


You are required to prepare Final Accounts, ignoring ooo's. 


First Schedule 

Revenue Account of the Mutual Life Assurance Co. 

for the year ended 31st December, 19. ., in respect of Life Assurance Business 


Dr. 


Amouot of Life Fund 95o| 

Premiunu 3,394 

Consideraticm for Annuities! 

Granted 43o| 

Interest and Dividends £? 

L*u Income Tax . 7 


£ 4 . 864 | 


Claims by Death 

£r.oooi 

Cr. 

„ „ Maturity 

700 



— 

X.7M 

Surrenders 


23 

Aimuities . 


za 

Commission 


14 

Expenses of Management 

3 

Amount ol Life Fund 


3.»«: 



£4.864 


8 No share capital exists as contrasted with a proprietary company. 
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Third Schbdulb 

Balance Sheet as at 31ST December, 19.. 



£ 


£ 

Life Assurance Fund 

3 .IIO 

Mortgages .... 
Loans .... 

Investments — 

Deposit with High 

Court . . , £20 

British Government 
and other Funds [in 
specified order] . 1,200 
Ground Rents . . 145 

1.500 

155 




L365 



Agents' Balances 

5 



Outstanding Premiums 

35 



Bank .... 

50 


lia.iio 


£ 3 .Uo 






The Second Schedule (i.e. Profit and Loss) will simply consist of 
the balance of revenue (i.e. First Schedule) as there are no appro- 
priations or other profits in this illustration. 

In the foregoing illustration it will be noted that there was an 
accrual item, "Outstanding Premiums." This would have been 
created by the following entry — 

Outstanding Premiums Account Dr. = Asset 

To Premiums Account * = Revenue Gain 

In addition to the above a similar ent^ would be required where 
interest and dividends are outstanding, i.e. — 

Interest and Dividends Outstanding Account Dr. == Asset 

To Interest and Dividends Account ^ = Revenue Gain 

On the reverse side there will be adjustments for the following 
items accruing against the company — 

(1) Claims admitted but not paid. 

(2) Claims for surrenders admitted but not paid. 

The entries will be — 

(1) Claims Account Dr.^ — Revenue Loss 

To Claims Outstanding Account = Liability 

(2) Surrenders Account Dr.^ = Revenue Charge 

To Surrenders Unpaid Account = Liability 

Care must be exercised in dealing with this type of problem because 
accruals may be listed with the balances although they have not 
actually been made, in which case they must be eliminated from 
the Trial Balance ; if they have already been dealt with, then the 
effect has been already given thereto in the accounts and the item 

* The above are credits in the books, but debits in the First Schedule. 

■ The above are debits in the books, but credits in the First Schedule. 
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is either an asset, e.g. outstanding premiums, or a liability, such as 
claims unpaid. 

Illustration. From the following information prepare Final 
Accounts in abridged form. 


Balances 


Dr. Cf, 




i 

i ■ 

Premiums received ..... 



1,100 

Claims paid ...... 


400 


Assets ....... 


4,000 


Liabilities ...... 



630 

Fund-opening ...... 



600 

Capital ....... 



2,000 

Interest and Dividends received. 



180 

Surrenders paid ..... 


no . 

. 




£4.510 V 

£4.510 


(1) Premiums outstanding 

(2) Accrued Interest and Dividends 

(3) Claims admitted but not paid 

(4) Surrender Claims not paid . 


I 

45 

37 

32 

II 


The Premiums Account will be credited with £45, making the 
premiums £1,145 and an asset of £45. The second item will be dealt 
with in a similar manner. Items 3 and 4 will be dealt with in the 
opposite direction, i.e. (3) Claims Account of £400 will be increased 
to £432 and a liability created of £32 ; similarly with item 4. 


First Schsdulb 

Dr. Revenue Account Cr. 


Fund (Opening) 

Premiums (z) . 

Interest and Dividends 

(2) . . £ ? 

Lei$ Income Tax ? 


io 

1,145 

ai 7 


Claims (3) ... 

Surrenders (4) . 

Fund (Closing) . 


1 

432 

141 

*,409 



£1,962 




£1.962 










Third Schedule 
Balance Sheet 


Capital .... 

£ 

2,000 

Sundry Assets 

£ 

4.000 

Fund ..... 

1,409 

Premiums outstanding (i) / . 

45 

Liabilities .... 

630 

Interest and Dividends oht- 


Claims (3) . 

32 

standing (2) . 

37 

Surrender Claims (4) 

II 



£4,082 


£4.08" 
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Illustration. On 31st De^ber, 1952. the books of the Safety 
Assurance Co., Ltd., contained the following balances in respect 
of the personal accident insurance — 


Estimated Liability in re- 
spect of Outstanding 
Claims — 

On 31st December, 1951 3.500 

On 31st December, 1952 7,600 

F^rovision for Unexpired 
Risks on 31st December, 

1951 .... 35.000 

Expenses of Management . 20.000 

Commission . . . 12,500 

Claims Paid (less Reinsur- 
ances received) - . 38,500 


M^ical and Legal Expenses 
in connection with Claims 2,500 

Premiums . . , 75.000 

Interest and Dividends — 

Amount received after 
deduction of Tax . 3, 100 

Profit on Sale of Securities . 350 

Reinsurance Premiums 5,000 

Reinsurance Recoveries 1,000 


Prepare in detail the Personal Accident Insurance Account, re- 
serving for imexpired risks 40 per cent of premiums, and treating 
the surplus, if any, as additional reserve. 


Safety Assurance Co., Ltd. 

First Schedule 

(c) Form Applicable to Accident Insurance Business 
Revenue Account for the Year Ending sist December, 1952 


Dr. 


Cr. 


Amount of Accident In- 
surance Fund at the 
begiiming of the yeu — 

Provision for unexpired 
risks fCsSfOoo 

Total estimated 
liability in re- 
spect of out- 
standing claims 3,5001 
Additional Reserve — 

38,500 

Premiums . 75.ooo| 

Interest, Dividends 
and Rents . £ ? 

Less Income 
Tax . . ? 

Other Receipts — 

Profit on Sale of Secur- 
ities . . 3501 

Reinsurance recoveries i.oooj 


Payment under policies, 
including medical and 
legal expenses In con- 
nection therewith (Net) ‘ 41,000 

Commission xa,500 

Expenses of Management ao,ooo 

Other Payments — 

Reinsurance Premiums. 5, 000 

Amount of Accident In- 
surance Fund at the end 
of the year — 

Provision for un- 
expired risks, 
being 40% of 
premium in- 
come for the 
vear . . £yi,ooo\ 

Total estimated 
liability in re- 
spect of out- 
standing claims 7,600 
Additional Reserve 1,850! 


£ii7,95o| 


* It should be noted that where there are any reinsurance premiums, the 
claims hgure wUl be reduced by the amount applicable to clmms made against 
Other insurance companies for which they have undertaken liabihty under such 

reinsurance. 
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The actuarial valuation is only legally required every five years, 
but as the risk is varying from year to year, it is advisable to adjust 
the reserve to suit the altered risk. This is done by basing the 
reserve on a percentage of the premiums plus a reserve for out- 
standing claims. The actual percentage (usually between 35 and 
40 per cent) varies in each company according to the class of 
insurance affected and its usual practice. 

It has already been mentioned that there will be separate Revenue 
Accounts for separate classes of insurance affected. The fact that 
there are two or three separate Revenue Accounts merely occasions 
more detailed work. 


Illustration. From the following Trial Balance prepare Final 
Accounts in correct form, I 


Trial Balance 


Dr. 


Cr. 


Share Capital ..... 

British Government Securities 
Dominion and Colonial Government 
Securities ..... 

Foreign Government Securities . 
Deposit with High Court 
Reserve for Income Tax . 

Interest and Dividends 

Agents' Balances .... 

Claims admitted but not paid 
Outstanding Interest and Dividends 
Bank ...... 

Fire Insurance Fund .... 

Profit and Loss ..... 

Premiums — 

Fire ...... 

Life 

Claims paid and outstanding — 

Fire 

Life 

Commission — 

Fire 

Life 

Esmenses of Management— 

Fire 

Life 

Taxation ...... 

Life Fund ..... 


140,000 

60.000 
20,060 

40.000 


12,500 

1,500 

68,780 


200,000 


10.000 

15.000 

32.000 


7,000 

31,000 


27,000 

102,000 


11.000 

71.000 

1,100 

8,800 


9,200 

13.460 

14,600 


48,000 


^472,000 


i^Ti.ooo 


A. 


Pending the quinquennial valuation in respect of the life branch 
a reserve of 45 per cent of premium income is to be made in the 
life and fire branches. 

The funds will be those at the commencement. If all the Revenue 
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Accounts had been dosed off prior to the extraction of the Trial 
Balance the "Funds" would be closing funds. 


First Schedule 

(a) ^Form Applicable to Life Assurance Business 
Dr, Revenue Account for the Year Ending .... Cr, 




£ 

Amount of Fund at begin- 



ning of year 


48,000 

Preimums 


xoa.ooo 



£150,000 


Claims paid and outstand- 
ing— 

by Death . £ ? 
by Maturity . ? 

Commission . 

£xr>enses of Management 
Provision for unexpired 
risks, being 45% of the 
premium mcome for the 
year .... 
Transfer to Profit and 
Loss Account 


£ 


yZfOoo 

a.800 

13,460 


45,900 

10,840 

£150,000 


First Schedule 


( b ) Form Applicable to Fire Insurance Business 
Dr, Revenue Account for the Year Ending Cr. 



Amount of Fund at the 
beginning of year . 
Preimums 


£ 

7,000 

37,000 


Claims paid and outstanding 
Commission 

Expenses of Management . 
Provision for unexpired risks 
being 45% of the Premium 
Income for the year 
Transfer to Profit and I-oss 
Account 


£ 

11,000 

1,100 

9,300 

12,150 

350 


1 

£ 

34,000 



£ 

54.000 


Second Schedule 

Dr. Profit and Loss Account for the Year Ending Cr. 




£ 


Balance .... 
Interest, Dividends and 

b/f 

31,000 


Rents not carried to 




any other Account (^oss) 
Transfer from Fire Insur- 


15,000 


ance Account 

Transfer from Life Assur- 


550 


ance Account 


10,840 



£ 

57,390 



Taxation on Interest and 
Profits — 

Income Tax ? 

Profits Tax ? 


14,600 


Balance carried forward as 
per Third ^hedule 


4*, 790 




57,590 


^ Actually the form is subdivided into business done within the United 
Kingdom and out oi the United Kingdom. 
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Third Schedule 

Balance Sheet of the «... on the 


Capital authorized and issued — 

200,000 shares of £i each, fully paid . 
Revenue Reserves — 

Profit and Loss Account . £ 

Taxation 


Insurance Funds — 

Life Assurance . £4 

Fire Insurance 1 

Accident 

Sinking Fund and Capital 
Redemption 

Liabilities and Provisions — 

Claims admitted or estimated, 
but not paid . £3 

Creditors 


£ 

Fixed Assets — 

200,000 

Mortgages on Propoty in the U.K. . 
Mortgages on Property outside the 


U.K 

Loans on — 

52,790 

Life Interests .... 
Reversions 

Stocks and Shares 


Investments — 


Deposit with High Court (specified) 
British Govenimeiit Secunties 


Dominion and Colonial Govern- 

58,050 

ment Secunties 

Foreign Government Securities 
Debentures .... 



Preference and Guaranteed Stocks 


and Shares . • ; • 

32,000 

Ordinary Stocks and Shares j . 
Rent Charges > 1 • 

Freehold Ground Rents . \ . 



Leasehold Ground Rents \ . 


House Property * 

Reversions . ■ ' . 

\ 


\ 

Current Assets — 


Agents’ Balances . £12,500 

Outstanding Premiums 


Outstanding Interest, Divi- 


dends, and Rents 1,500 

Bills Receivable . 

Cash ; on Deposit .... 
m Hand and on 


Current Account 68,780 


Other Assets (specified) 

£342,840 



40,000 

140,000 


60,000 

20,060 


260,060 


82,780 


£342.8 40 


The Balance Sheet is given in more detail than is required by 
the question in order to show the main contents and sequence. 

Valuation Balance Sheet. The quinquennial Valuation Balance 
Sheet (Fourth Schedule) has no bearing upon the double entry. As 
the amount of the Life Assurance Fund is merely a balance, it is 
necessary to have prepared, at least once every five years, a valua- 
tion Balance Sheet, the main object of which is to show — 

(a) the true liabilities upon unmatured risk in the life and 
accident departments, and 
{b) the true profits, 

and to apportion the Fund accordingly. 

The latter, in a proprietary company, are usually divided between 
the policy holders and the shareholders in the manner indicated in 
the Valuation Balance Sheet. The policy holder is not usually 
entitled to an immediate cash payment of the face value of the 
bonus, e.g. a bonus declared in 1952 of ^^40 would be ad&d to the 
value of the policy and would normally be payable along with the 
lump sum when the policy matures (say) 10 years later or on death if 
earlier. Obviously £40 due at maturity date is worth considerably 
less than the like amount paid immediately. Should the bonus 
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be paid on declaration, the entry would be as below, assuming 
the cash value of the above-mentioned bonus of £40 to be £25: 
Bonus Account, debit £25; Cash Account, credit £25, Where 
the bonus is applied in reduction of premium, the entry would 
be (assuming annual premium £30) — 

Bonus Account, debit £25 ; Premium Account, credit £30 ; 

Cash Account, debit £5. 

The bonus is a “ Loss" item, and hence appears on the right-hand 
side of the Revenue Account. No entry would be necessary should 
the bonus not be claimed in cash, the liability therefor being 
brought into account in the Valuation Balance Sheet. 

The liabilities side consists of the net liability as certified by the 
actuary ; the assets side consists of the balance of the life fund and 
annuity fund as shown by the Accounts, the surplus balance being 
available for the policy holders and the shareholders. A deficiency is 
quite possible, but very unlikely, as assurance companies, like banks, 
are very conservative and sound in their management. 

Illustration. At the quinquennial valuation on 31st Decenjber, 
19. ., the actuary’s certificate disclosed the net liability on policies 
and annuities at £454,600. 


The Revenue Accounts for the five years consisted of — 

r 

Bonus in Cash. ..... 

t 

9,000 

Bonus in Reduction of Premiums 

400 

Surrenders ...... 

15,000 

Premiums ...... 

210,000 

Interest, Dividends and Rents . 

100,000 

Claims ....... 

2 15,000 

Expenses of Management .... 

20,000 

Commission ...... 

10,000 

Annuities ...... 

22,000 

Consideration for Annuities Granted . 

110,000 

Life Assurance F und as per last quinquennial 
valuation ...... 

390,000 

There had been paid an Interim Bonus of . 

10,000 

The allocation for year of surplus — 

25% Shareholders. 70% Policy-holders. 5% to be 

carried forward. 


Prepare consolidated Revenue Account and Valuation Balance 
Sheet. 


Consolidated Revenue Account for Five Years ending 
Dr. 31ST December. 19.. 


Cr. 


Life Assurance Fund 

(Openiug) . 396.000 

Premiums 210,000] 

Consideration for Annui> 
ties Granted 
Interest, Dividends and 
Kents . £? 

L0SS Income Tax . ? 


1^8x6, ooo| 


Claims . . . 

Surrenders 
Annuities 
Bonus. Cash . 

„ . RtMiuctioii of Pre- 
miums • 

Commission . 

Expenses of Management. 
Lite Assurance Fund 
f Closing) . 


£ 

213,000 

13,000 

22,000 

9.000 

400 

XO.OOQ 

20.000 

5 * 4,600 


/C8 16,000 
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Fourth Schedule 

Valuation Balance Sheet of 

Df, AS AT 3 1ST December, 19. . Cr, 


To Net Liability under Life Anurance 
Tranaactiona (aa per Summarv 
Statement provided in Fourth 

£ 

By Life Assurance and Annuity Funds 
(u per Balance Sheet, Third 
Schedule) .... 

£ 


524.600 

Schedule) ..... 
„ Surplus .... 

454.600 

70,000 

£324.600 

„ Deficiency 

mt 

£524.600 


Allocation of Surplus — 
Surplus (as above) 

Add Interim Bonus paid 


Less Interim Bonus paid 



Policy 

Share- 

Carry 

Total 

Holders 

holders 

Forward 


70% 

25% 

5 % 

£ 

70.000 

10.000 

£ 

£ 

£ 

80,000 

56,000 

20,000 

4,000 

20,000 

20,000 


i 

£70,000 

£46,000 

£20,000 

£4.000 


Illustration. As on 30th June, 19 . . , the All England Assurance Co., 
Ltd., transferred to the Empire Assurance Co., Ltd., that part of its 
industrial life assurance business which was carried on in the colonies. 

It was agreed that the transfer should be made on the basis of an 
actuarial valuation on prescribed tables, andthe value came to £2,500. 

It was also agreed that £500 should be paid for the goodwill of 
the business transferred, and that both sums bear interest at 4 per 
cent per annum from 30th June, 19.., to 31st July, 19.., when 
payment was made. 

Journalize the entries relative to the above in the books of the 
All England Co. Ignore income tax. 


Journal 


19. . 

June 30 

Industrial Life Fund . . Dr. 

To Empire Assurance Co., Ltd. . 
Being transfer of Industrial Life Fund 
relative to colonies as per actuarial 
valuation and agreement dated . . . 


£ 

2.500 

0 

d. 

0 

£ 

2,500 

s. 

0 


Empire Assurance Co., Ltd. . Dr. 

To Reserve' .... 
Being amount charged to Empire 
Assurance Co., Ltd., for goodwill as 
per agreement dated 


500 

0 

0 

500 

0 

July 3 J 

Interest on Industrial Life Fund In- 
vestments . . . Dr. 

To Interest on Reserve Fund In- 
vestments. .... 
To Empire Assurance Co., Ltd.*. 
Being interest at 4 per cent per an- 
num for one month on £2,000. 


8 

6 

8 

I 

6 

n 

13 


d 


0 


0 


A 

A 


* This amount would be credited to Goodwill Account if an account existed 
relative to the amount taken over, any profit or loss being transferred to 
Reserve. 

• The settlement of ;f2,oo6 133. 4d. due to Empire Assurance Co., Ltd., 
will be passed through the Cash Book in the usual way. 
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Nolos. (I) If the invwtoenta representing the fund are taken over, the 
Empire Assu^ce Co., Ltd., mil be debited and investments credited, any 
profit or loss being transferred to Reserve. ^ 

( 2 ) clearly observ^ that the Empire Co. is taking over a lia- 

bility , alTO that it IS assumed the value of the ftind is the same in the books 
of the vendor. 


Illustration. The books of the Safe Assurance Co., Ltd., showed 
on 31st December, 19. the following— 


Life Assurance Fund 
Investments . 
Inv^estments Provision 


£ 

2.200.000 

1.570.000 
100,000 


On that date effect was given in the books to (i) an actuaria 
valuation, bringing out the liability in respect of life policies ir 
force at £1,900,000, and to (2) a revaluation of investments ai 
£1,400,000, by writing them down. 

A reversionary bonus of £2 per cent was declared on policies foi 
£12,000,000, policy holders being offered the alternative of taking 
the present cash value, 13s. 4d. per cent, in cash. The latter optioi 
was exercised in respect of one-fourth in value of the policies. 

Show by Journal entries the records in the books. 


Journal 


Life Assurance Fund . . , Dr 


"T~ 

300,000 

... . 

To Profit and Loss Account 


300,000 

Being decrease in liability upon revalii- 



ation. 




Profit and Loss Account . Dr. 


70,000 


To Investments Provision 


70,000 

Being appropriation of amount necessary 



to provide for depreciation of assets on 
revaluation. 




Investments Provision . .Dr. 

1 

1 70 ,000 


To Investments Account . 


170,000 

Being amount written ofi investments on 



revaluation. 




Profit and Loss Account . Dr. 


20,000 


To Sundry Policy holders 



20,000 

Being allocation of a cash bonus of 13s. 4d. 




per hundred pounds, for £3,000,000 on 




which policy holders have exercised 
their option of a cash bonus. 




Sundry Policy holders . . . Dr. 


20,000 


To Cash 


• 

20.000 

Being payment of cash bonus as above. 





* Alternatively, the Investments Provision may be left intact although the 
question states that the Assets are to be written down. [See next page.] 
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J OURN AL — {contd. ) 


Profit and Loss Account . . . Dr. 

To Life Assurance Fund 
Being allocation of a reversionary bonus of | 
£2 per cent on policies for ^^9, 000, 000. 
the present worth of such bonus l^ingj 
13s. 4d. per hundred pounds. 



£ 

60,000 


The resultant position is as follows — 


£ 

Life Assurance Fund — 

Balance as per question ..... 
Less decrease on revaluation .... 

• 

2,200,000 

300,000 

Add present worth of reversionary bonus on policies for 
jj9,ooo,ooo (see below) ....... 

1,900,000 

1 60,000 

/ 1, 960, 000 

Profit and Loss Account — 

Profit, p>er valuation ...... 

Less Increase in Investments Provision 

Bonus in Cash ...... 

Present worth of reversionary bonus (as above) 

£ 

70.000 

20.000 
60,000 

\ 

300.000 

150.000 
;fl50,000 

Alternatively, there apparently being one class of business only, a separate 
Profit and Loss Account is not required, all entries being made in the Life 
Assurance Fund which will amount to ;£2,no,ooo, as follows — 

Net Liability on Policies ..... 
Present wortb of reversionary bonus on policies 
for ;^9,ooo,ooo ...... 

£ 

1,900,000 

60,000 

£ 

1,960,000 

1 50,000 

Profit ........ 

Less Bonus on policies for 12,000,000 (;^8o,ooo) 
and Investments Provision (£jo,ooo) . 

300.000 

150.000 



;^2, 110,000 


Compulsory Winding Up. Under Sect. 222 (e) of the Companies 
Act, 1948, any company may be wound up by the Court if it is 
unable to pay its debts. Under Sect. 3, Assurance Companies Act, 
1946, an assurance company carrying on general business is to be 
deemed to be unable to pay its debts if the value of its assets does 
not exceed the amount of its liabilities (including all contingent and 
prospective liabilities except in respect of share capital) by the 
greater of (^i) £$0,000 or (b) one-tenth of the general ^emium 
income (net after reinsurances) in its last preceding financial year. 
This section does not operate in the first two years of carrying on a 
general business or such longer period as the Board of Trade may 
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INSURANCE CLAIMS 


Loss of Profit Insurance. This type of insurance has for its purpose 
the indemnification of the insured for losses arising from the sus- 
pension, wholly or in part, of the activities of the business caused 
by fire. 

Policies vary considerably according to circumstances applicable 
to the particular business, but the following conditions are generally 
contained in the policy. 

(1) The period of indemnity is fixed in the policy. 

(2) The basis of compensation is computed by reference to a per- 
centage which the sales are supposed to earn. This percentage 
multiplied by the amount of “short** sales — the amount by which 
the ssdes have declined because of the fire as compared with those ol 
the corresponding months in the preceding year — gives the amount 
due to the insured. 

(3) The compensation so due is found by multiplying the amount 
of the “short** sales by the lower of the two percentages — 


Profits -f Standing Charges (for the last accountia g period) ^ 
^ ' Sales (for the last accounting period) 


... Amount Insured 

' ^ Sales (for the year preceding the fire) 

(4) The insurance company' will admit this claim only if, in 
addition, there is an admission of liability for loss of property by 
fire. 

(5) In no case will the liability of the insurance company exceed 
the amount insured ; further, the insurance company will not admit 
liability to a greater extent than the loss arising if the sales were 
(in the period of indemnity) absolutely nil. 

(6) Although a period is fixed as in (i) , the liability of the insurance 
company will not extend beyond the period subsequent to the foe 
during which the diminished activities continue, e.g. the period 
for indemnity might be fixed at six months, but if the fire was not a 
serious one, the interruption of normal business activity may be for 
two months only ; as a result, the liability of the insurance company 
will continue for the latter period and not for six months. 

(7) There is usually a clause for indemnity to cover an inaease 
of standing charges due to the fire, in order to maintain sales, other- 
wise they must not exceed those in the year preceding the fke. 

The most important point for examination purposes is contained 
in (3), and, assuming the restrictions already mentioned are not 
op^tive, the procedure will be as follows— 

1187 
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(i) Compare the sales for the period after the fire with the corre- 
sponding period of the preceding year ; the deficiency is the “ short ” 
^es. 

For instance, if a fire occurred on 3xst January, 1953, and the 
period of indemnity was for three months, a comparison would be 
made of the sales for Februaiy, March, and April, 1953, with those of 
February, March, and April, 1952, in order to arrive at the 
‘‘ short sales. 

(ii) Ascertain which of the two percentages is applicable. To do 
this, it is necessary to ascertain profits plus standing charges and 
divide by the sales for the last accounting period. This fraction 
will be multiplied by 100 to convert the result into a percentage. 

This p)ercentage must then be compared with the one a^ived at 
by dividing the amount insured by the sales for the y^r which 
immediately precedes the fire. This fraction, as before! will be 
multiplied by 100. \ 

The lower of the two results will form the basis of completing the 
compensation for consequential loss of profits. All that is required 
to be done at this stage is to multiply the “short*' sales for the 
period in (i) by the percentage arrived at in (ii). 

The following simple illustration is appended to show the prin- 
ciple. 

Illustration. The loss of sales for the period subsequent to the fire 
is £10,000. 

The percentages resulting from the formulae given are (a) 10 per 
cent ; (6) 12 per cent. 

Hence the claim will be : 10 per cent of £10,000 = £1,000. 

Some confusion exists in the minds of students in respect of the 
calculations of the percentages. It is always necessary to have four 
sets of figures as follows — 

(1) Sales for year immediately before the fire. 

(2) Sales for the ordinary financial year. 

(3) Amount insured. 

(4) Standing charges. 

It should be of assistance to students if it is remembered that 
the “profits plus standing charges” basis must be taken from the 
accounting period, not the year before the fire, because there will 
probably be no completed accounts for the latter period. Further, it 
must be kept clearly in mind that this computation is merely neces- 
sary to fix the compensation for short sales arising after the fire. 

Illustration. Accounts are drawn up yearly to 30th November. 
The net profits for the year to 30th November, 1952, wei« £6,000 
after debiting standing charges of £3,000 (sales for this period were 
£180,000). A &:e occurred on ist March, 1953, the period of in- 
demnity being three months. It is ascertained that the sales for 
the year to 28th February, 1953, were £230,000 (of which £60,000 
were for three months ended 31st May, 1952). The amount insured 
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was jfis.ooo. The sales for the three months to 31st May, XQ53, 
were £ 15 , 000 . Prepare claim. 

The claim would (subject to any special clauses in the policy) be 
as follows — 

(i) Ascertain the " short " sales — ^ 

Sales 3 months to 31st May, 1952 60,000 

*» *s ^953 • * 15,000 


' Short ** Sales. 


^ 45.000 , 


(2) Ascertain the required percentage, being the lower of the 
undermentioned — 


, . Profits (6,000) -f- Standing Charges (3,000) 

* Sales (180,000) ^ 

Amount Insured (15,000) 

W 5-5 — ; ^ ' X 100 

Sales (230,000) 


- 5% 

= 6*52% 


Hence the claim will be — 

5% [i-o- the lower of (a) and (6) ] x £45,000 ~ £2,250 


Average Clause. The settlement of insurance claims involves a 
knowledge of many technical matters beyond the scope of the 
accountant. The student should comprehend the significance of an 
average clause in an insurance policy. By such a clause an insurer 
will, in case the value of the property insured exceeds the amount 
insured, be responsible only for the same proportion of the Joss as 
the amount insured bears to the value of the property. 

'The insured is deemed to be his own insurer for the excess of the 
value of the property over the amount insured. 

Illustration. X insures his property for £1,500, it being worth 
£2,500. The property being totally lost, show the liability of the 
insurer. 

Insurer’s liability — ^ 

If the damage done were £800 under the same conditions, the 
liability of the insurer would be three-fifths of £800 = £480. 

Loss of Stock Claims. Subject to verification of facts an insurance 
company will, in consideration of a premium, agree to indemnify a 
trader in respect of loss of stock by fire or other causes. 

Where it is not possible to verify the actual stock lost, a frequent 
plan is to construct a ‘'Trading Account” assuming a given rate of 
gross profit earned on sales and therefrom compute the stock at end, 
that is, the stock (on the assumption given) that would be in existence 
but for the cause of the loss of stock, e.g. fire. 

The claim will arise in respect of such loss of stock, less any part 
saved at salvage price. 

In the examinations the percentage results usually work out 
in round sums, but the practical aspect should (in a note) be com- 
mented on in answering this type of question. Apart from the fact 
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that, in practice, the exact percentage resxilt will rarely arise, except, 
for instance, in slow-moving and expensive lines (motor cars, jewel- 
lery) and nearly so in branded and fixed priced goods (e.g. patent 
medicines, cigarettes), many factors will arise to upset the per- 
centage result such as — 

(1) End season sales at '‘cut" prices. 

(2) Goods likely to perish or deteriorate after a short period 
sold off at reduced prices. 

(3) Circumstances requiring goods to be purchzised locally to 
fulfil urgent orders. 

(4) Changes beyond executive control, e.g. in the tobacco trade 
where the increase of duty is passed on to retailer without permitting 
of retail price to be increased by more than the extra duty, 

(5) Pilferage. j 

In preparing a claim for submission to an insurance company in 
respect of stock lost by fire where a “Trading Account "Vs to be 
constructed, the following information would be required — i 

(1) Basis of previous stocktakings, particularly as regards con- 
sistency of valuation. 

(2) The stock value at the date of the last Balance Sheet (or 
nearer date e.g. where accounts are prepared periodically and 
stock actually taken or based on reliable estimates). 

(3) The total purchases of goods from the date used in (2) to 
the date of the fire, care being taken to exclude therefrom goods 
invoiced but not delivered to the premises where the fire has occurred. 

(4) The total sales of goods for the period indicated in (3). 

(5) The value of stock salvaged. 

(6) The average rate of gross profit made in recent years, having 
regard to any factor likely to render such average rate unreliable, 
e.g. change in nature and type of goods sold ; effect of price controls 
and orders; variations in wholes^e prices not yet adjusted to con- 
sumer ; and variations of rate of gross profit, e.g. through wholesale 
price increase exactly passed on to consumer, or owing to the pre- 
ponderance of sales of one class of goods carrying a gross profit rate 
higher or lower than another class, in a short term period, that is 
where the incidence of sales per month or other short period as 
between articles giving highly differential rates of gross profit, is 
subject to variation, e.g. in the month of January sales of goods 
carrying a low rate of gross profit might be at their peak, whilst 
those with a high rate of gross profit might be at their “low," owing 
to seasonal influences. 

In addition, the precise terms of the policy would have to be 
examined, particularly as regards the “average clause,^ which 
would operate to the disadvantage of the insured if he was not fully 
covered. If the value of the stock was, say £10,000 and the insured 
was covered for £8.000, then the average clause would operate so that 
the insured could claim only for eight-tenths of his loss, even if it 
was less than £8,000. 
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Illustration. A fire occurred on the premises of a merchant on 
25th July. 19 . . . The value of the stock salved was £170. 

The books disclosed that on ist March. 19 • • » the stock was valued 
at £4»t>20 ; the net purchases to the date of the fire amounting to 
£25,180, and the net sales to £32,000. 

The average gross profits for the last three years (the agreed basis) 
were 15 per cent on sales. Prepare claim. 

Trading Account for the Period ist March to 25TH 

Dr. July. 19.. Cr. 


29 • 

Mar. X To stock 
July a5 Purchase (Net) 
„ GroM Profit 


4,020 July 35 By Sales (Net) 
35.180 „ Btook 

4,800 


i\ 


I 34 . 0001 , 


Fire Claim 

Loss of Stock per Trading Account 
Less Value of Salvage 


i 

2,000 

170 


Balance due from Insurance Company . ^^1,830 


I 

53,000 


£ll 84.000 


Notes, (a) There may be special clauses in the insurance policy to which the 
claim must adhere. The insurance company are entitled to replace the actual 
stock which, owing to falling prices, may be less than £i,S^o in value. 

(6) The fact that a uniform gross profit of 15 per cent on sales is earned 
every year does not necessarily indicate that such a uniformity exists in every 
section of the business or is uniformly earned during every part of the year ; 
e.g. using simple figures, a 20 per cent rate may be earned during the first half 
of the year and 10 per cent for the second half. 

If the question had stated that the average ^oss profits for the 
last three years were on cost of goods sold, it would merely be 
necessary to translate the fraction in terms of sales, i.e. ^0 = per 
cent. 

It may be noted that the same principle is applied in stock 
estimating systems. If there had been no fire, the statement of the 
approximate stock for the period, assuming it to be for one month, 
would be as follows — 


Estimate of Stock 




19.. 

March 


19 . 

April 

I 

Hi 


Balance at commencement . 
Purchases (net) .... 

b/f 

£ 

4,030 

25.180 

£ 

b/f 

£ 

3,000 

£ 

i 

£ 

Sales (net) 

Les$ Gross Profit . 


33,000 

4,800 
















Balance at end 

cfi 


£3,000 







ugures lur xiie 5ut;cccu.uig 

Illustration. On 15th June, 1953. the premises of Beech and Pine 
were destroyed by fire, but sufficient records were saved from which 
the following particulars were ascertained — 


AfcCOUNtANCV 


Stock at Cost, lat January, 1952 7i35o 

Stock at Cost. 31st December. 1952 7.960 

Purchases, less Returns, year ended 31st December. 1952 39.8oo 

Sales, less Returns, year ended 31st December. 1952 48,700 

Purchases, less Returns, ist January, 1953, to 15th June, 1953 16.200 

Sales, less Returns, ist January, 1953, ^Sth June, 1953 23,120 

In valuing the Stock for the Balance Sheet at 31st December, 1952, 
£230 had been written off certain stock which was a poor selling line, 
having cost £690. A portion of these goods were sold in March, 1953 
at a loss of £25 on original cost of £345. The remainder of this stock 
was now estimated to be worth the original cost. Subject to the 
above exception, gross profit had remained at a uniform rate 
throughout. 

The Stock salvaged was £580. j 

Show the amount of the claim. \ 


Rate of Gross Profit based upon the accounts for the yi 
31st December, 1952 — 

£ 

Sales, less Returns ....... 

Less Opening Stock ...... 7.350 

„ Purchases, less Returns. .... 39,800 


r ended 


Less Closing Stock (31st December, 1952) 


Add amount of Stock written off at 31st Dec., 1952 
Gross Profit on normal Sales — 20% 


• ^ 9.740 


Value of Stock 15th June, 1953, based on sales from ist January, 



Normal 

Abnormal 


i 

1 


Sales ...... 

22,800 

320 


Gross Profit — 20% on normal Sales 

4.560 

90 

(see next page) 

Cost of Sales 

;£ i 8,240 

£'^30 


Stock, 31st December, 1952 

7.500 

460 


Purchases . . . . . 

16,200 




23,700 

460 


Less Cost of Sales 

13,240 

230 



5.4^ 

230 


Add Old Stock . 

345 


(Appreciation) 


5.805 

£345 


Less Salvage 

580 




Value of Stock for claim 
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Nous. (I) For the purpc^ oi ascertaining normal Gross Profit, the 
depreciation 01 tne aonormal Stock must be eliminated. 

{2) the account is built up, the total commencing Stock must be 

split as between— ^ 


(a) "Normal” .... 

(b) "Abnormal” (^690 -£230] 

Balance Sheet, 31st December, 1952 


£ 

7.500 

460 


£7.9^ 


(3) In regard to the abnormal ” Stock, it is obvious that half was " cleared ” 
for £320, showing a profit (in terms of the written down value at 31st December, 
1952) of £go ; thus — 


Cost Price 

Less written off, 
31st Dec,, 1952 


Sale 

Profit 


Stock 


Stock 


Sold 


Unsold 

Total 

£ 


£ 

£ 

345 


345 

690 



”5 

230 

230 


230 

III 

3^0 

Appreciation 

”5 

J90 

Stock, 15th June, 

£M 5 



1953 


(4) The question arises as to whether the restoration of the ^£115 written 
off is justified, seeing that such Stock is sttll unsold at 15th June, 1953, and 
would, therefore, be a matter requiring a satisfactory explanation to the 
insurance company. 

(5) It is assumed that the write ofl of £2^0 made in December, 1952, was 
applicable uniformly to the whole of the abnormal Stock, and these goods 
were in units of equal value. 

Book-keeping Entries. The amount of the agreed claim will be 
debited to the insurance company and 

(a) Stock lost — credited to Trading Account. 

(b) Expenses in connection with the claim and of repairing 
DAMAGED assets — Credited to the appropriate expense accounts 
(thus eliminating or reducing the debit against expenses incurred), 

(c) Assets lost — credited to assets accounts and the balance of 

(1) a loss debited to Loss of Asset Account ; 

(2) a profit credited to Profit and Loss Account or Reserve- 

Salved stock, if retained by the insured, will be debited to a Salved 
Stock Account and credited to the Trading Account. As the loss 
(i.e. the difference between the true value and salved value) has 
been debited to the insurance company and credited to Trading 
Account (see {a ) ), the latter account is in credit for the same amount 
of stock as if no loss had occurred. 

If such salved stock is taken over by the insurance company, 
there will be a correspondingly increased loss to the insured which 
will augment the amount of the claim in (a), so that the full loss vdll 
be included in the claim and credited to Trading Account ; hence 
the entries in the foregoing paragraph will not arise. 
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EXAMINATION PROBLEM 

Importers, Ltd., s^iffered loss by fire. Claims made against and admitted 
by Credential Insiaraiijce Co., Ltd.^ and expenditure incuned, were — 



i 

i 

i 

Loss of profits 

claimed 6,000 

admitted 4,000 


Stock Damaged 

4,000 

„ 2,000 


Stock Destroyed 

5,000 

,. 4,000 


Building Damaged 

1,200 

„ 1,000 repairs cost 

1,100 

Fittings Destroyed 

1,000 

,, 900 renewal cost 

950 

Fire Expenses 

80 

„ 80 cost 

80 


£^7.280 

£ii.q8o 



The amounts claimed and admitted for loss of profits were half, in respect 
of loss of profits in 1951 and 1952, and half in respect of advertising expendi- 
ture, put to su.spense in 1950. which it was proposed to write off equally in 
I95ii 1952. and 1953, and which had been rendered partly useless. I 
Renewals of fittings (which originally cost £Soo and had not beeh written 
down) and repairs to buildings were completed by and paid for on 31st 
December, 1951 ; the expenses were also paid on that date. 

Show by Journal entries the records that should be made in the books of 
Importers, Ltd., at the end of 1951. 

{Institute of Chartered Accountants* Final.) 


Journal 


Stock Destroyed .... Dr. 
„ Damaged .... Dr. 
To Trading Account .... 
Being value of stock transferred. 

Credential Insurance Co., Ltd. . . Dr. 

To Profit and Loss Account 
„ „ „ Suspense 

„ Advertising Suspense 
„ Stock Damaged .... 
„ Stock Destroyed .... 

,, Buildings 

„ Fittings 

,, Fire Expenses .... 
Being sundry claims admitted by insurance 
company. 

Profit and Lo.ss Account . . . Dr. 

To Stock Damaged .... 
„ Stock Destroyed .... 

„ Buildings 

Being claims re stock and excess of repairs 
not admitted and now written off. 

Salv^ed Stock . . . .Dr. 

To Profit and Loss Account 
Being valuation of damaged stock. 
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SoU&. (I) The Profit and Loss Suspense Account should be carried forward 
and credited m 195a- 

(2) Advertising Suspense should be written ofi as early as practicable. 

(3) Cash received will be credit^ to the Insurance Co., and that paid for 
repairs debited to Buildings and Fittings Accounts respectively. 

(4) There is a profit on fittings oi £100 which may be transferred to reserve. 

Own Insurance. Large companies often prefer to cany a pro- 
portion of risk themselves, thus reducing the amount payable in 
respect of insuTMce premiums. It is highly desirable, however, to 
allocate a certain proportion of the profits for the purpose of pro- 
viding a fund that can be used should a loss (which is not &ly 
covered by insurance) occur. As cash will be required to acquire an 
asset in substitution for the one destroyed, such reserve is usually 
invested in good marketable securities- Much depends on chance as 
to the success of one's own insurance, as a loss may be incurred in the 
very early stages of the building up of the fund. It should not be 
forgotten that any loss chargeable to the fund will be the book 
value less depreciation, e.g. a car has a book value of £200 on ist 
January, 1951, and it is totally destroyed on December 31st, 1952; 
it can be discerned immediately that the real loss is somewhat less 
than £200, as the car will have diminished in value by use and 
obsolescence. If £30 represents the depreciation, then the amount 
of the loss is only £170. 

Illustration. Scarsdale Motor Co., Ltd., insured its motors for 
four-fifths of their value, providing for the uncovered risk by a yearly 
appropriation to an insurance reserve of 10 per cent of one fifth of 
the written down value, commencing at the beginning of the first 
year. At ist January, 1952, the balance of Motor Account (after 
providing for depreciation at the rate of 10 per cent per annum on the 
diminishing balance) is £100,000, the insurance reserve having been 
credited with four annual contributions totalling £9,434* The reserve 
has been invested in £12,560 3J per cent Loan at 70, 75, 78, and 80 
in the respective years. 

On 30th September, 1952, an accident occurred causing a total 
loss of one of the motors, standing in the books at the conun^cement 
of the first year at £2,743 to nearest £. A cheque was received from 
the insurance company for £1,584, being the agreed sum due under 
the claim, less i per cent commission. The motor is not to be 
replaced, and on 31st December, 1952, the fifth contribution is made 
to the insurance reserve and the required sum invested in 3i por cent 
Loan at 85. There have been no additions to, or sales of. motors 
within the foregoing period. Brokerage and interest may be 
ignored. Show Journal entries without narratives, dealing with the 
claim and the fifth appropriation to the insurance resepe, assumiM 
no other changes in the Motor Account. All calculations are to be 
made to the nearest £. 
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Journal 


1952 

Sept. 30 

Motor Loss Account 

To Motor Account . 

. Dr. 


i 

2,000 

i ^ 

2,000 


Depreciation Account 

To Motor Loss Account . 

. Dr. 


150 

^50 


Insurance Company 

Insurance Reserve^ 

To Motor Loss Account . 

„ General Reserve * 

,, Insurance Reserve^ 

. Dr. 

. Dr. 


1,600 

400 

1,850 

120 

30 


Profit and Loss Account . . Dr. 

To Insurance Company (1% of £x6oo) 


16 

16 

Dec. 31 

Depreciation 

To Motor Account . 

. Dr. 


9,800 

\ 

9,800 


Profit and Loss Account 

To Insurance Reserve 

. Dr. 


1.764 ! 

\ 

1.764 


Insurance Reserve Investment 

To Broker 

. Dr. 


L 394 ‘ 

1.394 


Note. The written down value of the motor lost at 30th September, 1952, 
was £2.000, less £150 (10 per cent on £2,000 for nine months) = if .850, ol 
which one-fifth (£370) is applicable to the Motor Company. 


The depreciation at 31st December, 1952, is arrived at as follows— 

£ 

Motor Account at ist January, 1952 . 100,000 

Less Motor cost , . . . 2,000 

;^ 98 .ooo 


10 per cent for year 


i 9 , 8 oo 


The transfer to Insurance Reserve is computed as follows 

£ 

Book Value of Motors at 31st December, 1952 98,000 

Less Depreciation .... 9.800 

Balance at 31st December, 1952, after depreciation £SS,2oo 

The risk carried by the motor company = ^ X £88,200 = £17,640. 

Annual allocation is 10 per cent of risk = 10% x £17,640 = £1,764. 

The cash to be invested is arrived at as follows — 

The investment at ist January, 1952, was built up in the three 
preceding years by investing a similar amount in 3^ per cent Loan 
at the prices indicated in the question, representing the annual 
allocations to the Insurance Reserve. It will be seen that ^ach year 

^ The insurance company, according to the question, indemnihes the insured 
for the book value of the lost motor at the commencement of the year of loss. 
Thus, four-fifths of the depreciation 0^120) written off represents a profit, 
which will be transferred to general reserve. The remaining one-fifth depre- 
ciation (£3^) will be transferred to the credit of insurance reserve. 
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10 per cent of i of the Motor Account is transferred to the latter 
account. The allocations are as shown on the next page. 

The Investment Account as at ist January, 1952, will be as 
follows — 


Dr . Investment Cr. 





Nominal 







J952 

Jan. I 

To Balance . 

b/d 

£ 

12.560 

£ 

9.434 







The Insurance Reserve Account will be as follows — 


Dr . Insurance Reserve Cr. 


1952 



£ 

1952 


1 

£ 

Sept 30 

To Sundriet . 


400 

Jan. 1 

By Balance . 

* b/d 

9.434 

Dec. 31 

„ Balance . 

c/d 

10.828 

Sept. 30 

,, Sundries . 


30 





Dec. 31 

,, Transfer from Profit 








and Loss A( count . 


1.764 



£ 

11.228 



£ 

11,238 





1953 




1 




Jan. I 

By Balance 

b/d 

10,828 


The amount, therefore, to be invested is £10,828 less £9,434 =* 
ii.394- 

This sum invested will buy £1,394 X Nominal 3J per cent 
Loan = £1,640; hence, the Investment Account as at ist January, 
1953, will be as follows — 



Note. The fifth contribuKon has been made (in accordance with the ques- 
tion) on 31st December, 1952, not ist January. 1953 


Compensation Claims. Claims may arise — 

(1) By acquisition of premises by local authorities for the purposes 
of widening of streets, slum clearance, purchase of properly for new 
buildings, etc., resulting in — 

(2) RemovaJ expenses. 

(3) Increased rental. 

(4) Damage (or loss) in respect of fittings and fixtures. 

(5) Loss in connection with the sale, removal of or damage to 

Stort an/I r\+bc»T acc/^tc 






Motor 



1x98 


I.e. ist January, 1952, 
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(6) Increased cost of new leases or loss of value of unexpired 

portion of lease. ^ 

(7) Loss of goodwill. 

(8) Loss in connection with discontinued use of old address e r 
discarding advertising blocks containing old address. 

(9) Possible inability to complete contracts within the stipulated 
period. 

(10) Loss of sub-rentals. 

The claim may or may not be increased by interest till settlement. 



CHAPTER XXX 
BANKRUPTCY 

A PERSON who is in financial difficulties usually finds it necessary 
to call his creditors together; whereupon he will, unless other 
arrangements are made, either have to execute a deed of arrange- 
ment, or will be formally adjudicated bankrupt. The law requires 
certain evidences of unwillingness or inability to pay creditors 
before the formality (with resultant disabilities) of bankruptcy can 
be imposed upon the debtor, although it should be remembered 
that the sole kct of inability to pay debts as they ari^e, i.e. in- 
solvency, is not synon5nnous with bankruptcy, inasniiuch as a 
certain procedure must be followed before a state of b^kruptcy 
can exist. 1 

The importance of the subject from an accounting point of 
view lies in the necessity for the preparation of a Statement 
of Affairs, Deficiency Account, and the accounts for winding up 
the affairs of the bankrupt. The law relating to bankruptcy 
will be considered only in so far as it is relevant to the account- 
ancy aspect. 

Statement of Affairs. The debtor (who invariably invokes pro- 
fessional assistance) must prepare a Statement of Affairs, setting 
out the assets and liabilities in a certain form which will be dealt 
with in detail later, together with a further statement explaining 
how the present position has been arrived at, called the Deficiency 
or Surplus Account. 

The details may assume somewhat formidable proportions, but 
the principle involved is extremely simple, and once the elementary 
rules are thoroughly assimilated, no difficulty should be experienced 
in the working of examination problems on this subject. The pro- 
cedure is as follows — 

(1) A rough statement should be prepared with assets on the 
right-hand side and liabilities on the left, in ordinary Balance Sheet 
form. 

(2) Each item must appear on the same side in the Statement of 
Affairs or Deficiency Account as it appears in the rough Balance 
Sheet. 

The estimated value of each asset will appear on the right-hand 
side of the Statement of Affairs. 

The estimated amount of each liability will appear on th^ left-hand 
side of the Statement of Affairs. 

The estimated loss (the excess of book value over estimated 
realizable value of an asset, or the increase in the amount of liability 
over the book value) will appear on the right-hand side of the 
Deficiency Account. 
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The estimated gain (the excess of estimated realizable value over 
the book value of an asset, or the decrease in the amount of liability 
over the book value) will appear on the left-hand side of the 
Deficiency Account. 

(3) Any item not in the rough balance sheet must appear both 
in the Statement of Affairs and in the Deficiency Account, but on 
reverse sides ; in other words, there must be double entry therefor. 

(4) The Capital Account must be accounted for in the Deficiency 
Account on the same side as it appears in the Balance Sheet. Certain 
adjustments are required in connection with the Capital Account, 
as will be noticed presently, but the rule herein will, nevertheless, be 
followed. 

(5) The balance of the Statement of Affairs and Deficiency 
Accoimt will be equal and closed by a cross transfer. 

These rules may be summarized — 

(1) Every item in the Balance Sheet must be accounted for 
directly or indirectly on the corresponding side of the Statement 
of Affairs or the Deficiency Account. 

(2) Any item not in the Balance Sheet must directly or in- 
directly appear both in the Statement of Affairs on the one side 
and in the Deficiency Account on the opposite side. 

It should be not^ that there is a fixed layout in which bank- 
ruptcy accoimts are presented, as shown in detail on page 1219. 
In the first few examples, the layout is, for convenience, only 
approximately adhered to, so that the principles may be fully 
explained. 

Illustration. The following is the Balance Sheet of X Y as it 
appears on the 31st December, 19. . — 


Balance Sheet 



i 


i 

Sundry Creditors (c) 

600 

Sundry Debtors (b) 

1,000 

Loan {c) .... 

55 

Stock (fl) . 

150 

Capital (d) , 

495 




£^.150 


/I . *50 


The debtors are estimated to produce £325 and stock ^£180. The 
creditors and loan holders have no special rights. 

Prepare in rough outline the Statement of Affairs and Deficiency 
Account for submission to the creditors. 


Statement of Affairs 


Unsecured Creditors (c) 

£ 

655 

Stock (a) . 

Debtors (di) . . . 

180 

325 



Deficiency (e) . 

505 

150 


£ 6 sl 


£635 
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Dbficikkcy Account 

495 Bad Debt! . {b) 

30 

ISO 

£675 


It will be observed that each item in the Balance Sheet is duly 
accounted for on its proper side, the only item likely to cause trouble 
being that of stock. The Balance Sheet shows the item of £150 
on right-hand side, but being worth £180 the latter value must be 
shown in the Statement of Affairs on right-hand side, so that in 
order that the two statements will “balance “ £30 will be shown 
on the LEFT-hand of the Deficiency Account. The balaiice on each 
of the accounts will be reflective and closed by a transfer (item 
marked “«**). The sides of the Statement of Affairs ar^ similar to 
those of a Balance Sheet, whilst those of the Deficiency Account 
are opposite to those of a Profit and Loss Account, so thkt the left- 
hand side of the Deficiency Account is gain, and the right-hand 
side is loss. 

Where, as is required by law, the capital at a date prior to the 
Statement of Affairs has to be ascertained, the intervening movement 
of capital must be traced, but, as already mentioned, the same prin- 
ciple applies, viz. that the capital balance in some form or other 
must appear on the same side of the Deficiency Account as it appears 
in the Balance Sheet from which the Statement of Affairs and the 
Deficiency Account are prepared. 

Illustration. Assume the same facts as in the previous illustration, 
and in addition the question states that a year ago the debtor's 
capital was £2,100 ; his profits (less losses) being £400, and his draw- 
ings £2,005, Now it is clear that the left-hand item of £495 (present 
capital per Balance Sheet) must be accounted for, i.e. a net left 
hand of £495 : hence it is necessary to key up the intervening 
figures, thus — 

Left 1 

Old Capital 
Add profits 

Less Drawings 
Net left-hand Bal 
ance . 


All that requires to be done is to substitute the details above for 
£495, taking care that the latter item is not actually inserted in 
addition to the substituted figure. The above affects only the 
Deficiency Account, which therefore will be — 


Sand 


£ 

2,100 

400 


2,500 

2,005 


:^495 


Right Hand 


Capital . ‘ 

Appreciation of Stock (a) 
D^dency at per State- 
ment of Anairt . («) 
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Cmpikd . . (d) 

ProfiU . , id) 

1 

2400 

400 

Drmnncs 

Bad Debti 

S 75 

ApPFecSatkn of stock (a) 
Dradcncy as por SUte- 

30 

mentofAflalrt . («) 

150 




|iC2.68o 




The items marked (d) (italicized) simply replace the single item 
' left hand" of £495. 

The preparation of these accounts, although essentially the same 
in principle, is not quite so simple when — as almost invariably 
happens— there are different grades of creditors. For the moment 
it will sufiBce to say that, where a creditor holds property of the 
debtor as security, he is able to utilize it ; and may claim against the 
estate of the bankrupt for the balance if the security falls short of 
the debt, but must surrender the surplus to the estate if the security 
exceeds the debt due. Certain other creditors have the right to be 
paid in priority to the ordinary or unsecured creditors. These 
creditors are known as preferential creditors. On page 1208 a full 
list is given and illustrated ; but the principle of dealing with the 
unsecured and preferential creditors will first be shown. 

Illustration. X, who has been adjudicated a bankrupt, shows 
the following assets and liabilities (put in Balance Sheet form). 
The figures in parenthesis on the assets side show the estimated 
realizable value of the respective assets. 

X — Balance Sheet 


Debtors {h) 
Stock (b) 
Cash (a) 
Buildings (g) 
Goodwill (c) 
Patent {d) 


Of the creditors, £360 are preferential; the bank has no security. 
The capital of X three years ago was £1,000, his losses for the last 
two years being £705, and the profit for the year prior thereto, £700, 
His drawings over the period of three years were £700. 

Prepare Statement of Affairs and Deficiency Account. 

The important points to observe are — 

' The phrase used in the official form is : Excess of assets over UabUities 

on . . . .*» 


Creditors 

Bank Overdraft . 

Loan secured by Mort-| 
gage on Buildings 
Capital 






Efttlmaied 
to producr 

( 1 , 200 ) 

(300) 

(* 5 ) 

(1.100) 

(Nil) 

(230) 
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[a) The capital (see previous illustration) will not appear as £295 
in the Deficiency Account, but as follows — 

£ 

Capital 1 .000; Losses 705 

Profit 7oo| Drawings 700 

£^- 7 oo \ £1,403 


(b) The item of buildings £1,560 would, in the ordinary course, 
be shown as follows — 

Statement of Affairs- -right hand 1,100 (estimated realizable worth) 
Deficiency Account do. 460 (estimated loss on realiz- 

ation) 

As, however, it is security, it is shown in the Statement of Affairs 
in a different form (but having the same effect on the balancing 
result) as a deduction from the left-hand item — loan on mortgage. 

(c) The preferential creditors are included in the £2,300, which 
is a left-hand item, and hence £2,300 must be accounted for as 
follows — 

Unsecured Creditors — £ £ 

Sundry Creditors ..... 2,300 
Less Preferential Creditors . . . 360 

1.940 

Bank ....... 520 


£2,460 


The preferential creditors are shown in short (but not carried into 
the total column) on the left-hand, but as they have the first right 
to the free assets they are deducted from the estimated value of 
the free assets. 


Statement of Affairs 


Liabilities 


£ 

Assets 

£ 

Unsecured Credit- 

£ 


Cash (a) , 

25 

OTS {e) 


2,460 

Stock (b) . 

300 

Loan (/) 

1,000 


Goodwill (c) . 

— 

Less Buildings (g) 

1,100 


Patent (<f) . 

230 




Debtors (h) . 

1,200 

Surplus to Contra 

£100^ 


Surplus per Contra 

100 ‘ 




Deduct Preferential Creditors 

1.855 

Preferential Cred- 

£ 


[e) per Contra 

360 

itors [$) deducted 





Contra 

360 



MA 95 




Deficiency . ; . 

963 


£ 

2,460 

£ 

2,460 


See footnote on page 1205. 
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Deficiency Account 


i 

Capital . . 1,000 

Profits . 700 

Appreciation of Patent 130 

Deficiency at per Stateineat| 
of Affotfs 965 


*•795 


Business Lots . 

Bad Debts 

Depreciation of Stock 
„ Biiildi 

,, ,, Goods 

Drawings 



£ 

(fc) 

70s 

300 

(ft) 

130 

it) 

460* 

(e) 

500 


roo 

£ 

a.795 




Sometimes, in addition to there being a first mortgage on property, 
there is a second mortgage. In this case, the surplus, if any, of the 
security available for the first mortgagee is not brought over to the 
free assets, but deducted from the loan of the second mortgagee. 

The treatment is dealt with below, the whole of the illustration 
being concentrated on this particular point. 


Illustration. From the following particulars prepare a Statement 
of Affairs and Deficiency Account. 


Estimated 

Value 



£ 

i 

Unsecured Creditors ..... 

1,800 


Preferential Creditors ..... 

200 


Loan First Mortgage ..... 

1,000 


Loan Second Mortgage .... 

300 


Sundry Assets ...... 

2,000 

(1,010) 

Buildings (Security for the Mortgagees) . 

1,500 

(1. 130) 

The capital three years ago was £2,500, 

business 

losses being 


£1,400, gambling losses £6o, drawings £840. 


The rough Balance Sheet is as follows — 


Sundry Creditors . 

i 

2,000 

Sundry Assets 

i 

2,000 

Loan Creditors : 


Buildings .... 

1.500 

ist Mortgage 

2nd Mortgage 

Capital .... 

1,000 

300 

200 

;i 3.500 


/3.500 


^ If reference be made to the Balance Sheet it will be seen that Buildings 
;^i,56o right hand, and Loan £1,000 left hand » i^to net right hand. This is 
reflected in items ^ : i.e. £100 Surplus of Security over debt right hand, plus 
£460 in Deficiency Account (for loss of value on buildings) » £$60 right hand. 

(0) The Creditors in Balance Sheet left hand are reflected in the above 
£2,460 left hand and £360 right hand deduction £2,820 (i.e. Creditors, 
£2,300 + Bank Overdraft, £520). 
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Statement op Affairs 


Unsecured Creditors Sundry Assets . . i.oio 

FuUy Secured Creditor — Deduct Preferential Credi- 


First Mortgage . 

i,ooo| 

tors per Contra 

200 

Less BuUdings 

1.130' 


810 

Surplus, as below 

;£I 3 o| 

Deficiency 

1.160 

Partly Secured Creditor- 




Second Mortgage 

. 3 o<> 




Less Surplus from 
Fully Secured 
Creditor^ * - i 3 ' 


Preferential Creditors 

Deducted Contra 2o< 


£^.97 0 


Deficiency Account 




f. 

Capital , 


t.m 

Deficiency as per Stat<^ 



ment of Affain . 


1.160 



£3,660 


Business Ixtsses 

c 

1,400 

Depreciation of Assets 


, , Buildings| 

lyramngs 

370 

m 

Gambling Losses 

so 


£3,660 


The items in the Deficiency Account in italics represent the 
Capital item of £200 in the rough Balance Sheet on page 1205. 

It will be obvious that not only the business position, but also 
the private position will have to be brought into account ; but so 
long as the two capitals in the Deficiency Account are kept separate 
the problem presents no new difficulties. 

Illustration. Y, as a result of being in financial difficulties, dis- 
closed the following position in regard to his affairs, at the date of 
the Receiving Order. 

^ The item of £130, surplus from the security of the first mortgage, is 
deducted from the left-hand item of partly secured creditor. It can be seen that 
the loans in the Balance Sheet left hand are £1,300, and the security ip the 
Balance Sheet right hand is ;£i.50o. 

These are reflected in the Statement of Affairs left hand . £170 

And Deficiency Account right hand ..... 370 


Net right hand 





BANKRUPTCY 


1207 


Balance Sheet 


Creditors 

i 

1,600 

Stock 

0 

0 

Ettimated 
to Product 

i 

40 

Preferential Creditors 

Loan on Mortgage (secured 

150 

Debtors — 

Good 

810 

810 

on Property) 

1,200 

600 

Doubtful 

500 

200 

Bills Payable . 

Bad . . . 

600 

Nil 

Capital .... 

620 

Cash .... 

xo 

10 

^ 4.»70 

Property 

Bills Receivable . 

x,8oo 

250 

1.700 

210 


Three years ago his business capital was £1,000 ; profits and draw- 
ings during the period were, respectively, £1,100 and £1,480. 

Contingent liability for bill discount^, £300 expected to rank 
for £80. 

{b) Private. Balance Sheet 

Ettimfttod 
to Produce 

£ £ £ 

Capital , 1,600! Furniture . 6oo| 500 

Life Policy 1,000; 700 

;fi,6oo| £i,6oo| 

Prepare Statement of Affairs and Deficiency Account. 


Statement of Affairs 


Liabilities 


£ 

A ssets 


£ 

Unsecured Creditors 


2,200 

Cash . 


xo 


£ 


Stock 

. 

40 

Creditors fully secured . 

1,200 


Furniture 

, 

500 

Less Property . 

1,700 


Life Policy 


700 




Book Debts — 



Surplus to Contra . 

£500 


Good 

. 

8to 


mmmmm 


Doubtful 

• £500 


Bills Discounted^ . 

£ioo 


Bad 

600 


Estimated to rank 


80 


^I.IOO 


Preferential Creditors De- 






ducted Contra 

£^ 5 ° 


Estimated to Produce 

200 




Bills of Exchange 

. 

210 



2,280 

Surplus per Contra 


500 

Surplus 


540 









2,970 




Deduct Preferential Creditors 





per Contra 

• 

150 



;f2,820 



£ 2 ,S 20 


^ See footnote on page 1208. 

jg— (B.ao83) 
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Deficiency Account 


Capital 

Net Profit 

PfinmU — 

Capital 

(«) 

(«) 

1 

1,000 

1,100 

1,600 


Bad Debt! 

Depreciation of Stock 

Z SfopSfcy 

„ ,, Furniture. 

Loss on Bills Receivable . 

„ „ Discounted* 

Drawings 

Surplus as per Statement 
of Affairs . 


1 

900 

x6o 

100 

300 

100 

40 

80 

z»48o 

540 



iC 3 , 7 oo 




£3,700 


(a) £1,000 H- ;£i,ioo - ;£i,48o = jf62o. Capital per Business Balance Sheet 

The following are the classes of unsecured creditors — 
Pre-Prefererential Debts 

(а) If deceased, proper funeral and testamentary expenses. 

(б) Money belonging to a Friendly Society or Trustee Skvings 
Bank in possession of Bankrupt as its officer. 

(c) Proper expenses incurred by a Trustee under Deed of Arrange- 
ment avoided by Bankruptcy of the Debtor. 

[d) Apprenticeship premiums unexpired. 

Preferential Creditors 

(1) Assessed rates which have become due and payable within the 
twelve months preceding the Receiving Order. 

(2) Assessed taxes up to the 5th April preceding the Receiving 
Order, not exceeding one year. [The Crown is not preferential in 
respect of debts arising in the course of trading.] 

(3) Wages and salaries of a clerk or servant, workman or labourer 
for four months (not exceeding £200) accrued before Receiving 
Order, and accrued holiday remuneration. 

(4) Where a labourer in husbandry has contracted for wages in 
a lump sum, the whole or a part of such sum, as the Court may 
decide to be due, proportionate to the time of service expired. 

(5) Contributions under the National Insurance (Industrial 
Injuries) Act, 1946 or the National Insurance Act, 1946, payable 
during the twelve months prior to the date of the Receiving Order. 

(6) Compensation under Reinstatement in Civil Employment Act, 
1944, not exceeding £200. 

' (7) Purchase Tax, due in the twelve months prior to the Receiving 
Order, (Sect. 20, Finance Act, 1942). 

(8) P.A.Y.E. deductions by an employer (less refunds em- 
ployees) arising during the twelve months prior to the Receiving 
Order (Sect. 30, Finance Act, 1952). 

The mere fact of obtaining judgment or a garnishee order does not 
enable the creditor to rank preferentially. 

* The item ;^8o must be introduced by “double entry." 



BANKRUPTCY 


XIO9 

In reference to assessed taxes, the Inland Revenue is preferential 
for one year prior to the making of the Receiving Order ; thus, if a 
Receiving Order were made on 15th March, 1953, the liability for 
1952-53 is not preferential as it has not arisen. The Revenue may 
select any year and is not limited to the last fiscal year ended before 
the Receiving Order. In regard to taxes, such as Profits Tax in the 
case of companies, assessed by reference to an accounting period and 
not to a fiscal year, the Revenue may select any one such period 
ended prior to the relevant date (see In re Pratt). 

In addition, there is the right of the landlord to recover by 
distress rent outstanding in respect of the period, not exceeding six 
months, prior to adjudication (date debtor declared bankrupt). 

Deferred Creditors. In bankruptcy the following are deferred — 

(1) Money lent by a married woman to her husband for use in 
his trade or business as a sole trader or otherwise,^ and money lent 
by a married man to his wife for use in her trade or business. Any 
loan made before marriage is not affected. 

(2) Loans to a firm where the lender is to receive a share of profits 
or a rate of interest varying with profits ; or money paid for good- 
will in consideration for a share of profits. 

(3) Beneficiaries claiming under a covenant made in considera- 
tion of marriage for the future payment of money, or to settle 
after-acquired property (where the covenant has become void 
against a Trustee in Bankruptcy). 

(4) Interest on debts in excess of 5 per cent. 

Deferred creditors do not become entitled to any dividend at all 
until the unsecured creditors have received payment in full ; hence 
it is probably best to include them in a note on the Statement of 
Affairs so that, if they are of material amount, the balance available 
for the ordinary unsecured creditors is not abnormally reduced. 
If there is any surplus the deferred creditors will rank against it to 
the full extent of their debts before any return is made to the debtor. 

Secured Creditors. A secured creditor is one holding a mortgage, 
charge, or lien on the property of the debtor or any part thereof, as 
security for any debt due to him from the debtor. 

Such creditors are entitled to satisfy the debt owing to them fully 
or in part out of the property held by them before any distribution 
to the unsecured creators. Where the security held is insufficient 
to discharge the whole debt, the secured creditor ranks as an un- 
secured creditor for the balance. Where the security is more than 
sufficient the surplus must be handed over to the estate. 

Where the creditor holds security given by a third party, he is 

^ The words *'or otherwise** are ejusdem generis; therefore if the loan by 
wife is to firm of which she is a partner, or where she lends money to her husband 
lor purposes not connected with his trade, the above rule does not apply. 
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as regards the Bankrupt Estate unsecured, and after receipt of the 
final dividend will apply the security towards making up the balance 
of his debt. 

Schedules. It must be observed that the items appearing in the 
Statement of Affairs are found from different schedules which are 
required by law to be extracted, just as the item “ Sundry Debtors’ ' 
in an ordmary Balance Sheet is found from a schedule of debto^‘^ 
drawn up for the purpose. 

The schedules are — 

A. Unsecured creditors. 

B. Creditors fully secured. 

C. Creditors partly secured. i 

D. Liabilities on bills discounted. I 

E. Contingent or other liabilities (including deferred dfebts). 

F. Creditors for rent recoverable by distress. \ 

G. Preferential creditors for rates, taxes, and wages. ' 

H. Property. 

I . Debts due to the estate. 

J. Bills of exchange on hand. 

K. Deficiency (or Surplus) Account. 

A question of more advanced t5rpe is now presented. 

Illustration. A Receiving Order was made against X on the i5tli 
March, 1953. The following details were disclosed. 


Creditors with security — 

(1) Northern Bank, secured by £ 

hypothecation of stock valued 
at£x5,ooo .... 10,000 

(2) Loan on Mortgage, with In- 
terest . . . * . 8,000 

The Premises which are mort- 

g^ed valued at . 11,000 (estimated to realize ;£9,2oo) 

(3) Trade Creditors . 4,000 

£ 

Holding Life Policy of X . 2,000 
Holding Life Policy of Mrs. 

X , . . . 1.000 

Other Creditors : Unsecured 

Preferential : Income Tax, Sch. D. 

1951-52, Arrears 
I95*-53 (Loss) 

1953-54 

Rates accrued due 
Wages, preferential 
Other Stock 
Book Debts — Good . 

Doubtful and Bad 
Bills Receivable discounted 


12,000 


700 

nil 

460 

400 

35 

2,200 

3,000 

6,000 

1,200 


(estimated to realize £3,100) 
(expected to rank ;£200) 


M 31st December, 1950, his capital was £12,605. Trading has 
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sub^uently shown a loss of £8.000. Drawings (including a debit 
for income tax) £3>oo®* Except for book debts and premises, assets 
are estimated to realize book values. Prepare Statement of Affairs 
and Deficiency Accurmt. 

Before proceeding to prepare the Statement of Affairs it is 
essential to draft the rough Balance Sheets. 


Business Bajlance Sheet 


Bank 

Loan on Mortgage 
Trade Creditors 
Expense Creditors— 
Income Tax . 
Rates 

Wages . 

400 I 
35 1 

£ 

10,000 

8,000 

16,000 

1.595 

1,605 

Stock .... 

Book Debts 

Premises . . 

£ 

15.000 
2.200 
9,000 

1 1. 000 

Capital 






jf37,2oo 


£ 37.^00 

Private Balance Sheet 

Capital .... 

£ 

2,000 

Life Policy 

! ^ 
2,000 


The creditors amoimting to £35,595 require analysis, as follows — 


Creditors 

Fully Secured Creditors — Bank 

Mortgage 

Partly Secured Creditors .... 
Preferential Creditors — Rates 

Wages . 

Income Tax (1951-52) 
Unsecured Creditors .... 
Non-provable Income Tax (because in 1953-54 ^ 
is not carrying on business) . . . . 


£ 

£ 

10.000 


8,000 

18,000 


4,000 

I400 


35 


•700 

1. 135 


12,000 


460 


£33.595 


The item of £460 represents a gain and therefore is a “left-hand" 
item in the Deficiency Account ; but as the question states that the 
drawings include income tax, the item will be deducted from the 
right-hand item of drawings, viz. £3,000 - £460 £2,540. 

It must now be noted that in the Statement of Affairs there is a 
further column for gross liabilities into which all liabilities, whatever 
the nature or quality, must be inserted. This additional column is 
only of a supplementary nature. 

Its inclusion has been deferred until this illustration so as not 
to confuse the fundamental principle of construction. 

' Had the item been rent it would not have been preferential, but recover* 
able by distress. 

* Had this been 1952-53 the liability would not have been preferential. 
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K — ^Deficiency (or Surplus) Account 


Bsoms of Aatets over 
IJftbilitiM on tfa« sist 
Dec., 1950— 

BucIimm . 

Private . 

Deficiency m per State- 
ment of Affain . 


£z5.440 


Net Loee ariaing from 
Buiiaess * 

Bad Debts as per Sched- 
ule I 

Depreciation of Premises 
Household and Personal 
Expenses . 

Loss on Bills Discounted 


The wife is a deferred creditor (see page 1209). 

The Statement of Affairs appears on page 1213. 

Illustration. The firm Hard and Upp file their petition Md you 
are asked to draw up a Statement of Affairs and Deficiency 
Account as at 31st December, 1952, from the following information— 

£ L 

Sundry Assets . 61,092 Estimated to produce. 47, 300 

Unsecured Creditors 53,635 


The Capital Accounts (excluding their Current Accounts) at 
31st December, 1952, are 10,000. 

The drawings are £1,400 per annum (£800 for Hard and £600 
for Upp). 

Trading results are, after charging £500 per annum interest on 
Capital and £200 per annum for Partnership Salary (Upp) — 

i 


1948 . 

Profit 

1,300 

1949 

Profit 

400 

1950 

Loss 

1,600 

1951 

Profit 

200 

1952 

Loss 

3,000 


On 1st January, 1948, Upp had introduced further cash of £2,000 
duly credited to his Capital Account. 

The Capital (composed of the fixed Capital of £10,000 and the 
balance of the current accounts) is £7,457 which will be made up of 
£10,000 Capital (Credit) and Current Accounts, (Debit) £2,543 
(see page 1214). 

The rough Balance Sheet is — 

£ £ 

Creditors 53,635 Sundry Assets . 61,092 

Capitals . 10,000 Current Accounts 2,543 


The effective Capital is therefore £7,457 and this item is a left- 
hand item to be accounted for on the same side in the Deficiency 
Account as shown on page 1215 as follows — 

Capital (ist Jan., 1952) (a) Loss, year ended 31st Dec., 1952 . (b) 

Personal Drawings, 31st Dec., 1952 {c) 
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^35,595 (as shown on page 1211) - ^^460 -|- £ 1 , 200 . 
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The Capital and Current Accounts as at ist January, 1952, are— 


Capital Accounts, 1st Jan., 194S 
Addition. 1948. 


Ill 


I 

8.000 

2.000 


Capital Accounts 

Current Accounts, ist Jan., 1948 

Less Loss, 1950 .... 1,600 

Drawings 4 years, 31st Dec., 

1951 • 5.600 


Deduct — 

Profit, 1948 ..... 1,300 
Profit, 1949 ..... 400 

Profit, 1951 ..... 200 

Interest on Capital for 4 years ended 

31st Dec., 1951 .... 2,000 
Partner's Salary for 4 years 

ended 31st December, 195 T . 800 


(as below) 


3.657 

7,200 

4,700 

2,500 


10,000 


\ 


L157 


At ist January, 1952 
Less Loss, 1952 .... 

Deduct Interest on Capitals for 
1952 

Partner's Salary for 1952 


Less Drawings for 1952 . 


1L157 {«) 

3.000 

500 

200 

700 

2,300 Dr. (6) 

1,400 

Dr. 3,700 (f) 


Capital and Current Accounts, 31st December, 1952 


/ 7.457 


The composition of this total is — 
Capital Accounts . 

Current Accounts . 


Cr. 10 000 
2,543 


As above 




[Thr combined Current Account need not be built up in detail, but it given below for guidance.] 


Current Account 


I 


rowings 

. 1,400 

Closing . 

• 4.*57 

Drawings 

. 1,400 

Closing . 

■ 3*957 

Loss 

. x,6oo 

Drawings 

. 1,400 


. 1,657 

Drawings 

. 1,400 

Qosing . 

. 1,157 


I 


1948 

Opening . 

Salary and Interest . 
Profit 

3,657 

TOO 

1,300 

1949 

Opening 

Salary and Interest . 
Pr^t 

III 

1950 

Opening 

S^ary and Interest 

3»95il^ 

700 

195X 

Opening . 

Salary and Interest . 
Profit 

1,657 

TOO 

300 

1952 

Opening . 

I , *57 
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HARD AND UPP 

Statement op Affairs, 31ST December, 1952 


Gross 

LiabUiUes 


Expected 
to Rank 


Estimated 
to Produce 

£ 

53.635 

Unsecured Crediton . 

£ 

53.635 

Sundry Assets .... 

Deficiency subject to Costs 

£ 

47.300 

6.335 

£53,635 

£53.635 




Deficiency Account 


Excess of Assets over Lia- 
bilities at 1st January, 

195* • (a) 

Deficiency per Statement of 
Affairs 

£ 

”.»57 

6.335 

Loss for Year ended 31st 
December, 1952 . (b) 

Personal Drawings (c) 

Loss and Expenses — 
Sundry Assets 

£ 

2,300 

1,400 

13.792 

£^ 7.492 

£17.49* 



The Current Account 




for 1952 is — 




Drawings 

1,400 

Opening . 

L157 

Loss . 

3,000 

Salary and Interest 

700 



Closing 

2.543 




Firm Bankruptcy. The position dealt with so far has been con- 
fined to a sole trader. Where, however, there is a firm bankruptcy 
the problems are a little more complicated. It should be remem- 
bered that Statements of Affairs will be required both for the firm 
and for its constituent members. Subject to certain exceptions, the 
private creditors have recourse only to the private estate, and the 
partnership creditors to the firm estate, generally referred to as the 
joint estate. Another confusing point arises where joint property 
is pledged as security for a private debt of one of the partners, in 
which case the private creditor is not a secured creditor, because he 
has not obtained the property of the debtor as security, but that of 
the joint estate. Examples are shown to illustrate the principles 
involved. 

Illustration. A and B are partners and the position is as follows — 


Balance Sheets 
Firm 


£ 


£ 

600 

Stock ..... 

300 


Debtors .... 

loo 


A . . . •:£i 2 o 



B . .80 



— ■ 

200 

£600 


£600 


_ 



Creditors 
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A 


Creditors .... 

L 

250 

Furniture .... 

L 

300 

Surplus .... 

30 

Sundry Assets 

100 

Firm ..... 

X 20 






^400 


B 


Creditors 
Firm . 



i 


£ 

. 

goo 

Furniture . . . . 

600 


80 

Life Policy .... 

250 



Deficiency .... 

130 


£g8o 

j 

i 

1 

£980 


It is assumed that all assets are worth book value save that 
stock is estimated to realize £140. Prepare draft Statements of 
Affairs and Joint Deficiency Account. 


STATEMENTS OF AFFAIRS 
Joint 


Creditors 

£ 

600 

Stock .... 

Debtors .... 
Sundry Assets (A's Estate) . 

£ 

140 

100 

150 



Deficiency . 

390 

210 


£600 


£600 

i 





A 



mm 


£ 

Creditors .... 

KUI 

Furniture . . . . 

300 

Surplus .... 

■si 

Sundry Assets 

100 


£400 


^400 


B 



£ 


£ 

Creditors .... 

900 

Furniture . . . « 

600 



Life Policy .... 

250 



Deficiency .... 

50 


! £900 


£900 
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Joint Deficiency Account 

A— Surplus .... 150 Exeeas of LiabiUties over Assets 

Deficiency ns per Statement of of— 

A A 


Depieeiatioo of Stock . 160 

£ s6o £360 


F jirh Statement of Affairs is separately compiled and each 
deficiency or surplus is separately ascertained. Any surplus intro- 
duced from a separate estate to the joint estate (not being in the 
original Balance Sheet of the firm) must have its double entry. It 
has already been stated that as regards creditors, each “ set” proves 
against the particular debtor, i.e. separate against separate, joint 
against joint, but it should be observed that the surplus of A, i.e. 
/150, is now available for the joint creditors. 

Where in a partnership a partner has given security for a firm 
debt, the joint estate has first claim on such security : any surplus 
goes to the separate estate of that partner, the reverse applying 
when joint property is given as security to separate creditors. 


Illustration. The creditors are— 


Joint 

£ 

3,000 

Assets 

A - 

500 

,, 

B 

600 



£ 

1,600 

400 

640 


The £640 asset of B has been placed as security for a loan of £500 
to the firm included in the figure £3.000. The joint assets are esti- 
mated to realize £1,800. Prepare Statements of Affairs. 


STATEMENTS OF AFFAIRS 


Joint 


Unsecured Creditors 

£ 

3,000 

Assets . . • • 

Deficiency . . ■ • 

£ 

1,800 

i.ioo 

£ 3 >ooo 

£3 »ooo 

A 

Creditors . . . • 

£ 

500 

Assets . . • • 

Deficiency . . . • 

£ 

400 

100 

£500 

£500 
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B 


Creditors 

600 

Surplus from Security held 




by Joint Creditors 

440 



Deficiency .... 

160 


£f)O0 


£600 


The joint creditor of 3^500 would get (with the other joint creditors) 
I2S. in the £ dividend = £300, i.e. x £500. Hence there is a 
shortage of £200. He recoups this from the £640 asset of B, leaving 
still a surplus of £440 which is now available for B's creditors. 

This may be further proved as follows. The joint creditor has 
£640 security of B against the partnership debt £500, leaving £140 
surplus. The dividend £300 received from the joint estate }s now 
due to B’s separate estate, since the £500 debt has been satisfied 
in full. B*s estate thus receives £440 from the asset £640. 

Statutory Forms. The two principal forms required by statute 
to be completed are here shown — 

(1) Statement of Affairs in Bankruptcy. 

(2) Statement K, Deficiency (or Surplus) Account. 

These are set out on the following pages 

Trustee’s Accounts and Remuneration. The Trustee in Bank- 
ruptcy must keep detailed accounts of his receipts and payments in 
the prescribed form of cash book. If the debtor's business is carried 
on, a Trading Account must be kept on a cash basis. 

The Trustee's remuneration is fixed by the creditors or the Com- 
mittee of Inspection, and must be by way of a percentage on 
realizations and a percentage on dividends to unsecured creditors, 
including preferential creditors and secured creditors to the extent 
that their security is insufficient so that they rank as unsecured for 
the balance. 
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THE BANKRUPTCY ACTS. 1914 and 1926 
STATEMENT OF AFFAIRS 
In the High Court of Justice. 

In Bankruptcy. No. of 19. . 

RE 

TO THE DEBTOR.— You are required to fill up, carefully and accurately, ihif abeet, and turb of the 
leveral sbeett A, B, C, D. E, F, G, H, 1. J, and K, as are applicable showing tbe state of your afiaiii 
00 the day on which tbe Receiving Order was made against you, viz., the day of 

IQ. . Such sheets, when filled up, will constitute your Statement of Affairs, and must be verified by 
oath or dedaratioo. 


Gross Liabilities 

Uabili- (as stated and estimated by 
ties. Debtor). 


Expected Assets 

to (as stated and estimated by 

Rank. Debtor). 


Esti- 
mated 
to Pro- 
duce. 


Unsecured Creditors as p^ I^t (A) 

Creditors fully secured,| 
as per list (fi) 

Estimated value of se-' 
curities 

Surplus ... 

Lgss amount tbereof| 
carried to sheet (C) 

Balance thereof to| 
contra 

Creditors parllv secured, | 
as per list (C) 

Loss estimated value' 
of securities 


P-operty as per list (H), viz.— 

(а) Cash at Bankers 

(б) Cash in hand 

(c) Cash deposited with Solici- 
tor for Costs of Petition 
(d> Stock-in-trade (cost £ ) 

U) Machinery .... 
(/) Trade fixtures, fittings, 
utensils, Ac. 

(r) Fanning stock 
(k) Growing crops and tenant! 
right 

(t| Furniture . 

Ii) Life policies 
(k) Stocks and Shares 
(/) Reversionary and other in- 
terests under Wills 
(m) Other property, viz. — 


Liabilities 00 Bills discounted other 
than Debtor's own acceptances for] 
value, as per list (D), 
viz.— 

On Accommodation Bills as 
Drawer, Acceptor, or 
Indorser . .£ 

On other Bills as Drawer or 
Indorser . .£ 


Total as per list (H) . 
Book Debts as per list ( 1 ), viz.— 
Good 

5.|d 

Doubtiul 

Bad 


Of which it is expected will rank| 
against the estate for dividend 
Contingent or other Lia- 
bilities as per list (£) .£ : 

Of which it is expected will rank! 
against the estate for dlvidendj 

Creditors for rent, Ac., 
recoverable by dis- 
tress, as per list (F) . 

Creditors for rates, taxes, 
wages, Ac., payable in 
fuU, as per list (G) 

Sheriff's charges payable 
under sec. 41 of the 
Act, estimated at 

Deducted eontra 

Surplus explained in Statemeni 

(K) 


Estimated to produce . 

Bills of Excbauge or 
other similar securi- 
ties on hand as per 
list (J) . . .£ 

Estimated to produce . 

Surplus from securities in the 
bands of Creditois fully secured] 
(per contra) 


Deduct Creditors for di«traio- 
able rent, and for preferential! 
rates, taxes, wages, aberiff'sl 
charges, Ac. (per contra) . 


* Defiaeocy explained in State-I 
ment(K) . . . . ' 


^ Strike out words which do not apply. 




CHAPTER XXXI 
LIQUIDATION 

Liquidation is the term used to signify the process of winding up 
a company md thereby bringing to an end its corporate life. When 
a company is ordered by the Court to be wound up compulsorily, it 
is necessary to prepare a Statement of Affairs for submission to the 
creditors of the company. 

The principles already outlined relative to bankruptcy, subject 
to certain modifications of detail, apply to limited companies in 
compulsory liquidation. 

The main points of difference are — 

(1) A limited company may have issued debentures giving a 
floating charge. Such a position is impossible in the case of an 
individual. 

(2) The position in relation to shareholders (in liquidation called 
contributories), which cannot arise in the case of a private 
individual. 

(3) The Deficiency Account contains a considerable amount of 
detail (whereas in bankruptcy such account merely contains the 
net loss or profit) and the period covered is three years prior to the 
winding-up order or as the Official Receiver directs, or from the 
formation of the company if the latter is within three years of the 
order; on the other hand, the Deficiency Account in bankruptcy 
commences at a date twelve months prior to the receiving order, 
unless the Official Receiver otherwise orders. 

The forms now required vary in layout as compared with the old 
forms (and with those required in bankruptcy), but the principle 
of preparation is unchanged. 

It should be noted that Preferential Creditors rank before 
Debentures with a floating charge. 

The forms will include profits and losses of the period prior to the 
date of the Statement of Affairs (which will link up with the opening 
surplus or deficiency on Profit and Loss), and the gams or losses 
arising from estimated realizable values, and the liabilities as com- 
pared with the Balance Sheet figures forming the basis of the State- 
ment of Affairs will be dealt with on the same principle (although 
differing in form) as in Bankruptcy. 

The balance of estimated surplus or deficiency as regards un- 
secured creditors is automatically the difference between Gross 
Assets and Gross Liabilities, so that the Schedule of Gross Assets 
is a “memo" Schedule. 

The following example illustrates the new layout referred to 
above. 
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Illustration. On ist April, 1953, a compulsory order for winding 
up was made against Y, Ltd., the following particulars being 
disclosed — 

Cash in hand . 

Debtors. 


^ £ 

5 5 

200 180 


Land and Buildings 
Fixtures 

Unsecured Creditors 
Debentures— 

Fixed (secured on Land and 

Buildings) . . . 2,100 

Floating .... 500 

Preferential Creditors . 300 

Share Capital (£1 fully paid) . 16,000 


3.000 

1.000 


2,400 

1,000 


Estimated liability for bills discounted £300, estimated tlo rank 
at £300. Contingent liabilities {re legal costs) £600, estimated to 
rank at £600. \ 

The company was formed on the ist October, 1951, an^ has 
made losses of £15,695. 

Prepare Statement of Affairs and Deficiency Account. 


The rough Balance Sheet is — 

£ £ 
Share Capital . . 16,000 Assets (as per question) 4,205 

Creditors . . 3,900 Profit and Loss Account 15,695 


£19,900 


£19,900 


The items of £300 and £600 would appear as footnotes in the 
Balance Sheet of the company, and when brought into the state- 
ments will require “ Double Entry.” 

The question of Debenture Interest has been ignored in this 
illustration, but the rule in reference thereto is that Debenture 
Interest is payable up to and including the date of repayment of the 
Debenture in the case of a company which is solvent, otherwise 
interest ceases at the commencement of the liquidation. 

[See Statement of Affairs on page 1223.] 

The following example illustrates the position when shares are 
partly paid — 


Illustration. Balance Sheet 


Share Capital (£i each, 
los. called) 

£ 

Sundry Assets 

£ 

4,100 

5,000 

Calls in Arrear 

^ 300 

Calls in Advance . 

200 

Profit and Loss Account • 

‘ 2,800 

Creditors .... 

2,000 

£ 7,300 


£ 7,300 


Sundry Assets are estimated to produce ;£3,ooo. 
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STATEMENT as to the Affairs of Y Limited 

on the xst April, 1953, the date of the Winding-up Order, showing assets 
at estimated r^zable values and liabilities expected to rank. 


Assets not specifically pledged- 
Caah on Hand . 

Debtors . . . . 

Fixtures . . . . 


(«) 

{b) 

{C) . 

Estimated 

Due to 

Deficidicy 

Realizable 

Secured 

Ranking 

Values 

Creditors 

as Un- 
secured 

1 

i 

i 

2,400 

2,100 

— 


Estimated 

Realisable 

Values 


Assets Specifically Pledged— 

Freehold Property . .| 2,400 ] 2,100 | — | 300 

Estimated surplus from Assets specifically pledged 

Estimated Total Assets available for Preferential Creditors, Debenture-holders secured 
by a Floating Charge, and Unsecured Creditors 

Summary or Gross Asskts £ 

Gross Realizable Value of Assets specifically charged 2,400 

Other Assets z,x8s 


Gross 

LiabiliUes 

I 


Secured Creditors to extent to which claims are estimated to be covered 
by Assets specifically pledged (item (a) or (6) above, whichever is the less) 
2,100 [Insert in ** Gross Liabilities'* column only] 

300 Preferential Creditors 

Estimated Balance of Assets available for Debenture-holders secured by a 
floating charge, and Unsecured Creditors 

500 Debenture-holders secured by a floating charge 

Estimated Surplus as regards Debenture-holders 

Unsecured Creators — £ 

1,000 Trade Accounts x,ooo 

600 Contingent Liabilities {re legal costs) 600 

300 Contingent Liabilities (Bills discounted) 300 

£4,800 Estimated Deficiency as regards Cr^tors being difierenoe between — 

Gross Assets 3.585 

Gross Liabilities 4»8oo 

Issued and Called-up Capital : z6,ooo shares of £i each .... 

Estimated Deficiency as regards Members 

Deficiency or Surplus Account 

Items contributing to Deficiency or reducing Surplus— 

Net Trading losses (after charging items shown in note below) 

Estimated losses now written off 

Other items ocoitributing to Deficiency or reducing Surplusr— 

Contingent Liabilities {re legal costs) 

Contingent Liabilities (Bills discounted) 

D^dency as shown by Statement 


X Details in prescribed form are required to be shown separately. 

[NoU. As to Net Trading Profits and Losses (see torm on page 1241).] 
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The calls 'Are iiiecoverable. The creditors include preferential 
creditors of £300. Prepare Statement of Affairs and Deficiency 
Account. 

Statement of Affairs on , 19. • 




Estimated 


Assets not specifically pledged — 

Realizable 

Value 

£ 


Sundry 

3.000 


Unpaid Calls ... ... 

nU 


SuiiiiARY OF Gross Asskts £ 

Sundry 3,000 

Gross Assets ...... £3»ooo 

Estimated Total Assets available for Preferential Creditors, « 

Debenture-holders secured by a floating charge and Unsecured Creditors 

3,000 

Gross 

Liabilities \ 

Preferential Creditors .......... 


Liabilities 

£ 

300 

i 300 

Estimated balance of Assets available for Debenture-holders secured by 
a floating charge and unsecured creditors . . ‘ . 

2,700 

1,700 

Unsecured Creditors .......... 

X.700 

£a,ooo 

Estimated Surplus as regards Creditors — £ 

Gross Assets ... . 3,000 

Gross Liabilities ........ 2,000 

1,000 




Issued and Called-up Capital — 

10,000 Shares of £ each, 10s. called .... 

5,000 


Estimated Deficiency as regards members ...... 

£4.000 


Deficiency or Surplus Account 

Items contributing to Deficiency (or reducing Surplus) — 

Tradmg Losses (to be shown in prescribed detail) .... 

£ 

2,800 


Losses now written off ........ . 

Z,IOO 


Calls irrecoverable 

300 


Items reducing Deficiency (or Contributing to Surplus) — 

4,200 


Calls in Advance .......... 

200 


Deficiency as shown by Statement 

£4,000 


Preferential Creditors. The liquidator must, so far as he can, 
pay the preferential creditors. These are the same as in Bankruptcy 
(see page 1208), except that the date by reference to which priority 
is to be ascertained is that of the resolution to wind up if a voluntary 
liquidation, or, in the case of a compulsory winding up, the date of 
the appointment of the provisional liquidator if one is appointed, 
otherwise the date of the Court Order (vide Sect. 319, Companies 
Act, 1948). 

(Exception : if the Compulsory Order is made where the company 
is already in process of being wound up voluntarily, the relevant 
date is the date of the resolution to wind lip voluntarily.) f 
Liquidator’s Final Account. In all liquidations a liquidator must 
prepare in statutory form a statement of his receipts and pa3mients 
made up to the date of his application for release.^ 

The preparation of a Liquidator's Cash Account calls for no 

^ Th« »tudeiit is referred to a legal work for fuller detail on this subject. 



LIQUIDATION 

detailed explanation, but the following matters should be noted— 

(1) There is no double entry required. 

(2) The items should follow the order of the ofi&cial form. 

Preferential creditors are paid before debenture-holders with a 

floating charge, whilst debenture-holders with a fixed charge will 
receive payment out of the proceeds of their security, unless the 
latter is insufficient for that purpose, in which case the balance 
owing will rank as an unsecured liability (unless the charge is floating 
as well as fixed in which case the liability ranks after the preferen- 
tial liabilities have been paid in full). 

(3) The rights of various classes of shareholders (particular!}'' if 
there is a surplus) require careful consideration. [See pages 988 
and 1023 et seg.] 

(4) The calculation of the remuneration. 

(5) The form of cash book for liquidations differs from that 
required for bankruptcies.^ The main outlines of the forms are given 
below, so that point (4) only requires further explanation. 

As to (4) the remuneration is fixed by the Court in a compulsory, 
and by agreement in a voluntary winding up, usually upon a double 
basis, viz. as a percentage of receipts^ by the liquidator and dividends 
to unsecured creditors.^ There is little difficulty with the former, but 
the latter requires care because the liquidator (or trustee) obtains the 
sum upon the amount paid, so that if there is insufficient to pay the 
creditors in full and the liquidator, both must suffer abatement. 

Illustration. A liquidator has £11,220 to pay £20,000 creditors. 
After he has received his commission on collections, he is entitled 
to a further 2 per cent on dividends paid. 

If he pays £100 he receives £2, thus absorbing £102. Hence he 
receives x £11,220 = £220, leaving £11,000 for distribution. 

Illustration. The following are the balances of X, Ltd., which 
decides to wind up voluntarily on ist January, 19. . . 

Balance Sheet 

Estimated 
to Produce 

£ £ 

Cash ... 60 

Stock. . . 1,700 1,680 

Debtors . 4,790 4»495 

Profit and Loss 

Account . 350 

£6.900 

The liquidator's remuneration is to be 4 per cent on amoimts 

‘ A statement of the receipts and payments must be furnished by a trustee 
m bankruptcy. 

* See footnote (■) on page 1226. ^ 

* These include preferential creditors, and also secured creditors to the 
extent that their security is insufficient to cover their claims so that they 
rank as unsecured for the balance. 


L 

Share Capital (£i fully paid) . 2,000 
Creditors .... 4,900 
(including £210 preferential) 


£6.900 
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collected and 2 per cent on dividends paid to unsecured creditors. 
Liquidation expenses are £40. Show Liquidator’s Cash Account 
(c^culate to nearest £). 

Dr, Liquidator's Cash Account Cr. 


Receipts 

£ 

£ 


Payments 

£ 

£ 

To Balance 


6u 


By Law Costs 

} 


„ Sale of Assets — 




,, Auctioneer’s Charges . 

? 


stock. 

x,68o 



„ Incidental Expanses . 
,, Liquidator's Remun- 

? 

40 

„ Debtors 

4.495 






6,175 


eration — 






4% ou Amounts 
Collected* 

»47 






3% on Dividends to 






unsecured Creditors* 

„ Preferential Creditors. 
„ Dividend of 30s. in £ to 
Unsecured Creditors. 
„ Return to Contribu- 
tories — 

9s. 6d. in £ on 2,000 
Shares of £x each. 

98 

345 

310 

4.690 







fully paid 


950 



£ 6.835 




£6,335 









Collection of Calls. Where shares are partly paid the liquidator 
will make a call in order to pay of! liabilities as far as possible and 
to adjust the position between the contributories {i.e. shareholders) 
as between themselves. 

Where practicable, a liquidator will attempt to avoid making a 
call greater than is really required, as otherwise there may be 
entailed a return to the contributories upon whom the call was 
made. If a call of los, will settle the list of contributories, it would 
involve a corresponding return to the contributories upon whom 
the call was made if the actual call was greater than 10s., e.g. if it 
were 12s. a return of 2s. would be required. 

The same principles apply where more than two classes of contri- 
butories have to be dealt with. 

Illustration. The cash remaining in the hands of the liquidator 
prior to making the return to contributories (before making calls) 
is £3,500, The issued share capital is 10,000 preference sl^es of 
£i each fully paid (with prionty as to capital), 10,000 ordinary 
shares of £i each, 15s. paid, and 20,000 ordinary shares of £i each, 
los. paid. Show Liquidator’s Cash Account. 

The loss suffered by the contributories is ascertained by taking 
the deficiency and dividing it by the issued share capital 4on the 
assumption that the latter is fully paid). 

^ See footnote on page 1227. 

* Where there are mutual debts, e,g. A owes the Company £500 and is 
owed by it £100, the remuneration will ^ based on the "net" or set-off figure, 
i.e. ^£400, and not on the 4 ebt due to the Company, ;£50o. 
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Balance Sheet 


Preference Shares 

Ordinary Shares — 

10.000 (Z58. paid) . 

20.000 (los. paid) . 

£ 

10,000 

7.500 

10,000 

Cash .... 

Deficiency 

£ 

3.500 

24,000 


£27,500 


£27,500 






Ivoss per ordinary share is therefore — 


Deficiency 

= ^ i.e. 

Fully-paid 
O rdinary Capital 


24.000 
X 

30.000 


20s. = 1 6s. per ordinary share 


Dr. Liquidator’s Cash Account Cr. 


To Balance. 

„ Proceeds of Calls — 
Ordinary Shares : 

10.000 at IS. . 

20.000 at 6s. . 


£ 

3.500 

500 

6,000 


By Preference Share- 
holders 


£ 

10,000 



£ 10,000 




£xo,ooo 









In all the above instances no return was made to the ordinary 
shareholders, but if they have paid in previous calls more than 
their loss per share they will be entitled to a return, computed on 
the principles outlined. 

If a contributory fails to pay his calls in full, whether by insol- 
vency or otherwise, he is thereby debarred from participation in 
any return to contributories, until the other contributors have 
been paid sufficient to make all the shares the same amount paid up. 

Where there is a third grade of share, e.g. Deferred Share, the rule 
already explained will be applied subject to these modifications 
(i) Ascertain if there is any of the deferred capital (however small) 
remaining. If the deficiency is less then the fully paid deferred capi- 
tal, part of such capital remains. If so, the prior classes of shares 
will receive their capitals back as existing and the question of any 


* Whore there is insufficient cash left to pay the unsecured creditors in 
full, the calculation will be not 2 per cent thereof, but xifj* ®*6' assuming the 
unsecured creditors to be £4,690 and after all obligations have been disch^ged 
(save that of the Liquidator’s “Dividend” Remuneration of 2 per cent), tlxere 
is a cash balance of ^2,870 5s. 7d., the respective payments to the liquidator 
and unsecured creditors will be — 

Liquidator . . X £ 2 , 670 - 2 ^ « £56 5S- 7d. 

Unsecured creditors X ^2, 870*28 « ^2.814 
The liquidator thus receives 2 per cent of ^2,814. 

Preferential creditors are “unsecured" for the purpose of calculating the 
liquidator’s remuneration. 
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priority of repayment of capital as between themselves, e.g. prefer- 
ence shares and ordinary shares, does not arise ; so that — 

[а) Apply the previous rule for ascertaining the loss to be 
sustained (deferred share capital being substituted for ordinary 
share capital). 

(б) Pay out cash to the preference and/or ordinary shares (i) in 
full if fully called and paid (ii) if not, to the extent called and paid. 

(2) If such deferred capital is entirely exhausted — 

(a) Make such calls as are required to make any such deferred 
capital fully paid. 

(h) Redme Deficiency by the amount of such fully called and paid 
Deferred Share Capital. 

(c) Apply the rule previously outlined to ascertain the loss on the 
Ordinary Share Capital and proceed accordingly. ‘ 

Illustration. The position in Balance Sheet form of Dick Hudson, 
Ltd. immediately prior to dealing with the repayment to members 
is — 



\ i 1 

£ 

1,000 6% Preference Shares 


j Cash at Bank 

4.650 

of ;fi each, fully paid 

1,000 

1 Deficiency .... 

2.750 

2,000 Ordinary Shares of 


[ 


each, fully paid 

2,000 

'1 


2,000 Ordinary Shares of £i 


|i 


each, 15s. paid. 

1,500 

'1 


3,000 Ordinary Shares oi £i 


:| 


each, 6s. paid . 

900 



10,000 Deferred Shares of 2S. 




each, fully paid 

1,000 

1 

1 


20,000 Deferred Shares of 2s. 


1 


each, IS. paid . 

1,000 

1 



I^ 7.400 

I 

i 

£i.a°° 


Preference have priority over ordinary; and ordinary have 
priority over deferred as regards repa5nnent of capital. 

Show Liquidator’s Cash Account. 

Ascertain the position of the Deferred Share Capital, e.g. whether 
or not any capital remains. On the basis of these being fully called 
and paid, the deficiency per share would be arrived at as follows — 

2750 (Deficiency) , - 

3000 (fully paid Deferred Capital) 

The prior Share Capitals are therefore intact and can be paid out 
per Balance Sheet : and the loss for the Deferred Shareholders is 
IS. lod. a share producing a repayment of 2d. per share to the fully 
paid Deferred shareholders and requiring the calling up of lod. per 
share on the partly paid Deferred shareholders. (See top of next page.) 


Illustration. Same facts as before except that cash is £3.000, 
and the deficiency £4,400, show Liquidator's Cash Account. 
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Dr . Liquidator’s Cash Account Cr. 


To Balance . 

„ Proceeds of Call- 
ao, 000 Deferred 
Shares at rod. per 
share . 


£ 

4.650 

833 

0 

6 

d. 

0 

8 


By Repayment of Capiub 

1.000 Preference (£i) 
a, 000 Ordinary (£i) 
a,ooo Ordinary (15I) 

3.000 Ordiuaiy (fis.) 
10,000 Deferred (ad.) 


£ 

1,000 

a,0Q0 

t.500 

900 

83 

«. 

0 
0 
0 
, 0 
6 



£5.483 

J 

8 


! 

1 



6 






j 



As the deficiency in the second illustration exceeds the fully-paid 
Deferred Share Capital, all such Capital is lost : nevertheless the call 
of IS. a share on the 20,000 Deferred Share Capital will be made and 
the deficiency corresponding with the fully paid Deferred Share 
Capital wiU be reduced. For the sake of clarity the position arising 
as a result of these operations is shown — 


Capital (excluding deferred) 

£ 

Cash at Bank 

£ 

[first four in Balance Sheet 


[;^3,ooo + ;ii.ooo] 

4,000 

on page 1228] . 

5.400 

Deficiency [;f4,400 - ;f3,ooo] , 

1 

1,400 


£5.400 

1 

! 

i 

^5.400 


The Deferred Share Capital being lost, the loss per ordinary 
shareholder is required. This is — 

MOO (Deficiency) X 20s = 4s a share 

7,000 (Fully paid ordinary capital) 


Dr. Liquidator's Cash Account Cr 


To Balance .... 


£ 

3,000 


By Repayment of Capitals — 



„ Proceeds of Call — 



1,000 Preference (£i) 


1,000 

30,000 Deferred Shares 




a, 000 Ordinary (i6s.)* . 


1,600 

at IS. per Share 


1,000 


2,000 Ordinary hi%.r • 


1,100 



3,000 Ordinary (as.)* 


300 



£4.000 




£4,000 







* 



Where there are no arrears of a call made by a Liquidator the 
problem of the treatment of a defaulting shareholder will not arise, 
because, where the loss is equivalent to the same amount per share 
as the uncalled portion, there will be a repajroent equal to the called 
up amount of the fully paid shares ; thus, if there are 2,000 shares 
of £1 each, fully paid, and 1,000 shares of £1 each, 14s, paid, and 
the deficiency is 14s. per share, the former will receive repayment of 
6s. per share and the latter nothing. 

Should the deficiency mentioned above be a lesser figure, even the 
partly called and paid share will obtain a repayment ; thus, if the 
deficiency is 12s. per share there will be a repayment of 8s. per share 

1 As the loss per Ordinary Share is 4s.. the repayments to the ordinary 
shareholders will be the amount paid, Isss 4s. per share, viz. i6s., iis., and 
2s. for liie fully paid, 15s. paid and 6s. paid respectively. 
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and 2s. per share respectively for the fully paid and partly paid 
shareholders. 

Should the deficiency be a greater figure a call will be made to 
cover the deficiency, and as a result there would be no repayment 
to the partly called and paid shareholders ; thus, if the deficiency per 
sWe is 19s. there will be a repa}mient of is. to the fully paid share< 
holders and a call of 5s. upon the partly called and paid shareholders 
to bring their loss of 14s. per share to 19s. 

Illustration. The liquidator has in hand after pa}mient of 

all costs and creditors, but before collecting from the deferred share- 
holders IS. per share on their 10,000 shares of 2s. (is. previously 
called and paid). 

The ordinary share capital is — 

4.000 Shares of £1 each fully paid. | 

5.000 Shares of £1 each 15s. called and paid (except arrears of a 

previous call of 2s. 6d. per Share on 1,000 Shares). \ 

r,ooo Shares of £1 each, 2s. called and paid. 


The loss per Ordinary Share is 3s., so that the fully paid ordinary 
shareholders are entitled to a repayment of 17s. per share, the 15s. 
called and paid to 12s. per share ; but the ordinary shareholders who 
have paid 2s. per share only must pay in is. per share (to bring 
their loss to 3s. per share). 

Dr, Liquidator's Cash Account Cr. 


To Balance of Proceeds . 5,725 

„ Deferred Shares — 

Call of IS. per Share on 

10,000 Shares 500: 

„ Ordinary Shares — | 

Call of IS. per Share on 
x,ooo Shares , 5o| 

<C6,a75 l 


By Repayment of Capitals — 

4,000 Ordny. Shares, x7s. 3>40o| 

4,000 Ordny. Shares, zzs. 2,400 1 

z,ooo Ordny. Shares 9S.6d. 475 1 

[i.e. I2S. less Call un- 
paid 2S. 6d.] 




The deficiency of 3s. is arrived at as follows — 


Share Capital — 

Ordinary (4.000) 
Ordinary 159. (4,000) 
Ordinary zas. 6d.(z,ooo) 
Ordinary as. (x.ooo) 
Deferred zs. (10,000) 


£ 

4.000 

3.000 
635 ‘ 
zoo 
300 




Cash 

Deficiency 


£ 

5 , 7*5 

3,500 


When the call on the deferred U received, the Cash is £6,225 and the Share Capital £8,725 ; but at, 
the Deferred Capital (now £x,6oo) is entirely lost, this Is eliminated and the aeficiency reduced to 
£x,5O0b so that tne lou to the ordinary sharehcdders is — 


t> 5 oo (Deficiencv) 

10,000 (fully-paid Ordinary 


Capital) ^ *<»• - 3 i. por Ordinary Share 


^ 1,000 at 15s. called. 
Less Call in arrear 


£ 

750 

125 




UQtJI0A7K>K 


Ilhistration. X,^ Ltd., is in liquidation, and aft^ pa3ment of s3l 
exponses and creditors in fuU there remains a surplus of £3,850 ex- 
cluding calls in arrears. 

The issued share capital is — 

2.000 Preforonce Shares of £1 each fully paid, havina priority over 

Ordinary and Deferred Shares. ^ 

5.000 Ordinary Shares of £1 each. fuUy paid » having priority over 

5.000 Ordinary Shares of £i each. 15s. paid I Deferred Shwes 

2.000 Deferred Shares of £1 each, 12s. paid. 

A contributory holding 1,000 ordinary shares, 15s. called, failed 
to contribute further to the assets of the company to the extent of 
his unpaid call of 2s. a share. Show Liquidator's Cash Account. 


Dr. Liquidator's Cash Account Cr. 



To Balance (details on lines 
of previous illustra- 
tions) 

,. Proceeds of C^alia— 
Deferred Shares: 
3,000 at 88 . . 


£ 

3.850 

800 


By Preference Share- 
holders . 

„ Ordinary Shareholders 

5.000 at 8 b. . 

4.000 at 3B. . 
z.ooo at xs.> . 


£~' 

3,000 

3,000 

600 

50 


1 

1 






1 1 








The loss per share is 12s. arrived at as follows— 


Preference Share Capital 
Ordinary Share Capital . 


£ 

3.000 

8,750 


Caah. 

Call in Arrear 

Call due from Deferred . 
Deficiency . 




£ 10,750 












_ O.OOO T2<i 

/. IX)S8 = X 20s. = 

10,000 


3^850 

100 

800 

6,000 


Calls in Advance. Where calls have been paid in advance the 
amounts receivable from contributories will be correspondingly less ; 
and when the loss per share is ascertained the amount so paid in 
advance must first be returned in addition to that receivable in 
common with the remaining contributories. 

Illustration. The position of Z, Ltd., in liquidation, in Balance 
Sheet form, before the adjustment for contributories is — 


Balance Sheet 



£ 


£ 

Share Capital issued — 


Cash 

1,260 

1,000 £1. fully paid 

1,000 

Deficiekcv 

400 

1,000 £1, I2S. paid 

600 



Calls in advance — 




400 at 3s 

60 


i 


^i,66o 


£1.660 


1 1,000 shares at 3s. — 2S. call in arrears 
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Show the Liquidator's Cash Account. 


Each contributory loses 4s. a share, i.e. " X 20s. 

Dr. Liquidator's Cash Account Cr. 



To Balanc* 


£ 

1,260 


By Repaymeat of Calk 
mMvaooe — 

400 at sa. 

„ Shareholden — 
z,ooo at z6a. 
1,000 at 8a. 


i 

60 

800 

400 




^Z,26o 




£1,260 










Illustration. On 30th June, 19. ., the liquidator of X, Ltd., hav- 
ing a share capital issued of 5,000 preference shares of £i es^h fully 
paid without priority as to capital, 8,000 ordinary shares of each, 
i8s. paid, and 12,000 ordinary shares of £i each, 15s. paid), had a 
cash balance £1,645. 

A dividend to the unsecured creditors of 12s. 6d. in the £ had 
already been paid as well as the amount due to the preferential 
creditor. 

By 31st December, 19. ., he had realized the remaining assets, 
amounting to £3,100, of which £2,000 was in respect of secured 
creditors of £1,400. All the costs of liquidation were £270. 

The creditors, other than the secured creditors, were — 

£ 


Trade Creditors ..... 

• 4.740 

Gas Board for Gas supplied . 

14 

Salary of Clerk for six months 

138 

Directors* Fees for four months 

200 


Prepare Liquidator’s Final Receipts and Payments Account. 
Dr. Liquidator's Receipts and Payments Account Cr. 



1 

1 

i 1 


£ 

To Balance 

b/d 

2,645 

By Secured Creditors . 


1,400 

„ Realization of Aaaets : 

1 


„ Liquidation Costs . 


270 

General . 


1,100 

„ Dividend of ys. 6d. 



Rt Secured Creditors 


2,000 

j in £ to the Unse- 






1 cured Creditors — 






78. 6d. in £ on 




i 

1 £5,000*. 


1,«75 


i 


1 „ Balance . 

c/d 

1,200 



£4,745 




£4.745 

To Balance 

b/d 

1,200 


By Preference Share* 



„ Proceeda of Calla— 




holders-'- 



Ordinary Shares 




5,000 at 4s. 

i* 

1,000 

12,000 at ZB. . 


600 


„ Ordinary Sharehold- 







era— 







8,000 at as. 


800 



£x.8oo 





- 




' 

. 






* See footnote on page 1233. 
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The loss per share is i6s., computed as follows — 


Deficiency 

FtJLLY-PAID 
Share Capital 


“ («) 


20,000 

25.000 


X 209. — l6s. 


(a) This is shown by preparing rough Balance Sheet, thus— 


(Rough) Balance Sheet 



£ 


£ 

Share Capital issued — 


Cash (after payment of 


5,000 Preference £1^ 


Costs and Creditors) 

1,200 

fully paid . 

8,000 Ordinary £1, 

5.000 

Deficiency 

20,000 

1 8s. paid . 

12,000 Ordinary £1, 

7,200 



159. paid 

9,000 




;^2 1,200 


/21,200 






Receiver for Debenture-holders. A Receiver is an independent 
person appointed by the Court or an individual or group of individuals, 
to take possession of certain property for protective purposes, or 
receive income and profits therefrom and apply them as required. 

Most appointments arise by order of Court, e.g. pendente 

lite, but a mortgagee has power to appoint a Receiver without the 
intervention of the Court, under the Law of Properly Act, 1925, 
Sects. loi and 109 (subject to certain exceptions). 

A Receiver for Debenture-holders may be appointed if the 
Debentures confer that power on the Debenture-holders when their 
power of sale arises, as defined in the Debenture. If no such power is 
contained in Debentures, application must be made to the Court for 
the appointment of a Receiver. 

In the case of Receiver appointed by the Court, accounts will 
be made up in such form and at such times as the Court may direct. 

In regard to a Receiver for Debenture-holders, he may be given 
power to carry on the business of the company in respect of whose 
Debentures he has been appointed, in which case he is called Re- 
ceiver and Manager. 

Under the Companies Act, 1948 (Sects. 366 and 367), neither a 
body corporate nor an undischarged bankrupt can act as Receiver 
or Manager. Where a receiver or manager is appointed in respect 

1 The iii^secured creditors 

Trade Creditors 
Gas Board 

Balance of Salary to Clerk* 

Directors* Fees 


• The Clerk is entitled to be regarded as a preferential creditor for four months (not exceeding £*oo 
« * X £138 - £ 92 , hence the bdance of £46 ranks as unsecured 


£ 

4i740 

14 

46 

soo 

t.OOO 
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of the whole or substantially the whole of the property of an 
English company on behalf of holders of debentures secured by a 
floating charge, then — 

(а) The Receiver must forthwith send notice to the company of 
his appointment.^ 

(б) There shall within fourteen days of the notice (or extended 
time if allowed by the Receiver or Court) be made out and submitted 
to the Receiver a statement in prescribed form as to the affairs of the 
Company; and 

(c) The Receiver must within two months after receipt of such 
statement send a copy of the statement to the Court and the 
Registrar of Companies and also a summary of the statement to 
the latter (accompanied in both cases by such comments as he thinks 
fit) ; to the company a copy of such comments or if he mak^ none, 
a notice to that affect, and to any Trustees for Debenture^olders 
on whose behalf he was appointed and to all Debenture-holders a 
copy of such summary (Sect. 372). 

The Receiver must forward an abstract in the prescribed form 
of his Receipts and Payments within two months after the expira- 
tion of twelve months from the date of his appointment, every 
subsequent twelve months and on ceasing to act, to 

(a) Registrar of Companies. 

(b) Trustees for Debenture-holders. 

(c) All Debenture-holders, (so far as he is aware of their addresses). 

(d) The Company (Sect. 372 (2) ). 

\jh 

The abstract must show, in the case of the yearly return, the 
receipts and payments for the said period of twelve months; in 
that on ceasing to act, the receipts and payments from the end of 
the last twelve-month period to the date of his ceasing to act, and 
the aggregate amounts of his receipts and payments during all 
preceding periods since his appointment. 

The Court may extend the period of two months for delivery of 
the abstract (Sect. 372). 

Such duty of the Receiver to render proper accounts includes the 
vouching of such accounts. 

The statement required to be submitted to the Receiver must— 

(a) Show details of assets, debts and liabilities of the company. 

{b) Show names, residences and occupations of its creditors, 
securities given, the dates securities given and such other informa- 
tion as may be prescribed. 

(c) Be verified by affidavit of one or. more directors aiid the 
secretary of the company at the date of the Receiver's appoint- 
ment, or past or present officers of the company, or those taking 

^ Under the Companies Act, 1948, Sect. 102, the person making or obtain- 
, ing (from the Court) the appointment must notify the Registrar of 
Companies within seven days of the appointment 
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part in the formation of the company within one year before the 
date of the Receiver's appointment, or past or present employees 
of the company within the said year capable (m the opinion of the 
Receiver) of giving the information required, or present officers or 
employees (or those who have been within the said year) of a com- 
pany which is (or within the said twelve months was) an officer of 
the company to which the statement relates (Sect. 375). 

A Receiver appointed out of Court may apply to the Court for 
directions. 

A Receiver appointed out of Court is personally liable on contracts 
entered into with him unless the contract otherwise provides, subject 
to the right of indemnity. The Court has power to fix the remunera- 
tion of a Receiver appointed out of Court, (Sect. 371) bringing the 
position [in the above respect] of the Receiver appointed under an 
instrument in line with that of a Receiver appointed by the Court. 

If the proceeds of sale of the property comprised in the charge 
in favour of Debenture-holders with a floating charge are insufficient 
to meet fully the claims of such Debenture-holders, the sums 
available are to be applied in the following order — 

(1) Cost of realization. 

(2) Other costs, including the remuneration of the Receiver. 

(3) Costs and expenses of the Debenture Trust Deed (including 
the remuneration of the Trustees under the Deed if the Trust Deed 
provides that such remuneration be a first charge on the amounts 
realized from the debenture-holders’ security). 

(4) Plaintiff’s costs of action. 

(5) Preferential creditors.^ 

(6) Debenture-holders. 

(re Glyncorrwg Colliery Company.) 

General Illustration. On page 1236 is the Balance Sheet (abridged) 
of Y, Ltd., at 31st December, 1952. 

The mortgage was secured on the real property and the deben- 
tures were secured by a floating charge on the assets of the company. 

The company being in a precarious condition, a receiver was 
appointed by the debenture-holders: a liquidator was also appointed. 
The mortgj^ees realized their security for £4,000. 

The receiver seized certain of the assets amounting to £37,000 
and sold them for £34.000. The bank had the gu^antees of the 
directors totalling £2,000, in addition to their life policies amounting 
to £300. The directors duly honoured their obligation to the bank. 
The balance of the assets realized five-sixths of their book value. 
The respective costs and remuneration of the receiver and liquidator 
were £600 and £400. The preference shareholders were entitled to 
be repaid 20s. in the £ in priority to ordinary shareholders. 

Prepare Receipts and Payments Account of the receiver and 
liquidator. 

^ The date by reference to which priority is to be ascertained is the date 
of the appointment. 
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Balance Sheet 


Iiso«d Share Capital — 

10,000 Preference 
Shares oi £1 each, 
folly paid . 

10.000 Ordinary 

Shares of each, 
fully paid . £10,000 

5.000 Ordinary 
Shares of£i each. 


17s. paid 


4>250 


6% Debentures . 

Loan on Mortgage 
Bank (No. 1) Ac- 
count. . Cr. £4.500 
Less Bank (No. 2) 

Account . Dr. 2,000 


Trade Creditors 
Commissioners of In- 
land Revenue — 

1950- 51 • iL 5 oo 

1951- 52 . 500 






Sundry Assets . 

52,900 


Preliminary Expenses 

1,000 


Profit and Loss Account . 

3.350 

10,000 

Real Property . 

5.000 

14*250 



25.000 

3,000 



2,500 


\ 

5.500 


1 

1 

2.000 


i 

1 

£62.250 


1 ^62,250 





Dr. Receiver ’s Receipts and Payments Account Cr. 


To Sale of Assets 
(specified) . 

., Surplus from Mort- 
gagees* 


1 

34.000 

1,000 


By Coats .£ ? 

„ Remuneration ? 

„ Preferential Credi- 
toxa — Income Tax 
1950-51 • 

„ Debenture Holders 
„ Balance to Liquid- 
ator . 


£ 

600 

x,soo 
as, 000 

7,900 



£35.000 




£33,000 









Dr. Liquidator's Receipts and Payments Account Cr. 



To Receiver 
„ Sundry Assets 


£ 

7,900 

13.250 


By Coats . 7 

„ Remuneration ? 

,, Unsecured Cred- 
itors in full (as 
per Schedule) . 

„ Preference Share- 
holders . 

„ Balance 

c/d 

£ 

400 

8,500 

10,000 

2,250 




£21,150 


By Ordinary Share- 
holders — 

10,000 at 4S. . 
5,000 at IS. . 
(48.-38.3 


£21,150 


To Balance. 

b/d 

2,250 


> 

2,000 

250 

i 



£2,230 



£2,250 


^ It is not stated whether this is "net," after deduction of realization 
expenses. The proceeds should be entered " gross " and the costs thereof 
entered as payments. 
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Comxnissionors of Inland Revenue — 

Income Tax, 1951-52 (subject to adjustment) . 
Bank £2,500, less Guarantees and Life Policies £2,500 

Directors . 

Trade Creditors 


£ 

500 

200 

2,300 

5.500 


£8.500 


The loss on each share is i6s. calculated in the ordinary way. 

[Note.] If there is a balance remaining on hand, it must be paid to the 
Companies Liquidation Account at the Bank of England before dissolution 
of the company. 

Settling the List of Contributories. Contributions by ** B Contribu- 
tories. The liquidator may call upon the B contributories (in case 
of default by the contributories) to pay in money to meet the 
debts and costs in respect of debts existing at the date they ceased 
to be members. The “B** contributories are those contributories 
who have ceased to be members within one year from the date of 
the commencement of the liquidation, the “A” contributories being 
the present members. 

Illustration. In a liquidation which commenced on ist February, 
1953, the imsecured creditors were £1^,000. 

The following are the material details of the contributories appear- 
ing on the “ B ” list — 



No. of Shares 

Date of Ceasing to 
be Member 

Creditors Out- 
standing at Date 
of Ceasing to be 
Member 

A 

1,000 

ist August, 1952 

i 

500 

B 

1.500 

ist September, 1952 

750 

C 

300 

ist October, 1952 

800 


200 

15th December, 1952 

950 


The above creditors had received no payment at the date of the 
liquidation. 

The shares are of £1 each, 12s. paid. 

Assuming that the contributories on the '*A*' list completely 
default, and that the liquidator realizes a further £1,14^ bs. 8d., 
show the amount of the dividend to the unsecured creditors. Ignore 
expenses, costs, and remuneration of the liquidator. 

The " B contributories duly fulfil their obligations. 

[This illustration is continued on page 1240.] 



STATEMENT as to the afiairs of . . 


on the 19 the 

and liabilities expected to rank. 


Assets not Specifically Pledged (as per list “A”) 

Balance at Bank 

Cash in hand 

Marketable Securities 

Bills Receivable 

Trade Debtors 

Loans and Advances 

Unpaid Calls 

Stock-in-Trade 

Work in Progress 


Estimati 

Realizab 

Values 

£ 


Freehold Property .... 

Leasehold Property 

Plant and Machinery .... 
Furniturei Fittings^ Utensils, etc. . 

Patents, Trade Marks, etc. . 

Investments other than marketable securities 
Other property, viz. — 


Assets Specifically Pledged 
(as per List “B”) 

Freehold Property . 


(«) 

Estimated 

Realizable 

Values 

{b) 

Due to 
Secured 
Creditors 

Deficiency 
Ranking 
as Un- 
secured 
(see next 
page) 

Surplus 
carried to 
last 

column 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 






Estimated surplus from Assets specifically pledged 

Estimated Total Assets available for Preferential Creditors, Deben- 
ture-holders SECURED BY A FLOATING CHARGE, AND UNSECURED CrED- 
ITORS* (carried forward to next page) £ 


Summary of Gross Assets 
Gross realizable value of assets specifically pledged. 
Other Assets 



Gross Assets 



liinitad . 


of the Winding-up Order 

directed by the Official Receiver estimated realisable values 


Estimated Total Assets available for Preferential Creditors, Deben- 
ture-holders SECURED BY A FLOATING CHARGE, AND UNSECURED CRED- 
ITORS* (brought forward from preceding page) .... 



Liabilities 

(to be deducted from surplus or added to deficiency, 
as the case may be) 

Secured Creditors (as per List “B”) to extent to which claims 
are estimated to be covered by Assets specifically pledged 
(item (a) or (b) on preceding page, whichever is the less) 

[Insert in Gross Liabilities” column only.] 
Preferential Creditors (as per List “C”) .... 

Estimated Balance of assets available for Debenture-holders 
secured by a floating charge, and Unsecured Creditors* . i 
Debenture-holders secured by a floating charge (as per List” D ”) 

Estimated Surplus/Depiczency as regards Debenture-holders* £ 
Unsecured Creditors (as per List ”E”) — £ 

Estimated unsecured balance of claims of Creditors 
partly secured on specific assets, brought from 
preceding page (c) ... . 

Trade Accounts 

Bills Payable 

Outstanding Expenses 


Contingent Liabilities (state nature)- 


Estimated Surplus/Deficiency as regards Cred- 
itors* being difference between : £ 

Gross Assets brought from preceding page (d) 
and 

Gross Liabilities as per column (e) 


Issued and Called-up Capital 

preference shares of each 

. . . . called-up (as per List ”F”) . 

. .. ordinary shares of .... each 
called-up (as per list ”G”) . 


£ 


Estimated Surplus/Deficiency as regards Members* (as per 
List”H”) £ 

These figures must be read subject to the foUowing notes — 

(i) (/) There is no unpaid capital liable to be call^ up Of 

(e) The nominal amount of unpaid capital liable to be called^ up is 
£ estimated to produce £ which is/is not 

charged in favour of Debenture-holders. 

(a) The ettimatei are subject to costo ol the wtoding-up ^ to say 
surplus or deficiency on trading pending reahsaticii of the Assets. 


Strike out 

(/) or (*) 


4»HB.so83) 
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Statement of Liability of Contributories 


Creditors 

Outstaodiag 

^ ^ 1 

B 

^ 1 

° 1 

Cash 

£ *. 

4 . 

Shares 

£ 

d. 

Shares 

£ 

d. 

Shares 


». 

d. 

Shares 

£ 


d. 


1,000 



X,500 



300 




200 






£ 

mrnmim 






m^mm 










(I) . . 500 

(a) 

166 13 

4 


230 0 

0 


50 

0 

0 


33 

6 

8 

500 0 

0 

(a) . . 250 





187 10 

0 


37 

10 

0 


25 

0 

0 

250 0 

0 

( 3 ) . 50 








30 

0 

0 


20 

0 

0 

50 0 

0 

(4) . . 130 

(6) 











X 

13 

4 

X X 3 

4 

Total . £950 

















MM 














£ 

801 X3 

4 


( 

Notes, (fl) The liability in each case is in proportion to the shareholding as at 
the date of ceasing to be members in respect of debts outstanding on ithat date, 
e.g. in (a) the liability of each *' B contributory is ; j/V I ^ of ^500. 

(fe) Although the amount required to be contributed solely by l 5 appears 
to be :^i5o (the others not being liable because they were not members at the 
15th December, 1952, the date of the extra £130 outstanding) yet the sum 
claimable from him is ;£i 13s. 4d., inasmuch as his maximum liability to the 
company is £80, being 8s. in £ on 200 shares ; and having already contributed 
£78 6s. 8d. [items i, 2, and 3] he can be called upon to pay only £i 13s. 4d. 

It may be noted that C's maximum liability is 8s. in £ on 300 shares, viz. 
£120, so that whatever be the amount of the creditors in item 3, the liquidator 
could have claimed from C only £32 los., i.e. £120 less already contributed 
£87 los. [items i and 2]. 

The cash received into the general funds of the company is £801 13s. 4d., 
which together with £1,148 6s. 8d. makes £1,950 available for unsecured 
creditors of £13,000, i.e. 3s, in £. 

Statutory Forms, The most important statutory forms in 
liquidation are — 

(1) Statement of Affairs and Deficiency Account in Compulsory 
Liquidation. 

(2) Declaration of Solvency embodying a Statement of Assets 
and Liabilities in a Member's Voluntary Winding-up. (See Sect. 283 
Companies Act, 1948.) 

(3) Statement of Liquidator's Receipts and Payments. 

(4) Liquidator's Statement of Accounts (when the property of 
of the company has been disposed of). 

Forms (i) and (2) are reproduced on pages 1238-9 and 1241-3. 





% 

s 


s 


124X 


Net trading pnj6ts or losses as shown Deficiency or Surplus Account above 



DECLARATION OF SOLVENCY 


(a) "all the" 
or “the maj- 
ority of the” 
as the case 
may be. 


(6) Insert 
a period of 
months not 
exceeding 
twelve. 


ff) Of Notary 
Public Of 
Tustloc of the 



We,. 


of 


being (a) Directors of. i 

.... \ 

do solemnly and sincerely declare that we have made a fuil inquiry mi 

the affairs of this company, and that, having done so, we have formq 

the opinion that this company will be able to pay its debts in full withj 

a period of (6) . . months, from the commencement | 

I 

of the winding-up, and we append a statement of the company’s assei 

and liabilities as at .. 19. 

being the latest practicable date before the making of this declaratioi 
And we make this solemn declaration, conscientiously believing tl 
same to be true, and by virtue of the provisions of the Statutoi 
Declarations Act, 1833. 

Declared at 

the day of 

One thousand nine hundred and 
before me. 


(c) A Commissioner for Oaths, 



,cniciit as at ....19, . 

Aring Assets at estimated realizable values and Liabilities expected to rank 


ASSETS AND LIABILITIES 


ets— 

alance at Bank 
ash in hand 
arketable Securities 
ills Receivable, 
rade Debtors . 
oans and Advances 
npaid Calls 
tock-in-Trade . 

/ork in Progress 


Estimated to 
Realize w to 
Rank for 
Payment 
(to nearest £) 


i 


reehold Property 

easehold Property 

lant and Machinery 

urniture, Fittings, Utensils, etc. 
atents, Trade Marks, etc. .... 
ivestments otlier than marketable securities 
ther property, viz. ; 


Estimated realizable value of Assets 

aiLITIES — 

jcured on specific assets, viz. : 


’.cured by Floating Charge (s) 

stimated Cost of Liquidation and other expenses in> 
eluding interest accruing until payment of debts in full 


nsecured Creditors (amounts estimated to 
rank for payment) — 

Trade accounts . 

Bills Payable 
Accrued Expenses 
Other Liabilities : 


I 



Contingent Liabilities : 


stimated Surplus after paying Debts in full . . • • 


emarks : 
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The differences of detail between the Deficiency Account m 
bankruptcy and compulsory liquidation are— 

BANKRUPTCY COMPULSORY LIQUIDATION 


Commeocing Excess of Assets over Lia-! Assets oyer Capital and 

item bilities [or conversely] Liabilities (or vice versa). 

Date of com-| One year before the Re-| Three years before the Winding- 
mencingitem ceiving Order— 01 as' up Order, or as the Official 
Official Receiver other-| Receiver directs, where the 
wise orders. company has been in existence 

for at least a period of three 
years, otherwise from the date 
of formation, unless the Official 
Receiver otherwise directs. 

Details . (a) Net Profit (or Loss), j See form on page 124!. 

(6) Otherprofits (or losses)! ' 

including those arising! 
out of the valuations 
of Assets and Liabili-! 
ties in the Statement 
of Afisiirs. 


So far as the details in the Statement of Affairs are concerned 
Debentures will not occur in Bankruptcy; nor Deferred Debts in 
Liquidation. 

Liquidator Carrying on Business. When the liquidator carries on 
the company’s business he must keep a trading account and cash 
book including all receipts and payments. Costs and expenses 
properly incurred in the course of the liquidation are payable in 
priority to the liquidator’s remuneration. Taxation arising by 
reason of the business being carried on by the liquidator is included 
in this class of expense and the Crown therefore takes priority to 
the liquidator (In re Beni-Felkai Mining Co., Ltd.). This priority 
must be distinguished from the preferential claim for taxation due 
at the commencement of the winding up which falls within the 
general class of preferential creditors referred to earlier in this 
chapter and which rank after the liquidator’s remuneration. 



CHAPTER XXXII 
MANUFACTURING ACCOUNTS 

In previous chapters no reference has been made to the preparation 
of the final accounts of a manufacturer. 

These accounts will, in addition to the Trading and Profit and 
Loss, contain a separate section from which will be ascertained the 
cost of manufacture of the goods or articles. Such information will 
be prepared on the usual double entry lines, and in almost all well- 
f'rganized concerns will be linked up with an efficient costing system. 
The limits of space will not permit of any detailed explanation of 
Cost Accounts, embodying, as they do, an exceptional number of 
technical features ; so that no reference will be made thereto except 
in so far as is required to make the present chapter comprehensible. 

The “Manufacturing Account" is the account employed to show 
the cost of manufacture or production : and, ignoring for the present 
the question of quantities or units produced, the rules for compila- 
tion may be summarized thus — 

(1) The cost of goods consumed is ascertained by means of inset 
figures or a separate sub-account containing (a) commencing stock 
of raw materials ; {h) raw materials purchased ; (c) carriage of raw 
materials; less {d) closing stock of raw materials; and {e) by- 
products and/or rejected raw material. The items (a), (h), (c) are 
debits, and (d), [e) are credits posted in the usual way from the 
Ledger Accounts. Unfortunately, students tend to lose sight of 
the essentially simple factors, especially where the credit item 
takes the form of a deduction in.stead of being presented in the 
familiar way. 

(2) To the total of (i) are added the wages of employees whose 
work is such that it is directly identified with manufacture, such 
expenditure being known as direct wages. The total now presented 
is the prime cost. It may here be stated that authorities on this 
subject hold divergent views on the precise meaning of the term, 
some maintaining that depreciation of machinery may be justifiably 
included in the prime cost; but on this and other controversiaJ 
topics the student is advised to conform to the orthodox method, 
making such comments as are desirable in connection with the con- 
troversial points — ^unless, indeed, an opinion is definitely called for. 

(3) To the prime cost are added the factory ^ or works or indirect 
expenses of manufacture, which will include some or all of the 
following, according to circumstances — 

Works power, rent, rates, heating, lighting, depreciation of 
machinery (connected with manufacture), works internal transport, 

* Alternatively described as Factory Oncost. 
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works manager's salary, j^oportion of directors' r^uneration. 
proportion of cost of experiment, repairs to works, store keeping, 
and other indirect wages. The total now presented is the gross 
works cost of manufacture, 

(4) The partly finished goods or work in progress, as distinct from 
completely manufactured goods, must now be brought into account. 
The work in progress at the commencement of the period will be 
debited, and the work in progress at the close of period be credited 
(and debited to Work-in-progress Account) or the two figures may 
be shown in inset form, the net difference of which will be either 
added to or deducted from the total as ascertained in (3). The 
difference, as mentioned, will be deducted where it reflects an 
INCREASE of work in progress at the close over that at the copimence- 
ment. and added where it reflects a decrease. The result arising 
from this entry gives the net works cost of manufacture. \ 

(5) Where there are by-products or rejected material, thA amount 
thereof (usually at estimated realizable value) is deducted before 
arriving at the net works cost of manufacture. The deduc^on will 
be made either from the raw materials purchased or from the gross 
cost according to circumstances. 

The net works cost of manufacture will be transferred to the 
Trading Accoimt and will be treated therein just as goods purchased 
in the case of a non-manufacturing concern. The Trading and 
Profit and Loss Account may be prepared on the usual lines or a 
further subdivision thereof made, e.g. in three sections — 

(a) The administration expenses are added to the works cost of 
manufacture in order to obtain the total cost of manufacture. 

(6) This section, which is the Trading Account, commences with 
the stock of finished goods at the commencement of the period, to 
which is added the total of (a) ; the credit side includes sales of 
finished goods and stock of finished goods at the end of the period, 
the balance giving the gross profit on goods sold (or gross loss). 

(c) The b^dance on (b) is carried down into this find section and 
the selling and distribution expenses are debited, leaving the net 
result of the period. This is the ordinary Profit and Loss Account. 

Quantities. Where quantities of goods enter into the question, 
it is necessary to observe the following general principles — 

(1) Columns to record quantities should be ruled. 

(2) Quantities of goods will be compiled on the ordinary prin- 
ciple, viz. the commencing quantity plus that received should equal 
the quantity transferred or sold plus that remaining on hand at the 
dose. 

(3) Quantities of raw materials and work in progress wi^ appear 
only in the Manufacturing Account, but quantities of finished goods 
may appear in both the Manufacturing and the Trading Account. 

(4) V^ere, as is frequently the case, incomplete data is furnished 
in the question, it is necessary to piece together such links of in- 
formation disdosed, and to this end, unless the facts in the question 
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definitely state otherwise or the inferences are inconsistent therewith, 
the student shoidd assume that the opening and closing stocks are 
valued on a uniform basis. This applies particularly to stock of 
finished goods. 

In the vast majority of cases the information required to disclose 
quantities, although incomplete, is such that the required figure is 
ascertainable by building up the accounts in skeleton form. The 
varieties of problems are so numerous that no rule can be enunciated 
to cover them, and constant practice is necessary to enable a student 
to become proficient in readily perceiving the connecting links. 

As an extremely simple example, a question may disclose the 
fact that 1,000 units have been sold at £2 each; that the opening 
and closing stocks of finished goods were 200 and 100 units respec- 
tively valued at £1 los. each. This will automatically disclose the 
fact that apart from exceptional circumstances the influx of finished 
goods is 900 units from the manufacturing section, this being the 
balancing figure of quantities. 

This aspect of Manufacturing Accounts is important, and several 
illustrations will follow in order that the student may become 
thoroughly familiar with the method of obtaining complete accounts 
from incomplete data. 

(5) Where there is a discrepancy in quantitative results the 
amount thereof should be shown as a separate item so that the 
quantity columns balance. 

Illustration. The following items appear in the Trial Balance of a 
company as at 30th June, 19. . — 



Dr. 


Dr, Cr. 


i 


L 1 

Stock, isi January, 19..— 


Depreciation (contd .) — 


Finished Goods (1,600 


Factory and Buildings 

400 

tons) . 

16,380 

Lease of City Office . 

500 

Work in Progress 

1,000 

8,640 

Factory Wages 

156,000 

Raw Materials . 

„ Oncost . 

12,000 

Chemicals 

390 

Sales (35,400 tons) 

400,000 

Purchases — 

Raw Materials . 
Chemicals (net price) . 

142,620 

12,370 

Carriage Outwards 
Salaries 

General Expenses 

Trade Discounts on 

2,320 

22,400 

18,310 

Depreciation — 


Materials 

3.400 

Plant 

16,000 

Cash Discounts aUowed 

5,100 


Stock, 30th June, 19. . : Finished Goods, 1,200 tons, ^12,380. 

Raw Materials, £6,S6o ; Work in Progress, £2,000 ; Chemicals, £760. 


Prepare accounts of the results of the operations for the half-year 
ended 30th June, 19. .. (See page 1248.) 

It will be observed that the Trading Account in this illustration 
has been debited with actual cost, but the practice frequently 
obtains to charge up trading with the outside** cost, that is, the 
cost as if the finished goods had been purchased from suppliers 
instead of being manufactured in the proprietor's own factory. 



Manufacturing, Trading, and Profit and Loss Accounts for the Half-year ended 30TH June, 19. 


1 1 ii 

A 

? 

5 

1. ^ 

«n « 

V 

r> 

a 

g §.§ 

B 

1 

« 


c/d 

b/d 

1 

By Cost of Manolacture 

‘ 35,000 tons at £9‘6t per too 

By Sales 

M Stock 

By Gross Profit .... 



0 0 

^00 a 

55 

ao 00 

'«r 

H 
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M 
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<0 M 
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II 
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II 
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1 

vO 
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3OT) 

ja'tT 



<5 


1^48 


^ This quantity figure constitutes the connecting link for quantities of finished goods. 
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The principle is similar, but there will be required additionally — 

(1) A transfer from the Manufacturing Account to Profit and 
Loss Account in respect of Manufacturing Profit for possibly Loss), 
thus : if a profit — 

Debit Manufacturing Account. 

Credit Profit and Loss Account. 

If a loss — 

Debit Profit and Loss Account. 

Credit Manufacturing Account. 

(2) An adjustment for unsold finished stock in the selling depart- 
ment (or trading section), because until the goods are sold there is 
no real profit, although internal profit may have arisen as a result 
of the transfers of finished goods at loaded prices from the manu- 
facturing section to the trading section. These adjustments are 
dealt with below. 

(3) Where, in addition to trading in goods manufactured in one's 
own factory, similar goods have to be purchased from others, the cost 
will be charged to Trading Account in the ordinary way. This 
point is illustrated on page 1251. 

Illustration. One hundred imits of goods are manufactured at a 
cost of £2, all of which are transferred to Selling Department at 
£2 los. a unit. Selling Department expenses are 4s. a unit sold. 
Sales are £110, representing a selling price of £2 15s. a unit. 

Show Manufacturing Account and Profit and Loss Account of 
Selling Department. 

Dr. Manufacturing Account Cr. 





Units 

1' j 

£ 1: 

By Transfer to Sell- 


Units 

£ 


To Cost . 


zoo 

aoo j| 1 





,, Profit and Loss 



ing Depart- 





Account . 



50 |l 1 

ment 1 


lOO 

ajo 




100 

£*50 ; 



zoo 

£*30 


Dr. 


Selling Department 
Profit and Loss Account 


Cr. 




Units 

£ 

To Transfer from 




Manufacturing 
Account . 


100 

350 

Selling Expenses . 
„ Frofit and Loss 



8 

Account . 



3 



100 1 

fa«o| 


By Sale* . , 

„ stock at "Coit” I 


1 

1 

Unite 

40 

60 

■"■£"' 

110 

Z50 

I 

zoo 

£a6o 

1 





Dr. 


General Profit and Loss Account 




£ 


T'> Provision for Profit <Mk 

1 



Unsold Stock . 


30 


,, Balance — Profit 


33 




£5* 



Cr, 

~ 


By Transfer — Profit from : 
Manuiacturing Ac- 
count . 

Selling Department . 


50 


i5* 


^ This is arrived at by talcing do units ai lua. t' 

less true price £2] ; or biing one-fifth of £15° a® loading » *5 per cent 
of cost, wUch is 20 per cent of selling price. Both calruUitions give £30. 
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If the manager is to take a proportion of the profits of the Manu- 
facturing Department, it is part of the cost, so that the true cost 
will be increased by the amount given to the manager. To take an 
exaggerated supposition, if the manager took all the profit the true 
cost would be £250, i,e. £2 los. a unit, so that the loading " over true 
price is nil. Hence there will be no provision for profit on unsold 
stock, and the credit to General Profit and Loss Account disappears, 
the £50 being credited to the personal account of the manager. 

It will be seen, therefore, that the greater the proportion of manu- 
facturing profit given to the manager, the lesser is the loading. 

Illustration, ^e same facts as in the preceding illustration, 
except that the manager is to be credited with 20 per cent of the 
profits of the Manufacturing Department. Show the accc^unts. 

The manufacturing profit will be £40 only, £10 being transferred 
to the credit of the Manager. The Selling Department profit and 
Loss Account remains unaffected. \ 

Dr. General Profit and Loss Account \ Cr. 

40 

* 

£4* 


To Provision for Profit on 
Untold Stock ^ . 
Balance — Profit 

i 


£ 

*4 

z8 


By Transfer Profit from — 
Manufacturing Ac- 
count 

Selling Department 

1 

1 

I 


£ 45 * 



!i 


The results can readily be proved by the following rough account 
built up by ignoring the loading — 

Dr. Profit and Loss Account Cr. 



Illustration. A company has three departments: mill, factory, 
and selling. The goods manufactured by the mill are invoiced to 
the factory at 20 per cent on mill cost, and the factory sells to the 
Selling Department at a profit of 10 per cent on factory cost. From 
the following details prepare accounts — £ 

Cost of Goods (Mill) ....... 50,000 

Opening Stock of Mill Goods in Factory at *' loaded*' price . 6,540 

Closing Stock of Mill Goods in Factory at "loaded" price . 12,540 
Other Purchases and Expenses of Factory. . 13,500 

Selling Department Expenses ...... 5,650 

Closing Stock of Factory Goods in Selling Department at 

" loaded " price ........ 52,275 

Opening Stock of Factory Goods in Selling Department . nil 
Sales 65,625 


^ This is arrived at by taking 60 units at los., Uss one-fifth, that is, 60 at 
Ss., or £2^, It is clear that the true cost of too units is £210, viz. £2 2s. each, 
as against the internal invoice price of £2 los., disclosing a loading of 8s. 

* This is arrived at by taking 60 at £2 2S. ; gr ^ x £210. 
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l>r. Mill Manufacturing Account Cr. 


To Cost 

f. General Profit and Loit 
Account 


£ 

50.000 

10.000 


By Transfer to PactoiY . 


fiofooo 



^6o,ooo 




iC6o,ooo 









Dr. Factory Manufacturing Account Cr. 


To Goods — 

Stock (Opm- 
ing) . i 6.540 
Purchases 60,000 


i 


By Transfer to SeUing De* 
partment 


i 

74,250 

66,340 

Lm Stock 
(Oosiiig) xa,540 

„ Other Purchases and 
Expenses 


54,000 

13.500 





„ General Profit and Loss 
Account 


67,500 

6,750 







£74,250 




£74,230 









Selling Department 

Dr. Profit and Loss Account Cr. 


To Transfer from Factory 
„ Selling Department- 
Expenses 

„ General Profit and Loss 
Account 


£ 

74,250 

5,650 

8,000 


By Sales 

„ Stock at ''Cost'* 


£ 

63,633 

28,373 



£87.900 




£87,900 









Dr. General Profit and Loss Account Cr. 


To Provision for increase 
of Mill Stock in 
Factory 1 x £6,000 
[£ia,540“ £6.540] . 
Proviskm for Increase 
of Factory Stock in 
Selling Department: 

of Mill Stock in SeU- 
ing Department (a) . 
„ Balance—Profit. 


£ 

1,000 

8,085 

e.700 

19,023 


By Profit- 

Mill .. . 

Factory 

Selling Department . 


IS 

m 



£34,750 




£•4.750 
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(a) The computation is as follows — 

The true cost of Factory Goods (for which a provision has been created) 
is £22,275 less ^ thereof = £20,250. 

But the true cost of Factory Goods is made up of the following — 

£ 

Mill Goods .... 54.000 
Other Goods, etc. . . . 13,500 

£67,500 


This shows a ratio of 4 : i, thus for every £i of Factory Cost, four-fifths 
represents Mill Goods at loaded price; hence | x £20,250 is attributable to 
Mill Goods at the cost to the Factory, that is, at loaded price. This amounts 
to £16,200. As this figure includes mill profit, it is necessary to create a 
provision for its elimination of J of £16,200 = £2,700, | 


[The final provision may be arrived at, alternatively, by taking the increase of goods ic| Selling De- 
partment, dividing it 1^ the total tranter value from factory, and multiplying by thk loading of 
Mill Goods m factory. Thus — \ 


Increase of goods 
Transfer value from factory 


X Mill loading in factory 


2 ^ X 

,250 


54 »ooo 

6 


- /o X 9.000 


- £2,700.] 


It is clear that the loading on £54,000 is £9.000, so that if there is no 
increase of factory stock in the Selling Department, no provision is necessary ; 
if, on the other hand, no sales were mstde, there would be an increase of 
factory stock in the Selling Department of all the factory goods, so that 
the whole of the loading of £9,000 would require to be provided for. As in the 
above case the increase of factory goods in Selling Department is three-tenths, 
the provision is x £9,000 = £2,700. 

General Illustration. M, Ltd., has two departments, one manu- 
facturing, the other merchanting. Stocks are issued from a central 
store to both departments. You are required to compile quantitative 
and financial Manufactming and Trading Accounts to show the 
profit or loss on each department from the following figures — 

Quantity 
in lb. £ 

Stock of Raw Materials in stores at beginning of year 5.680 852 

Purchases. ....... 250,080 38,554 

Stores issued — 

Manufacturing Department 152,640 

Merchanting Department .... 100,000 
Works Charges — 

Materials ....... 3,000 

Wages ....... 4,000 

Expenses ....... 1,300 

Depreciation ...... 1,000 

Stock of Manufactured Goods at beginning of year. 10,040 4,016 

Stocks at close of year — 

Raw Materials in Stores . . . . ^.120 ^481 

Manufactured Goods in Manufacturing Dept. . 2,680 1,072 

General Expenses — 

Manufacturing Department .... 2,100 

Merchanting Department .... 900 

Buying expenses to be apportioned on the basis of 
the quantities lespectively used in each Dept. . 


2,000 
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SsJcSf— 

Manufacturing 

Merchanting *..!** 
Sales of Waste Products by Manufacturing Dept. . 


Quantity 
in lb. 


50.080 


i 

44.884 

17.500 

834 


Interest on capital at 5 per cent per annum to be charged to each 
department on the basis of capital employed, namely, /2o,ooo and 
£16,000 respectively. 


Stores Account Cr. 




Lb. 

Pence 
per lb. 




Lb. 

¥ 

h 





To Stock of 
Raw Ma- 
terials 

„ Purchases 

5,680 

250,080 

36*0 
37 0 

£ 

85a 

3«.554 

s. 

0 

0 

00 


By Issues— 
Merchan- 
ting De- 
partment 
Manulac- 
t u r 1 a g 
i Depart- 

ment 

„ Stock of 
Raw Ma- 
terials 
c/d 

100,000 

158,640 

3,130 

370 

£ 

13.407 

23.517 

481 

t. 

6 

14 

0 

d, 

0 

0 

0 



855.760 

£ 

39.406 

0 

0 



255.760 

£ 

39.406 

0 

0 


To Stock of 
Raw Ma> 
tenals 

b/d 

3 ,X 30 

37-0 

481 

0 

0 









It is assumed that stocks are issued proportionately to materials 
used and to the departments on the basis of “first in, first out.“ 
Thus the 5,680 is first issued, proportionately to materials used. 

The buying expenses are to be apportioned between the depart- 
ments in the ratio of materials used, so that the total could be 
charged to Stock Accoimt and the issues would then be loaded in 
the correct proportions. 


Df, Profit and Loss Account Cr. 


To Balance 

c/d 

£ 

6,849 


By Net Profit— £ s. d. 





Manufact- 
uring Dept. 5,447 x8 10 

b/d 








Lass Losa— 

Merchant 

iof Dept. 398 x8 10 

b/d 






„ Intereat on Capital 




£6.849 




£6.849 





By Balance 

b/d 

6,849 


^ From page 1255. 


Manufacturing Account 



xa54 


1 To page 1255. 
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Illustration. Four companies entered into a pooling agreement 
under which they were to pay into a joint account their profits of 
each year* 

The amount of the joint pool was to be applied first in making 
good the amount of any deficit of a member and then the balance 
was to be divided among all the members in proportion to their 
share capital. 

The results of the first year of the arrangement were — 


A B C D 


Share Capital . 
Sales 

Opening Stock 
Closing Stock . 
Purchases 
Expenses 


£ 

£ 

£ 

£ 

160,000 

150,000 

120,000 

270,000 

45,000 

62,000 

32,000 

140,000 

4,000 

6,000 

9,000 

20,000 

5,000 

8,000 

4,000 

16,000 

19,000 

33.000 

18,000 

f 0,000 

15,000 

23,000 

13,000 

% j,ooo 


Make up the Pool account showing the amounts each\member 
will pay in or draw out. \ 

Another company, E, is invited to join the Pool. Its profits are 
£16,000 on a share capital of £300,000. 

Calculate what benefit, if any, there would be to E if it joined the 
Pool on the assumption that, if E joins, economies amounting to 
£9,000 a year can be made in the expenses of the five companies. 


Statement of Profits 




A 

B 



C 

D 


£ 

£ 

£ 

£ 

£ 

£ 


£ 

Sales .... 


45,000 


62,000 


32,000 


140,000 

Less Opening Stock 

. 4,000 


6,000 


9,000 


20.000 

80.000 


Piuchases 

. 19,000 


33.000 


x8,ooo 




23,000 


39,000 


27,000 


100,000 


Closing stock 

3,000 


8,000 


4,000 


X 6,000 



18,000 


31,000 


23,000 


84,000 


Expenses 

. 15,000 

33,000 

23,000 

54,000 

13,000 

36,000 

37,000 

121,000 


Profit 

£i2,ooo 

Profit 

II 

Loss 

£4,000 

Profit 



Total Profits (net) £ 35,000 

Total Share Capital £700,000 

Percentage on Capital ...... 5% 


Vr, 


To Deficit— C 
„ Balance, divisible pro* 
portion to Capital — 
. 160,000 

A — ‘ — X £35,000 . 
700,000 

[5% on £160,000] 


B 


150,000 


X £33»ooo 


700,000 
(5% on £150,000] 
_ xao,ooo . 

C — ■ — X £33,000 
700,000 

[5% on £xao,ooo] 
_ 970,000 - 

^ £35,000 

700,000 

[5% on £370,000] 


Pool Account 


£ 

4,000 


8.000 
7,500 

6.000 
13,500 


SHm 


000 


By Profits — 
A . 
B . 
D 


Cr . 

12.000 
8,000 

19.000 


£39i2£i 
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A therefore pays in net £4*000, B £500 and D £5,500 making a 
total of £10,000 which C draws out. 

If E joins the Pool, the total capital and profits will be — 

Capital Profit 

A, B, C, and D . 700,000 35,000 

Add^ . . . 300,000 16,000 

„ Economies . 9,000 

;fi,ooo,ooo ;f6o,ooo [6% on total Capital] 
E's share of the total profits will be — 


— — X /6o,ooo 
1,000 

Deduct E’s existing profit . 

Benefit to E by joining Pool 


Note . — The previous return on B’s Capital was 
Under the Pool it will be . 


5i (£16,000 on £300,000) 
6 (£18,000 on £300,000) 


Gain of t% on £300,000 •= £2,000 

[In practice, the item of expenses would be segregated into Manufacturing, Administrative, Selling 
and Distribution Expenses.] 

Illustration. The following summary is prepared from the accounts 
of the Packing Manufacturers, Ltd. for the year 19. . — 

£ 

Material consumed .... 30,000 
Wages of Operatives . • 12,100 

Overhead Expenses .... 8,000 


Net Profit . 


• £55,00^ 


The following material facts exist — 

(1) The year is a normal year. , r v • u 

( 2 ) All operatives are paid on the basis of a 44 hour week of which 
four hours are taken up each Saturday morning for general clearing 

up and maintenance. . 

(3) The materials used vary considerably in quality and 

(4) A small portion of the materials purchased is merchanted 

and sold at a profit of 5 per cent on cost. _ 

(5) No special sales staff is employed on this portion ot tHe 

company’s business. . xu . 

(6) The sales of merchanted goods are £6,300; and the costs 

applicable thereto £100. j j 

Prepare statement showng results of (a) manufactunng and 

(h) merchanting. 
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Manufacturing — 

Materials consumed » . . . 30,000 

Less Cost of Merchanted Goods : 

M X ;£6,3oo 6,000 

24,000 

Wages of Operatives .... z2,ioo 

Less value of time on Clearing up and 

Maintenance : 

ft X £12,100 .... 1,100 

11,000 

Overhead Expenses .... 8,000 

Add Labour Cost as above . 1,100 


Less Proportion attributable 
chanting 


Sales 

Net Profit 


Merchanting — 

Cost of Goods 
Attachable Expenses 


Sales 

Net Profit 


9,100 

to Mer- ^ 

100 j 

9.000 I 

44,000 \ 

'48,700 

4.700 

£4^^700 £4^.700 


6,000 

100 

6,100 

6,300 

200 


;f6.3oo ;g6,300 

Note, (i) It is assumed that a uniform percentage of profit will arise from 
all the jobs undertaken. 

(ii) A satisfactory statement is impossible in the absence of separation of 
overheads, e.g. into Manufacturing, Administration, Selling, and Distribution. 

Illustration. Plastics, Ltd. manufacture their products through 
two processes, i and 2. 

The output of process i is transferred to process 2 at a price 
which shows process i a profit of 33^ per cent on cost; and the 
output of process 2 is transferred to the Selling Department at a 
price which shows process 2 a profit of 25 per cent on cost. 

The following information is provided for the year ended 31st 
December, 19 . . . 



}cess I 

Process 2 


£ 

£ 

stock, ist January, 19. . 

210 

90 

Materials used 

800 

700 j 

Direct Labour 

1,000 

914 

Oncost 

300 

184 

Stock, 31st December, 19. . 

180 

128 


The above stocks are those which hav% passed through the process 
and are valued at prime coU to the process concerned. 
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The stock of finished goods in the Selling Department (which 
handles no "outside "goods) at ist January, 19. and 31st December, 
19. . , was £620 and £800 respectively. 

Sales during the year ended 31st December, 19. . , were £6,086. 

The Provisions for unrealized profit included in the stock valuation 
at the commencement of the year were : Process 2 £16 ; Finished 
Goods £214. 

The manager of process 2 is entitled to 20 per cent of the net 
profit of his department before charging such percentage. 

Assuming that all the stock at ist January, 19. . (commencement 
of the year), had been sold during the year, show Process Accounts 
and a Trading Account together with a pro forma composite 
memorandum account proving the trading profit as shown in the 
Trading Account. 

Process Accounts 

Df . FOR THE Year ended 31ST December. 19.. Cf. 



Process 

I 1 

Process | 

. 1 


1 

Pro- 

cess 

X 

Pr 

oei 

a 

1 Stock, Opening . 
Materials used 

Direct Labour 

Process z . 

£ 

800 

1,000 

£ 

2X0 

£ 

700 

2,840 

£ 

90 

By Transfer to Process 2 
„ Transfer to Trading Account 

2,840 

*.! 

Prime Cost . 

Oncost 

1,800 

300 

2,100 

1 

4.454 

184 

4.638 










Less Stock, Closing 


ai 3 io 

180 


4.728 

128: 


1 




2,130 


4.6oo| 


i 

\ 


Manager’s Commission . 


710 

230 

920 

1.150! 

1 

1 

1 






j 





J2^ 


£5.750! 1 

1 £»> 84 P 






! ! 

[ 

1 




Trading Account 


Dr. FOR the Year ended 31ST December, 19. . 

Cr. 

To stock, Opening .... 

„ Finished Goods from Process 2 

£ 

620 

5.750 

By Sales .... 

„ Stock, Closing .... 

6^086 

800 

Gross Profit c/d . 

516 




£6,886 


£6,886 

To Provision for unrealized Profit, Clos- 
in^c/f 

Process 3. . . . i^o 

Finished Goods 330 

350 

By Gross Profit b/d . . • ■ 

„ Provision for unrealized Profit, Open- 

. . . £.6 

Finidied Goods . . 2x4 

5x6 

M Trading Profit 

496 


t$e 




£746 
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Calculation of doaing Provision— 

Process a Stock : 

35 per cent of of £128 ao 

Finished Goods — 

80 per cent of 30 per cent of £800 138 

35 per cent of (£800 “ £160)* loa 

— 230 

£^50 


Dr. Memo. Account Cr. 



Pro- 

cess 

z 

Pro- 

cess 

2 


Pro- 

cess 

Z 

Pro- 

cess 

2 

To Stock, Opening . 

„ Materials used 
„ Direct Labour 
„ Process 2 . 

„ Oncost .... 

£ 

210 

800 

1,000 

300 

£ 

(«) 74 

700 
914 
2,130 
184 

By Transfer 
„ Transfer c/d . 

0 

£ 

4,124 

Less Stock, Closing 

2,310 

180 

4,002 
(6) Z08 


'1 


„ Manager's Commission 

2,130 

3.894 

230 



1 


£2.130 

£4.1*4 


£2,130 

£4,124 

To Stock, Opemng . 

„ Finished Goods b/d 
,, Gross Profit 


(r) 406 

4 . 1*4 
3.136 

1 

By Sales .... 
„ Stock, Closing 


6,086 
(d) 570 



l__£6,6^ 



£6,656 



1 





Profit per Accounts — 

£ 

Process 1 

710 

Process 2 . 

920 

Trading 

496 

As per Memo. 

£2,12(> 


{a) Stock at cost, £go - £16 [Opening Provision]. 

(bj Stock at cost, 3^128 - £20 [Closing Provision]. 

(c) Stock at cost, £020 - £214 [Opening Provision]. 

(d) Stock at cost, -^800 - ^230 [Closing Provision]. 

EXAMINATION PROBLEM 

X Y Z Co., Ltd., manufactures lemon squash. Prepare from the following 
balances and records Manufacturing, Trading and Profit and Loss Accounts, 
showing in them such percentages and figures per case as will furnish costing 
information and facilitate periodical comparisons. 


Stocks at cost on ist January, 19. . — £ 

Bottled Lemon Squash . . . . . .2,112 

Ingredients 4,784 

Bottles, etc. ........ 1,226 


^ I.e. — — ■ X (;£8oo - 1 of ;{8oo), being the proportion of Process 2 cost 
4*454 

before adding either the company’s 80 per cent or the manager’s 20 per cent 
of the profit added thereto. 
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Purchases — 

Ingredients ... 
Bottles, etc. ... 
Factory Wages 
Factory Expenses . 

Factory Rent. 

Carriage Inwards . 

Distributing Charges 

Office Salaries and Expenses . 

Selling Expenses 

Stocks at cost on 30th June, 19. . — 
Ingredients 
Bottles, etc. 

Sales ..... 


£ 

10,432 

3.128 

5*120 

628 


594 


382 

522 

2.080 


904 


3.775 

1,007 

26,294 


The stock of bottled lemon squash on 30th June, iq.., was 12,500 cases; 
7,000 cases produced during the period had been invoiced out at ;£i,824 a-od 
treated as sales, but were still held by customers on sale or return on 30th 
June, 19. . . 

Messina lemons purchased at 24s. a case during the year 19. . have been 
found unsuitable for manufacture; the sales include 1,260 cases of these 
lemons sold during the period at i8s. a case, and 180 cases were still in stock 
on 30th June, 19. ., when the market value was i6s. a case. 

200,000 cases of bottled lemon .squash were produced during the six months. 

(Institute of Chartered Accountants, Final.) 


It is essential that the lemons unsuitable for the manufacture 
of lemon squash which were sold should be treated separately. A 
Lemon Trading Account should be opened and the profit or loss 
on these dealings separately ascertained. The account would appear 
as follows — 


Dr. Lemon Trading Account Cr. 


To Stock eliminated 
from Pioduc- 
tioii Account 
[See note 6] 


Cases 

X.440 

£ 

1,7*8 


By Lemons Sold 
,, Stock of Lemons 
„ Loss transferred 
to Pro6t and 
Loss Account . 


Cases 

x,36o 

tSo 

£ 

X.134 

144 

450 



1.440 

£1.7*8 




1.440 

£1,7*8 











Dr. Sales Account (d) 


To Lemons Sold 
„ Lemon Squash on Sale 
or Return 

Profit and Lost Ac- 
count 

c/d 

£ 

1.134 

1.824 

* 3.336 


By Sales (as per question) 


£ 

s6,a94 



£*6,294 




£*6.s94 





By Balance 

b/d 

*.6*4 


The balance of £1,824 is deducted from debtors in the Balance Sheet. 

See page 1262 for Manufacturing, Trading, and Profit and Loss Account. 



Makutacturing, Tradimg AMD Profit amd Loss Accoumt for thr Six Months xmdbd 30TB Junb, 19- • 



Bjr GfoM Profit . 
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(а) As has been stated above, the deaUngs in unsuitable lemons must be 
entirely eliminated from the Production Account. The stock of ingredients 
U 3 t 775 ) includes such lemons at cost, hence a deduction therefrom of 180 
cases of lemons at 24s. [i.e. cost] is required, whatever the latter are now 
worth, so that the stock of ingredients will be as follows— 

Stock as per question 3.775 

Less 180 cases of Lemons at 24s. per case 216 

£3,559 

The current value of the 180 cases is included in the Lemon Trading 
Account. 

(б) The unsuitable lemons were originally included at cost in the purchases ; 
but as these do not now form part of the cost of production, they must be 
eliminated at cost and debited to Lemon Trading Account, which shows the 
dealings in unsuitable lemons. 

(c) The closing stock of 12,500 cases must be supplemented by the stock 
of cases out on sale or return, the latter having been deleted from Sales, [See 
Sales Account (d).] 

(d) The Sales figure given includes goods out on sale or return and unsuit- 
able lemons, both of which must be deleted. (See accounts above.) 

(e) No mention is made in the question of the co.st of the cases, but it is 
assumed that such is included in the phrase “bottles, etc.’' 

[Alternatively, the goods sent out on Sale or Return may be retained in 
the Trading Aixount and a provision created for the unearned profit. This 
provision will be ^(424, being £1,824 less Cost /i,400. The latter is 7,000 at 4s. 
a case. Thus the ^oss profit will be increased by £424 to £5,548, but as the 
provision will be deducted in the Profit and Loss section, the net profit will 
remain unchanged. The Stock on hand (neither sold nor out on Sale or Return) 
will be ;£2,500. Sales will be increased by ;fi,824 to ;f25,i6o.] 


The account will then read 

Dr, 

(from part on page 1262 marked x) 

Cr. 

To Stock, 1st Jan., 19. . 
Manufacturing Cost 

£ 

2,112 

20,000 

By Sales and deliveries on 
Sale or Return . 

£ 

25,160 

Less Stock, 30th June, 

19 

22,112 

2,500 



Cost of Sales 

Gross Profit c/d 

19,61a 

5,548 




£25,160 


^^,i6o 

£ 

To Loss on Lemons sold 450 

Office Salaries . 2.080 

Distributing Charges 522 

Selling Expenses 904 

,, Net profit for half-year c/f 1,168 

By Gross Profit b/d . 

Less Provision on 
7,000 Cases on Sale 
or Return . 

£ 

5.548 

424 


£5.X24 


Alternative figures are in heavy type. 
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EXAMINATION PROBLEM 

Pennyworths, Ltd., commenced business on ist January, 19... They 
manufacture automatic machines, place them on sites rented at one-fifth of 
the takings, and sell penny packets of peppermints through them. 

The company purchased the peppermints at 2S. 4d. per box of 48 packets, 
and are given one box free with every six boxes purchased. 

Pennyworths, Ltd., also sell machines to shopkeepers, to whom they supply 
peppermints at 2s. 4d. per box. 

From the following particulars you are required to make up the Company's 


Accounts for the year ended 31st December, 19. . — 

i s. i. 

Sales of Peppermints through Machines . 56,000 o 0 

Sales of Peppermints to Machine-owners , . , 2,100 o 0 

Purchases of Peppermints, 350,000 boxes at 2s. 4d. . . 40,833 6 8 

Stock of Peppermints in Depots on 31st December and in ^ 

Machines at date of last collection, 52,000 boxes at 2s. 4d. 6jo66 13 4 

Purchases of Manufacturing Material .... 50,000 0 o 
Sales of Machines, 1,000 at each (at factory) . 7,000 o o 

Stock of Manufacturing Material on 31st December. . 5.900 o o 

Work in Progress on 31st December .... 4,^0 o 0 

Manufacturing Wages 9,obo 0 0 

Rents of Machine Sites ...... 11,290 o o 

Machine Repairers’ Wages 1,400 o 0 

Manufacturing Rent, Rates, etc 5,000 0 o 

Expenses of Collection from Machines .... 5,600 o 0 

Bonus on Purchase of Peppermints .... 5,833 6 8 

Overhead Expenses (apportionable in ratio of net pur- 
chases) 1,700 0 o 


The following amounts to be written off for depreciation, etc.— 

Manufacturing plant and machinery, £300; machines on sites, 10 per 
cent of cost, including £3,666 13s. 4d. for fixing on sites; loose tools, jigs, 
patterns, etc., £200. 

Credit is to be taken for uncollected sales in the machines, estimated at 
£1,000. 

During the year 11,000 machines were manufactured for the company’s 
own use. (Institute of Chartered Accountants, Final.) 


Manufacturing, Trading and Profit and Loss 
Dr. Account for the Year ended 31ST December, 19.. Cr. 


To Manufacturing Ma- 
terials purchased 
Liss Stock at 
eud 

„ Manufacturing 
Wages 

„ Manufacturing 
Rent, Rates, etc. 

„ Depreciation- 
Plant and Ma- 
chinery . 

Loose Tools, Jigs, 
Patterns, etc. . 


Cttrried forward 


1 ' 

1 

30,000 


5,000 

45,000 



9,000 


5,000 

300 


200 

500 



59,500 


By Site Transfers at 
cost— 

11.000 Machines 
„ Sales— 

1.000 Machines 
at ly each 


Carried forward 


I 

5X.3S3i 


7,000 


58,333* 
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Manufacturing Trading and Profit and Loss Account 
Dr. — (contd.) 


Cr. 




£ 

£ 1 

11 

Brought forward 



59.500 1 

Brought fom>ard 

II 

li 

fo Overhead Expenses 



1 

1 

50.000 - ^ 

^ — x£i, 7 oo . 

85.000 



1,000 

1 




60,500 1 

; 

Less Work in 



ji 

j 

Process 



4.500 jj 

! 

,, Cost of Manufac- 


1 


' 

ture of 12,000 



1 

1 

Machines . 


1 

56,000 i 


1 

,, Gross Profit oil Ma- 


1 

1 


i 

chines sold 

c/d 


2.333* 1 


1 

i 



j 

£58.333* 1 

^ i 


£ 

58,333^ 


£58.333* 




Boxes 

Machines 

1 on Sites 

Machine 

Owners 

i 1 

i 

j Boxes j 

Machines 
on Sites j 

Machine 

Owners 

To Purchas- 
es less 
Bonus, 
at 2/- a 
Box, 
net 

„ Ditto . 

„ Kent of 
Sites . 

„ Gross 
Profit . 

$ 

s 

4 

c/d» 

352,000 

18,000 

£ 

33.200 

11,400 

17,100 

£ 

1,800 

500 

By Sales at 
4s. a Box 
„ Ditto 2/4 
,, Stock 2/- 

1 

t 

285,000 

18.000 

47.000 

£ 

57,000 

4.700 

£ 

2,100 



350,000 

£61,700 

£2,100 



3<!o,ooo 

£61,700 

£2,100 


1 

To Machine Repairers' 


£ 


1 By Gross Profit 

1 

b/d 

£ 

17,100 

Wages . 


1,400 





,, Collection Expenses 
,, Overhead Expenses— 

7 

5.700 





35,000 

X £1,700 

85,000 

,, Depreciation of Ma- 


700 





chines 

■ 

5.500 





,, Net Profit 

c/d 

3,800 







£17.100 




£17,100 


Dr. General Profit and Loss Account Cr. 


To Balance . 

c/d 

£ , 
6,433* 


By Manufacturing Profit. 
,, Profit on Sales of 
Peppermints — 

1 0 Machine Owners 
On Sites 

b/d 

b/d 

b/d 

2 , 333 * 

300 

3,800 



£6,433* 




£6,433* 





By Balance . 

b/d 

6 , 43 . 3 * 


It is assumed that the Repairs item is exclusive to Repairs of Macliines on 
Sites. 

[Se« Notes on page 1 266. ] 
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Notes, (i) Sales. 

(а) 280.000 Boxes at 4s. each . 

(б) 3,000 Boxes at 4s. each . 
(c) X 8,000 Boxes at 2s. 4d. each 

303,000 


(2) Stock. 

Boxes 

32.000 as per question. 

Less 3,000 (see (i) (6) above). 

47.000 at 2s. each. (See (3) below.) 

[Altenutively, the Stock may be calculated tbua— 
Boxes 

350.000 purchased 

303.000 sold 

47.000 left.] 

(3) Cost of Boxes. 

330.000 purchased at 2S. 4d. 
Less Bonus 

350.000 


£ £ 
36,000 

1,000 57,000 

^ 59,100 


• i 4 . 7 «X' 


I 

\ 

Per Box \ 
s. d. \ i 
2 4 40»833i 

4 5>833i 

2 o ^35.000 


(4) Rent of Sites. £ 

One fifth of Sales “lifted,*’ ;^56, 000 .... 11,200 

Add Provision of one fifth of Sales not yet “lifted," ^i.ooo 200 

;^i 1.400 


(5) Gross Profit te “Site" Sales. s. d. s. d. 

Selling Price per Box — 

id. per packet — 4s. per Box containing 48 

packets 40 

Cost (a) purchase price, net, per Box [see (3)] . 2 o 

(h) Rent of site — one-fifth of 4s. . . 9*6 

2 9*6 

Gross Profit ....... 12-4 

285,000 at IS. 2 - 4 d. ....... ;£i7,ioo 

(6 ) Depreciation. £ 

Cost of Machines of ^56,000 5 i# 333 i 

Add Cost of fixing, as per question .... 3.666f 

£55.000 


10 per cent thereof 

(7) Collection Expenses. 


. £5.500 


The cost of collection works out at 10% on .sales ** lifted " (i.e. £5,600), so 
that a provision of ;fioo on the ** nnlifted " sales has been made, although 
10% may be purely a coincidence. 



CHAPTER XXXIII 
BANK BOOK-KEEPING 


The business of the banker for the most part involves dealing 
with large sums of currency, including bills of exchange. Owing to 
the magmtude of the transactions involved, the accounting S5rstem 
entails the use of a large number of subsidiary and memorandum 
books, the employment of the slip system of posting, and the daily 
balancing of cash. It will be apparent that the principles of book- 
keeping are not difl&cult of application in view of the fact that most 
of the entries refer to cash transactions. 

The key book is the General Cash Book, which summarizes the 
various receipts and payments for the day. As, however, the mani- 
fold activities of the bank require a large staff, it will be essential 
to have a correspondingly large number of subsidiary books of prime 
entry, the totals of which are incorporated into the general Cash 
Book. The chief subsidiary books are — 

(1) Receiving Cashier’s Counter Cash Book. On receipt of money 
over the counter, the cashier enters the amount into his Counter 
Book. 

(2) Pa3ring Cashier’s Counter Cash Book. On pa}ment of cus- 
tomers’ cheques the cashier enters such payments into his Counter 
Book ; in addition, he invariably inserts a note in a memorandum 
colunrn of the numbers of any bank-notes paid. 

(3) Received Waste Book. This book is used in order to facilitate 
the collection of cheques. It is analysed according to the mode 
of collection involved. As the student is aware, certain cheques are 
collected through the Town Clearing, others through the Metro- 
politan Clearing, others through the Country Clearing, such cheques 
being coded at the foot by the letters T, M, or C, as the case may be. 
In addition, separate colunms are employed for Bank of England 
and Walks cheques. The latter are cheques drawn on bankers not 
represented in the Clearing House, so that the amounts have to be 
collected, the messenger having to “walk” to the paying banker. 

(4) Bills Discounted Ledger. This is an important book in which are 
entered the receipts of bills for discount. When a customer discounts 
a bill of exchange the following entries are made by the Bank — 


or 


(i) Debit BUls Discounted Account 1 the biU 

Credit customer ) 

(ii) Debit customer 1 ^he discounting charges 

Credit Discounts Account | 

(iii) Debit (^h I upon payment at maturity 

Credit Bills Discounted Account) 

(iiia) Debit 1 upon dishonour 

Credit Bills Discounted Account j ^ 

1*67 
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In addition, a book called an Acceptor's Book is kept which 
records the acceptances of any one person : it is obvious that a large 
number of acceptances by any one person might cause the bank to 
decline to discount bills drawn on that particular person. 

There are other books which, important as they are, merely serve 
as a guide to the bank in its activities, the chief of which are the 
Bills Received for Collection Register and Bills Received for Dis- 
count Register. 

The following transactions, considerably simplified and curtailed, 
are taken to illustrate a typical day's working of a bank. The full 
entries are given below to show the principles already outlined. 
Obviously in practice the amounts involved are considerably greater 
and are far more numerous. 

Illustration. The opening balances of X Bank on 
19 . . , are as follows — 


tki January, 




Cash ......... 

i ' 

2,200 

i 

Bank of England ....... 

10,500 


Branches ......... 

8,500 

Current Accounts ....... 


10,100 

Bills for Collection ....... 

2,000 


Bills Discounted ....... 

2,500 


Interest on Deposits ....... 

20 


Bills Payable (usually described as Acceptances for 
customers) ........ 


4'7 

Discounts ......... 


15 

Acceptances (usually described as Acceptances for 
customers) ........ 

417 

^Sundry Fixed Assets (Investments, Premises, etc.) 

30,000 


^Special Reserve ....... 

605 

'Share Capital ........ 


15,000 

'Reserve ..... ... 


12,000 

'Profit and Loss Account ...... 


1,000 





From the foregoing balances and the General Cash Book entries 
as shown on the following page, write up — 

(1) Ledger Accounts and 

(2) Trial Balance. 

The preparation of the Profit and Loss Accaunt and Balance 
Sheet arising from these transactions is illustrated on pages 
1272 and 1273. 

^ As these items remain undisturbed. Ledger Accounts therefor are not 
opened. 
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Dr. General Cash Book. 4TH January. 19. . Dr, 


Current Accounts paid 

£ 

By Current Accounts 

£ 

in . 

6.200 

drawn out 

4,130 

Balances overdrawn — 


Balances overdrawn — 


Current Accounts 


Current Accounts 


paid in 

4,100 

drawn out . 

5.060 

Bills Discounted . 

300 

,, Bills Discounted . 

5x8 

Bills for Collection 

820 

,. Bills for Collection 

432 

Branches . 

1,110 

,, Branches 

7X9 

Bank of England . 

5,180 

,, Bank of England 

6.319 

Bills Payable 

240 

,, Acceptances 

240 

Acceptances 

485 

,, Bills Payable 

485 

Discounts . 

5 

General Expenses 

40 


18.440 


17.943 

Balance from 3rd Jan., 


Balancelo5th Jan., 19. . 

2,697 

19 

2.200 




;^20,640 


;£20,640 


LEDGER ACCOUNTS 

[After showing the first account with date and particulars, merely 
the money items will be entered in this illustration.] 


Cash 


Date 

Particulars | 

1 1 

1 ! 

LJ 

Balances 

19. . 
Jan. 3 

4 

To Balance .... 
,, Cash Book .... 

18.440 

£ 

17.943 

Dr. 

Dr. 

£ 

2,200 

j 2.697 


Bank of England 






O' ! 

to j 

VO 1 

£ 

.5.180 

Dr. 

Dr. 

Balances 

£ 

10,500 

11,639 


Branches 



— 




Balances 



£ 

719 

£ 

I.IXO 

Cr. 

Cr. 

£ 

8,500 

8,891 


M 
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CuRRBNT Accounts 



£ 

9,190 

£ 

10,300 

Cr. 

Cr. 

Balances 

£ 

10,100 

11,210 

Bills Discounted 





OO 

£ 

300 

Dr. 

Dr. 

Balances 

£ 

2.500 

2,718 



Bills Payable 





m 



£ 

£ 


mu 


485 


Cr. 

mam 



240 

Cr. 



Interest on Deposits 





Dr. 

Dr. 


Balances 

£ 

20 

20 


Discounts 




£ 

5 

Cr. 

Cr. 


Balances 

£ 

15 

20 


Acceptances 


£ 

240 


£ 

485 













BANK BOOK-KEEPING 
Trial Balance, 4th January, 19. 


Cash ...... 

Bank of England .... 

Branches ...... 

Current Accounts .... 

Bills Discounted ..... 

Bills for Collection .... 

Bills Payable (acceptances for customers) 
Interest on Deposits .... 

Discounts ...... 

Acceptances (liability of customers for accepi 
General Expenses . . . 

Sundry Fixed Assets . 

Special Reserve .... 

Share Capital .... 

Reserve ..... 

Profit and Loss Account 


tances) 


1271 


Dr. 

Ct. 

£ 

£ 

2.697 

11.639 

8,891 
II. 210 

2,718 


1,612 

172 

20 

20 

172 


40 


30,000 

605 

15.000 

12.000 


1,000 

^^8,898 

£48,898 




Many other accounts will be necessitated, such as Deposit and 
Loan Accounts. 

Slip System. In connection with the accounts of bankers, atten- 
tion may be drawn to the use of the slip system, although this 
system, it should be observed, is not confined to bankers. 

The principle involved is to make the postings from the slip 
itself, without recording an original entry in a subsidiary book. 

The advantages are briefly — 

! i) Avoidance of loss of time in posting. 

2) As the slips are almost invariably filled up by outside parties 
such part of the book-keeping is done free of cost, e.g. insurance 
commission receipt slips completed by an agent on receipt of com- 
mission, paying-in slips, etc. 

(3) Frequently the keeping of the subsidiary book may be entirely 
dispensed with, but where it is necessary to employ such book the 
postings both into the Ledger and the subsidiary book can be per- 
formed almost simultaneously. 

On the other hand, the disadvantages are — 

(i) Risk of loss, misappropriation or destruction. 

(2) Difficulty in the verification of the books. 

In particular, the use in banks of the Slip System is important 
by reason of — 

(i) The necessity for the accounts to be accurate and complete 
up to the very minute. 

(2) The enormous number of transactions. 

(3) The assistance it affords in evening the flow of work. 


4X-.(B.ao83) 
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(4) The manifold uses of the slips in the bank's accounting 
system generally. 

Use of the Slip System. The cashier on receipt of a customer's 
lodgments enters the amount in his Cash Received Counter Book ; 
the paying-in slip will then be entered by a ledger clerk to the credit 
of the customer's account so that the complete double entry is 
effected. 

On the same principle, the cashier on payment of a customer's 
cheque enters the payment into his Cash Paid Counter Book, and 
the cheque is thereupon handed to a ledger clerk and entered by 
him to the debit of the customer's account. 

This method is necessitated by the important need for the banker 
to have his customer’s account correct at all times ; thii could not 
be done if the ledger clerks were compelled to await the time when 
the Received and Paid Counter Cash Books were free. Quite apart 
from the fact that there is far more detailed work for oSpe ledger 
clerk to perform by way of posting, it is obviously impracticable 
for several clerks to be posting from the Cash Book at the same 
time. 

The same method is adopted in respect of other transactions, 
such as on the issue of cheques and transfers, e.g. from Current 
Account to Deposit Account. 

Final Accounts. No particular difficulty arises in preparing the 
final accounts of a bank. The most important matters for the 
student to remember are — 

(1) The sequence of assets in the Balance Sheet. 

(2) The treatment of rebates on bills discounted. (See page 173.) 

Illustration. From the Trial Balance shown in the preceding 
illustration, prepare the Profit and Loss Account and Balance Sheet, 
assuming that the rebate for bills discounted is £3, and dividends 
and interest accruing to the bank amount to £55. [The illustration 
is founded upon the Trial Balance already drawn up for the sake of 
completing the book-keeping records, although it ife clear that a 
Profit and Loss Account would not be drawn up in respect of one 
day's transactions.] 

Dr, Profit and Loss Account for the Cr. 


To Interest on Deposits 
,, General Expenses . 

„ Profit .... 

c/d 

£ 

20 

40 

12 


3y Dividends 
,, Bills Discounted . 

1 

L 

35 

17 



£72 




£72 









^ I.e. £‘io of which ^3 is carried forward. 
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Dr. Profit and Loss Appropriation Account Cr. 


To Balance 

c/i 

£ 

X,OX3 


By Balance 
„ Profit . 

b/f 

b/d 

£ 

x,ooo 

la 



£ 1,012 




£x,oia 











Balance Sheet as at . .. 


Nominal Capital 

, £ 


£ 

Issued Capital . 

15.000 

Cash in hand . 

2,697 

Reserve .... 

12,000 

Bank of England 

11,639 

Special Reserve 

605 

Bills Discounted 

2,718 

profit and Loss Account 

1,012 

Bills for Collection . 

1,612 

Branch Accounts 

8,891 

Dividends Accruing . 

55 

Current Accounts 

11,210 

Acceptances (liability of 


Bills Payable (acceptances 


customers for accept- 


for customers) 

172 

ances) .... 

172 

Rebate on Bills Discounted . 

' 3 

Sundry Fixed Assets 

30,000 


^48.893 


^48,893 


The Profit and Loss Account and Balance Sheet would, in practice, 
contain many other items. 

Having followed the example previously given, the student will 
have no difficulty in understanding the final accounts of a bank 
containing the detailed Ledger Accounts. 

Illustration. The following are the balances of the Mersey and 
Irwell Bank, Ltd., at the 31st December, 19. .. 

Trial Balance, 31ST December, 19.. 

Dr. Cr. 

Share Capital — 

250,000 Shares of £20 each, £s paid 
i 37 » 5 oo Shares of ^10 each, £i paid 
Reserve ..... 

Current Accounts 
Deposit Accounts 
Endorsements for Customers 
Acceptances for Customers 
Final Dividend 
Cash in hand . 

Bank of England 
Money at Call and Short Notice . 

Bills Discounted 
Advances to Customers 

Carried forward 


£ 

S. 

d 

£ 

s. 

d. 




750,000 

0 

0 




137.500 

0 

0 




500,000 

0 

0 




2,581,342 

11 





685,134 

12 

1 ) 




161,598 

16 

3 




178,617 

2 

5 




56.004 

15 

8 

341.643 

19 

7 




621,858 

I 

10 

5 



279,416 

4 

8 




833.482 

16 

6 




1,342,119 

17 

6 




:i 3 . 4 l 8 . 52 I 

0 

I 

/5.050.197 

17! 

9 
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Trial Balance, 318T December, 19. . — (contd.) 

Dr, Cr, 



£ 

s. 

d. 

i 

s. 

d. 

Brought forward .... 

3.418,521 

0 

I 

5.050,197 

17 

9 

Liability of Customers for Endorsements 

161,598 

16 

3 

) 



Liability of Customers for Acceptances 

178,617 

2 

5 

J 



Bank Premises at Cost, less w/o 

260,000 

0 

0 




Shares in Subsidiary Companies at Cost 

248,000 

E 

0 





168,000 

E 

0 






I 





of Collection on, other Banks . 

224,218 


8 




Investments at Cost .... 

618,357 

14 

9 




Profit and Loss Account — 











128,138 

19 

9 





141,009 

14 

2 





38,461 

2 

II 





154.858 

12 

3 


42,048 


2 





191.362 


8 

\ 



Dividends Received, less Tax 




86,250 

11 

0 

Dividends — 







Interim ..... 

32.188 

9 

2 

\ 



Provision for Final 

56,004 

15 

8 





)^ 5 . 598 , 9 I 6 

17 

10 

;^ 5 . 598 , 9 I 6 

17 

10 



■■i 

■■I 


uni 



You are required to prepare a Profit and Loss Account and 
Balance Sheet after taking into account the following adjustments— 

(i) Rebate on bills discounted, £3,271 4s. 8d. 

(ii) £20,000 to be allocated to Reserve. 

Items bracketed are to be shown under one heading in the 
Balance Sheet, thus conforming with usual practice. 


Profit and Loss Account 

Dr. FOR THE Year ended 31ST December, 19.. Cr. 

d 

2 

3 
3 

0 

8 


To Interest allowed to 
Customers 

„ General Expenses 
„ Balance to Profit 
and Loss Appro- 
priatioaAccount 


c/d 


£ 

42.048 

Z9Z,369 


z 83,898 


£417,308 


*51 


By Interest charged 
to Customers . 
„ Discounts . 

„ Commissions 
„ Dividends, 

Tax 


£ 

Z 4 i,oo 9 

35,189 

154,858 

86,350 


£417,308 


*5 


Dr. Profit and Loss Appropriation Account Cr. 




£ 

s. 

d. 

To Interim Dividend 


33, z 88 

9 

3 

„ Provision for Final 





Dividend. 


36,004 

15 

8 

„ Reserve 


30,000 

0 

0 

„ Balance 

c/f 

303,844 

0 

9 



£3* *,037 

5 

7 


By Balance (zst Jan.) 
„ Profit and Loss 

b/f 

Z3M38 

Account . 


z83,898 



£3x3.037 


Note. In the publi^ed accounts only the details in the Profit and Loss 
Appropriatiion Account would be disclosed. 





















MERSEY AND IRWELL BANK. LTD. 
Balance Sheet as at 31ST December, 19 
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« 
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M 
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There will be added the auditors* report and other details required by the Companies Act, 1948, including group 
subject to Eighth Schedule. Part III. 


CHAPTER XXXIV 
MISCELLANEOUS 

Foreign Exchange. In businesses involving numerous transactions 
in foreign currency it is necessary to distinguish those payable in 
sterling (although invoiced in foreign currency) from those payable 
in foreign currency. Hence, the former will be entered in the books 
in the usual way, the foreign currency equivalent where applicable 
entered by way of Memorandum only. As to the transactions 
involving receipts and payments in terms of foreign cijirrency, the 
Day Books and Ledgers will be ruled with two columns On each side, 
one for foreign currency and one for sterling. The invoices will be 
entered in the foreign currency column and converted into sterling at 
parity or other suitable rate. Alternatively, the sterling ciplumn may 
be completed by insertion of the actual sterling figure, when the pay- 
ment is made. Unless the latter method is adopted there v^Ul usually 
be a difference between the sterling figure so converted and that 
arising upon payment, such difference being transferred to a Differ- 
ence on Exchange Account or Profit and Loss on Exchange Account. 

In many instances a trader will enter into a forward exchange 
contract whereby a banker arranges to supply sterling for foreign 
currency or vice versa at a rate of exchange determined, not at the 
time the delivery of the sterling or foreign currency is made, but at 
the time the arrangement is made, e.g. an English trader may have 
sold goods to a French trader, payment for which is to be made in 
three months* time. The former may assure himself of the precise 
amount of sterling he is to receive at the end of three months by 
entering into a forward exchange contract with his banker iw- 
mediatdy, under which the latter undertakes to acquire French 
francs and supply sterling at the date required at a rate of exchange 
fixed at the date of making the arrangement. 

In order to ascertain the true position in these circumstances 
the trader should convert the foreign currency at the ruling rate of 
exchange as if the position had not been secured by the forward 
exchange transaction ; and record the difference arising from the 
forward exchange transaction, thus affording information both 
as to (i) the profit or loss that would have resulted if no forward 
exchange transaction had taken place; and as to (ii) the profit or 
loss on the forward exchange contract. 

Where there are numerous accounts involving forei^ currency, 
the provision for loss (if any) may be made by taking the total 
sterling value against the total currency value, thus dealing with the 
situation as a whole instead of considering separately each indi- 
vidual balance. 

Illustration. Addingham sold goods to Montreux Fr^res payable 
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in francs. The invoice amounted to 1,350.000 francs, the rate of 
exchange beuig 900 to £. Upon remittance the banker credited 
Addingham with the proceeds of the francs, the sterling equivalent 
being £1,551 6d., i.e. 1,350,000 francs at S70 to £. 

No arrangement had been made for forward exchange. 

Show the Ledger Account of Montreux Frdres in the seller’s books. 
Dr. Montreux Fr^res Cr, 




Francs 

Rate 

Sterling 



j Franrs j 

Rate 

1 

870 

i 

Sterling 

To Goods . 

„ Profit and 
Loss oa 
Exchange 
Account . 


1,350,000 

1 

900 

1 

1 ^ 

1 1.500 

51 

s. 

0 

14 

d. 

0 

6 

1 

1 By Remit- 
1 tance . 

1 

1 

1 

i 

__i 


i 

1,350,000 j 

C 

* 1.551 

s.\d 

14 

li 

1,350,000 


H 


T. 350.000 i 



Normally, the ultimate difference in exchange will be ascertained 
at the end of the accounting period. 

Illustration. Same facts as above, except that Montreux Fr^res 
pay by two remittances of 600,000 francs at 920 and 750,000 at 890. 

Show the Ledger Account of Montreux Freres in the seller's books. 
Dt. Montreux Fk^res Cr. 




1 Francs 

Rate 

sterling j 

1 

M 1 

|j Francs | 

1 Rate 

Sterling 




1 

£ 's. d.\ 


II 


I ^ 

S, 

To Goods 


1,350,000 

! 900 

1,500 1 o' 0 


By Remit* 

j| 


1 





1 



tance. 

j 600,000 

020 

|(a )652 

3 




1 

1 


.. »» 

1 1 750,000 

890 I 


13 



1 




„ Profit and 

jl 


1 





i 

1 1 


Ix>ss on 

i 

! 1 







i i 1 


1 Exchange 

|i ! 

! 






i 

! 1 1 


Account 

i ii . ii 

; 5 

2 





1 1 




! 





1,350,000 

1 

£1,500! O! 0 



jl 1.350,000 1 

i ! 


0 




[ 

1 

I 

i -■“i 





If the difference in exchange were transferred on the occasion of 
each remittance, the foregoing account would show (a) a loss of 
£14 9s. lod., and (6) a profit of £9 7s. 3d. Similar principles apply 
where the English trader is a debtor. 

Illustration. The Paris agents of a London firm, having collected 
certain moneys on behalf of their principals from French debtors 
have in hand a sum of 4,500,000 francs. In the London books this 
amount of currency is converted into sterling at 900 to £. 

On instructions, the agents purchase 1,600 trench 5 per cent bonds 
of 2,500 francs each (nominal) at 99 J per cent, of which they sell 96 
bonds at 102 per cent, remitting the proceeds to their principals, 
the rate of exchange being 880 to £. 

Shortly afterwards the London firm make up their books, the then 
current rate of exchange being 920 to £. Show the accounts the 
London firm would keep to record these transactions, disclosing the 
profits or losses on the investment and oii the foreign exchange 
fluctuations. Ignore expenses. 



Paris Agents 



1278 




If the detail shown on page 1278 is not required, the account may be constructed as folio 
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Forward Exchange. If the trader had entered into a forward 
exchange transaction with the banker, the position would be modified 
according to the rate so arranged. The accounting entries would 
be the same as previously outlined, together with those necessary 
to record the profit or loss by reason of having covered in advance 
the conversion of his foreign currency. The entries may therefore 
be summarized. 

(1) Debit Foreign Currency Suspense Account in sterling at the 
rate ruling at the date of receipt and credit customer therewith. 

(2) Credit or debit the customer so far as relates to the particular 
remittance to close the account, transferring the amount to Profit 
or Loss on Exchange Account. 

So far the entries are similar to those outlined in the c^se where 
the trader has not entered into a forward exchange tr^saction 
except that in (i) the debit is to Foreign Currency Suspense 
Account instead of cash or bank. \ 

(3) Debit bank and credit Foreign Currency Suspense Account 
with the proceeds of the foreign currency at the rate of exchange 
previously agreed upon between the trader and the banker when the 
forward exchange transaction was negotiated. 

(4) Close the Foreign Currency Suspense Account to Profit or 
Loss on Forward Exchange Account. 

Illustration. Serra Frdres owe Johnson i, 800,000 francs, rate of 
exchange upon the date of sale being 900 francs to £. On the same 
date Johnson entered into a forward exchange contract at 880 to £, 
When Serra Frdres remitted the rate of exchange was 910 to £. 
Show accounts in Johnson^s books. (See page 1281.) 

Superannuation Schemes. Many businesses now have in operation 
schemes whereby superannuation and pensions are provided for 
when employees retire at a certain age. In order to provide against 
hardship in the case of a person dying or ceasing to be employed, 
arrangements are made for payment of a lump sum to the estate of 
the deceased, or to the ex-employee. 

The schemes vary considerably in detail and in a great number of 
cases arrangements are made with leading assurance offices whereby 
in consideration of an annual premium, the liability for implementing 
the scheme is taken over by the assurance office. 

Where the employer elects to take responsibility himself without 
arrangements with an assurance office the accounting will vary, as 
stated, but the essential principle is the same, viz. by liaving a 
nucleus fund of income-bearing investments, followed by annual or 
other periodical contributions by both employer and employees, a 
reasonably certain income is derived from which to provide the 
payments and augment the fund. Special arrangements are required 
in the early years of a scheme for the older employees who will not 



I Francs Rate Sterling j i Francs Rate Sterling 





Note. The wide differences in exchange given in the question would not obtain in practice. 



1282 


ACCOUNTANCY 


have the opportunity to pay in for a sufficiently long period of 
years to benefit. 

Periodically, a revaluation will be taken of the actuarial risk 
involved (similar to the actuarial valuation of an assurance com- 
pany) and the fund adjusted accordingly. 

The contributions made by employers and employees under, and 
in accordance with, a scheme approved by the Inland Revenue under 
Sect. 379, Income Tax Act, 1952^ will be allowed as admissible 
charges against their respective profits or income for income tax 
purposes. To obtain such approval the main conditions are — 

(1) The Superannuation Fund is created under a Trust that is 
irrevocable and trustees appointed. 

(2) The sole (or main) object is to provide superannuation for 

employees (widows, children, or dependants). \ 

(3) The employer contributes to the fund. \ 

(4) The scheme is recognized both by the employer and ei^ployees. 

Application for official approval must be made in writing by the 
trustees of the fund before the end of the year of assessment, sup- 
ported by a certified copy of the Trust Deed and two copies of the 
rules agreed thereunder. Investment income of an approved fund 
is exempted from Income Tax. 


Illustration. Under the rules of the Engee Company Staff Super- 
annuation Fund a member, when he becomes superannuated, is 
entitled to an annuity, based on the amount standing to his credit. 

The Annuity and General Funds are kept separate, and interest 
received on investments is apportioned between the funds in pro- 
portion to the mean of the opening and closing balance for the year 
(before crediting such interest). Any surplus (or deficiency) on the 
Annuity Fund enures to (or has to be borne by), the General Fund, 
and for this purpose a valuation of the liabilities for the annuities 
is made every three years. 

From the following data show the Annuity Fund and General 
Fund for the years 1952 and 1953. 

Ignore Tax deductions or repayments. 


Balance at 1st January, 1952 — 

Annuity Fund, £ 9,000 
General Fund. ;£87,ooo 

Interest on Investments ...... 

Contributions of Employer and Employees . 

Payments to Annuitants . . 

Amounts standing to the credit of Employees who became 
superannuated during the year .... 


1952 1953 

£ £ 


5.000 5.400 

9.000 8,200 

I.OOQJ' 1,200 

3.000 2,200 


A valuation was taken on 31st December, 1952, and showed the 
liability for current annuities at £12,000, 

* Previously Sect. 32, Finance Act, 1921. 
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195 * 
Dec. 31 


1953 

Dec. 3x 


To Cash — Annuitants 
„ Balance . 


Annuity Fund 


To Cash— Annuitants 
,, Balance, per Valua- 
tkm . . , 


i 

X.OOOI 


c/d 


195a 

Jan. X 

Dec. 3x 


c/d 


£i4>8oo| 


By Balance . ! b/d 

M General Fund, re \ 
Employees Super'! 


£» 3 >ooo | 

1953 

i,200| Jan. I 
x3,6oo| Dec. 31 


Interest on Invest* 
menu M . 
General Fund for 
Deficiency . 


By Balance. 

M General Fund, re 
Employees Super* 
annuated . 

„ Interest on Invest- 
ments (1) . 


*954 

Jan. 1 By Balance. 


b/d 


b/d 


1283 

Cr. 

£ 

9.000 

3.000 
500 
500 


10,000 

S,800 

600 


13,600 


Dr 

*952 

Dec. 31 


* 9^3 
Dec. 31 


To Aimulty Fund- 
Transfer thereto 
for Superannuated 
Employees . 

„ Aimuity Fund — 
Tranuer re De- 
ficiency 

„ Balance. . . c/d 


General Fund 


3.000 


5001 

97,0001 

I £100,5 00! 


To Annuity Fund- 
Transfer thereto 
for Superannuated 
Employees . 

„ Balance. . c/d 


2,200 

107,800 


*953 
Jan. X 

Dec. 31 


By Balance. 

„ Contributions 
„ Interest on luvrst- 
menU (/„) 


By Balance 
„ Contributions 
„ Interest on Invest- 
ments (g) . 


b/d 


b/d 


*954 

Jan. I By Balance 


. ' b/d 


Cf. 

i 

67,000 

9,000 

4,500 


£100,500 


97,000 

8,200 

4, Boo 


Note. ApportUmment of Interest — 

Annuity Fund 


General Fund 




c + d 


X 5,400 


90 

• X 5,000 — 

100 





* 95 * 

1953 

* 95 * 

£ 

* 9 p 

Opening. 

Closing (9,000 
+ 3,000 -X, 000] . 

£ 

. 9,000 

11,000 

12,000 

(l2,000 4- 2,200 

“ 1,200) 13,000 

87,000 

(87,000 + 9,000 (97,000-1- 8,200 

- 3,000) 93,000 - 2,200) 

97,000 

103,000 



2)25,000 

2)180,000 

2)200,000 

Mean 


£12,500 





ic) 



'V52 Interest 


.^jX5,oo. 

Interest « --v X 5,000 
a + 0 



''^ 5 ^ Interest. 
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Illustration. The Superannuation Fund of Elbee Co., Ltd. 
commenced in 1946 under an approved Trust Deed. All employees 
thereunder are to benefit. In order that due recognition should be 
given to length of service prior to the formation of the fund the 
company undertook to form a Reserve Fund to provide a nucleus 
for claims arising through death or retirement of members who had 
been in the company’s employment prior to 1946. The estimated 
liability on this account at ist January, 1953, was £7,000. 

The following balances appeared in the books at 31st December, 


1953- £ 

Contributors’ Account (Balance, ist January. 1953) . . 2,340 

Employees’ Contributions ... . . 740 

Company’s Contributions ... . , 560 

Amount contributed by Company from Reserve Fund in respedb 

of deceased employees' services prior to 1946 ... I 330 
Claims and Withdrawals .... . 410 

Interest on Investments (less Tax at 9s.) . .\ 88 

Printing and Stationery .... . . \ 20 

Revenue Account (Cr.), ist January, 1953. . . 100 

Investments at Cost .... . . 3,600 

Cash at Bank ..... . . 128 


Interest on employees’ balances amounting to £95 is to be pro- 
vided out of Revenue Account ; company's contributions of £60 in 
respect of employees who have left are to be surrendered and credited 
to Revenue Account under the scheme. Provision is to be made for 
audit of £21. Ignore tax charged at } standard rate on withdrawals. 

(1) Calculate the company's liability on Reserve Fund as at 
31st December, 1953, after crediting interest amounting to £275 on 
the balance of the account at the commencement of the year, 

(2) Prepare Revenue Accoimt and Contributors’ Account for the 


year to and Balance Sheet as at 31st December, 1953. 

(i) In Company's books — £ 

Reserve Fund, ist January, 1953 ..... 7,000 

Add Interest thereon ....... 275 

7*275 

Less Contribution to Superannuation Fund . 330 

Balance, 31st December, 1953 ..... ;£6,945 



By Balance 
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Revenue Account 


Cf. 


1953 

Dec. 31 

To Printing and Station’ry 
„ Contributors' Account 
Transfer thereto for 
Interest . 

„ Audit 
„ Balance 

c/d 

1 ^ 
j 20 

! 95 

! 21 

1 184 

X 953 
Jan. X 
Dec. 31 

1 

1 

By Balance . 

„ Interest on Invest- 
meats — Net 
,, Tax recoverable ; 

£i6o at 9s. in £ 

„ Contributors’ Accl. — 
Transfer therefrom 

1 for Contributions 

suirendered . 


1 


£ 3 »o 




i 



,1954 
J.in. 1 

t 

1 By Balance 


Balance Sheet as at 31 st December, 1953 


Contributors’ Account 
Revenue Account 
Reserve Fund . 
Provision for Audit . 


i 1 

3.595 

184 

6,945 

21 


il2iZ!5 


Investments at Cost 
[Market Value?] 
Inland Revenue 
Cash at Bank . 
Company 


b/d 

!! ^ “ 
ll 


! 8H 

i 

i 

' 72 

1 

60 


£3,0 

b/d 

1 

^84 

! 3,600 

1 

72 

128 

1 6,945 

I ;^io .745 


Illustration. The Rules of a Staff Superannuation Scheme are — 

(1) Equal contributions by employer and members (to be credited 
to members' accounts). 

(2) The payment to a member, on retirement through age or 
infirmity, of an annuity actuariaUy calculated to be of a value equal 
to the amount standing to his credit at the end of the year in which 
he retires. 

(3) The payment, to the personal representatives of a member who 
dies in the service, of the amount standing to his credit at the end 
of the year in which the death occurs, 

(4) The payment to a contributor who leaves for any reason other 
than age or infirmity, of the amount of his contributions up to the 
time he leaves and interest thereon credited up to end of the 
preceding year; and the transfer of the balance on the account of 
such a member to the Stabilization Account, 

(5) The interest earned in each year to be credited to the indivi- 
dual members' accounts and the Annuity Fund in proportion to the 
balances thereof at the beginning of the year. 

(6) Fluctuations in the value of investments to be ignored, but 
profits and losses realized to be carried to the Stabilization Account. 

(7j The actuarial valuation of current annuities every three years 
and a transfer from (or to) the Stabilization Account to (or from) 
the Annuity Fund of the amount, if any, by which the valuation 
exceeds or is less than the Annuity Fund. 

(8) A supplementary contribution to the Stabilization Account of 
the amount, if any, required by that account to enable any neces- 
sary transfer to be made to the Annuity Fund. 
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t 

121,000 


11,000 


13.388 

144,000 


4.989 



4.752 


109 

1,260 


£150.249 

£150,249 


The Trial Balance of the scheme at 31st December, 19. . is — 

I T 

Contributors* Accounts (ist January, 19. .) . . i2i,( 

Annuity Fund ii,( 

Contributions of Employer and Members 13,; 

Investments (value at 31st December, 19. ;fi45, 221) . 144,000 

Balance at Bank ....... 4,989 

Interest 4, 

Profit on Realization of Investments .... 

Payments to Annuitants ...... 1,260 


A valuation as on 31st December, 19 . . , showed the liability for 
current annuities to be ;fi2,6oo. j 

The credit balances included in Contributors* Accounts on ist Janu- 
ary, 19. . and members’ contributions during the year of m members 
who became entitled to annuities; (ii) members who died in the 
service and; (iii) members who left the service for reaions other 
than age or infirmity were — Members* 

Balances, Contributions 

\st January, during 

19.. Year 

£ £ 

(i) • • •• 1.550 30 

(ii) . 640 32 

(iii) .... 880 48 

No payments had been made in respect of (ii) or (iii) by the end 
of the year. Prepare the draft Annual Accounts of the scheme for 
the year ended 31st December, 19. ., and Balance Sheet as at that 
date. Ignore Tax and make calculations to nearest £. 


Contributors* Account 


To Annuity Fund for 
retir^ Members : 
Bal., xst Jan.,x9. 
Interest (9*6%) . 
Contributions 
during year 


i 

1.550 

56 

60 


19 • 

Jan. I 
Dec. 31 

By Balance 
„ Contributions 
„ Interest (3‘6%) . 

b/d 

„ Deceased Members: 

Bal., xst Jan., 19. 

Interest (3*6%) . 

Contributions 
during year 

„ Ex-employee Mem* 
bers: 

Contributions 
during ^ar 

Bal., istJaiL,z9. 


640 

23 

64 

48 

440 

727 

468 




„ stabilization A/c: 
Interest on £8So 

Employer's Con- 
tributions 
„ Balance 

o/d 


3a 

488 

135,343 







£138,744 

19.. 
Jan. x 

By Balance 

b/d 
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Dr - Annuity Fund 




1 

1 


1 _ 




19. . 


1 £ 

19.. ! 

1 


£ 

Dec. 

To Cash — ^Annuitants 
„ Balance per Valua- 
tion 

i 

c/d 1 

i 

1 1,360 

13,600 

Jan. 1 
Dec. 31 

By Balance. 

„ Interest, 3*6% 

„ Transfer from Con- 
tributors’ Acets. . 
„ Tninsfer from Stab- 
ilization Account. 

b/d 

X 1,000 

396 

z,66^ 

79B 




£13,860 




£13,860 













19.. 
Jan. X 

By Balance. 

b/d 

13 , 600 


Dr . Stabilization Account 


19.. 
Dec. 31 

1 

To Transfer to Annuity Fund| 


00 

Dec. 31 

1 

By Profit on Sale of Invest- 
ments 

„ Transfers from Con- 
tributors' Accounts . 

„ Employer's Supple- 
mentary Contribu- 
tions (due) 




£7981 




Cf. 

£ 

109 

580 

169 


Balance Sheet at 31ST December, 19. . 


Contributors' Accounts 

£ 

135.343 

Inve.stments (Market value. 

l 

Annuity Fund (per Valua- 


;£ i 45,22 i ) . 

144,000 

tion) .... 

12,600 

Employer — 


Creditors — 


Supplementary Contribu- 


Deceased Members ^72 7 


tions 

169 

Ex-employee Mem- 


Cash at Bank . 

4.989 

bers . . 488 





1,215 




^149.158 


^149.158 


Note, There are three calls on the Fund — 

(а) An annuity to each normally retiring member (the main object o( 
the scheme) ; 

(б) A payment out to the representatives of each deceased member, 
not an annuity, but a lump sum cash payment; 

(c) A payment out to an employee who leaves his employment (otherwise 
than by age or infirmity). 

Obviously the least advantage will be to members of Class (c), who have 
returned to them (with interest) only their own contributions. 

Clearly, the Annuity Fund dealing with class (a) must be administered on 
strict lines (hence the necessity for a periodic revaluation of the liability for 
current annuities) ; the Contributors' Accounts will be used for dealing with 
classes (h) and ic) without affecting the Annuity Fund ; as to new liabilities 
under class (a), these must be credited to the Annuity Fund (swelUng the 
opening balance), the actual payments of annuities being debited against 'me 
Fund. The balance of this Fund will, pending the revaluation, be earned 
forward to the succeeding year. 

On the revaluation, it may be that the balance is not adequate to meet the 
liabilities for current annuities, and therefore in case it is not (as m the ques* 
tion), a draft has to be made upon the Stabilization Account (m enect, a 
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Suspense Account). If the Fund exceeds the liability, the benefit is carried to 
the Stabilization Account. The Stabilization Account is built up by special 
gains and the amount of the employer’s contributions not repaid when members 
leave (Class (c) ) ; but this account itself may prove insufficient to meet any 
draft on it for the Annuity Fund, hence calling for a supplementary con- 
tribution from the employer. 

The Interest is £4,752, which is 3-6 per cent on the opening balances of the 
Contributors' Accounts and Annuity Fund (i.e. £121,000 -|- £11, 000 =£132, 000) 
calculated as follows — 

4.752 4,752 J98 

132,000 ' 1,320 55 ^ 

Interest to Class {a), 3*6% x £1,550 — £56 
Interest to Class (6), 3-6% x £640 = £23. 

The Contributors' Account is a “total” account and there would be 
separate accounts for each contributor. 

Solicitors' Accounts. From the examination point of view this 
subject may be dealt with under three heads, viz. — \ 

(1) Treatment of Uncompleted Work. \ 

(2) Disbursements for Clients. 

(3) Segregation of Clients' moneys. 

(1) The work that is on hand is analogous to Work-in-Progress in 
Manufacturing Accounts and will be incorporated into the accounts 
by a credit to Costs or Fees Account, brought down as a balance and 
shown in the Balance Sheet as an Asset, unless the Debtors and 
Uncompleted Work are eliminated by 100 per cent Reserv^e or 
Provision to reduce earned profits to cash profits. 

(2) Disbursements. There are two methods in use, viz. — 

(i) Upon payment, the amount is entered on the credit side of 
the Cash Book and debited direct to the client on whose behalf the 
outlay was made. The disbursements, therefore, in this method 
merely become merged in the debit balances of the clients and will 
not appear further as a distinctive item. 

(ii) The payments made for clients are debited to a Disburse- 
ments Accoimt. The charge to the client in respect of a disburse- 
ment on his behalf will not be made till the Bill of Costs is 
rendered to him, when the disbursement charge will be added to 
the bill. 

In system (ii) the Costs Book, BiUs Delivered Book, or Bill of 
Costs Journal (being the alternative descriptions for the book in 
which outgoing invoices are entered) will be ruled with the usual 
columns for dates, etc., and three main columns (i) Costs (or Fees), 
(2) Disbursements, and (3) Total. The postings to the clients will 
be made from the Total column and after columns (£) and (2) 
have been added, the total thereof will be posted to the credit of 
Costs (or Fees) and Disbursements Account respectively. 

In the ordinary course of events, there will be no recoupment for 
outlay for clients until (at the earliest) the Bills of Costs have been 
rendered to the client. The balance on Disbursements Account will 
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be shown in the Balance Sheet as an Asset, being disbursements not 
yet charged, but recoverable from clients. 

Alternatively in method (ii) a Disbursements Ledger is opened 
and the disbursements debited therein against the client for whom 
the payment is made — an accotmt being opened for each client. 
When the Bills of Costs are rendered, the amounts recoupable in 
the Bills will be dealt with in the Costs Book as mentioned (and the 
postings made from the Disbursements column of the Day Book to 
the credit of the clients* accounts in the Disbursements Ledger), or 
the total may be posted to the credit of Disbursements Account 
(precisely as mentioned) and transfers made from the clients' 
accounts in the Disbursements Ledger to the debit of Disbursements 


Account 

Where small sums are paid for clients, e.g. sundry postages, 
stationery, if the clients are to bear the cost of them it is necessary 
to debit Disbursements Account and credit the nominal account, 
thus reducing the ultimate charge to Profit and Loss Account. Alter- 
natively, an additional column may be utilized in the Costs Book 
for sundry payments and the total thereof posted at the end of the 
accounting period to the credit of sundry payments accounts. 
(See Illustration on page 1299.) 

It may be mentioned that it is usual to describe the “all in’* 
charge as costs, but the charge purely for work done as profit costs. 
(3) Segregation of Clients* moneys. 

Under the Solicitors Act, 1933, Sect, i, and the Solicitors’ Accounts 
Rules, 1945, and the Solicitors’ Trust Accounts Rules, 1945, made 
thereunder, rules are laid down for the keeping of clients moneys 
separate from a solicitor’s own moneys. 

Thus, every solicitor in practice must keep such books and ac- 
counts as may be necessary to show all his dealings with (i) clients 
moneys held and received from and paid to them, and (ii) any other 
money dealt with by him through a clipt’s account ; and to distin- 
guish such moneys held, received or paid by him on account « each 
separate client and to distinguish such money from other moneys held, 
received or paid by him on any other account. ■ *1, * 

The rules are somewhat elaborate, but bnefly they require that 
(i) Moneys received from and paid to (or on behalf of) each client 

MoStSSd and paid on th. aolicilor’s own aemnnt. 
y CbenB’ moneys must be deUt with through a srf bim^ 
account in the name of the solicitor and the word chent speci 
ficaDy employed in connection with that account. , 

(4) Ap^ from recouping costs and disbursements, such 
aeSLt can only be dealt with for pro^ytilizahon oM 
client's money by payment to him or on 

tions and the withdrawal must not exceed the amount attnbutaWe 
“S^'Sieptions oeeur for correcting r«:eipts and payments 
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inadvertently dealt with in or through the wrong account, and any 
client can make an agreement with his solicitor to dispense with 
the necessity of keeping intact his moneys, but if such moneys (in 
pursuance of this agreement) are, in fact, paid into the Clients' 
Banking Account, they must be regarded as belonging to that 
particular client and no other. 

To that end it is necessary to keep and write up a separate 
banking account for dealings in clients' moneys in the name of the 
solicitor, specifically designated Client Account, although it is not 
necessary to open a separate cash book. For this purpose, a solicitor 
must not treat himself as a client of himself or his firm. Thus, two 
Bank accounts will be employed — own and clients, or office and 
clients. i 

Only clients' moneys may be paid into the Clients' Account and 
withdrawn only for proper pa3niients made to or on behalf of clients 
and for correction of any error in paying inadvertently ^o Clients' 
Account (e.g. amounts covering fees) and for withdrawal moneys 
paid in to the bank for the purpose of opening the account : but in 
all cases there can be no withdrawal from Clients' Banking Account 
of a sum exceeding the amount standing to the credit of a particular 
client for the object is to keep intact in Clients' Banking Account the 
exact sum necessary to discharge immediately all balances due to 
clients. Therefore, it is not sufficient merely to have in the Clients’ 
Banking Account the sum equal to the total of Clients' accounts 
unless all are in credit. If a solicitor, for simplicity of illustration, 
has three clients A, B and C whose balances are A (Dr) £io, B (Cr) 
£2 and C (Cr) £12, the amount of net indebtedness is £4, but the 
amounts in credit are £14 and this is the figure required in the 
Clients' Banking Account. The solicitor cannot withdraw from 
Clients' Banking Account, e.g. more than £2 for fees and for disburse- 
ments on B's account, because if he did he would be using some of 
C's money. 

Hence it is insufficient compliance with the Rules merely to have 
in Clients' Banking Account sufficient to meet the “net" Clients’ 
balances, that is the excess of the credit balances over the debit. 
In other words, the transfer from Clients' Bank to own Bank is 
permissible only to the extent that it does not exceed a particular 
client's money. 

Subject to the rule above-mentioned, a solicitor will recover his 
fee and outlay chargeable to a client by debiting own (or office) 
Bank and crediting Clients' Bank, but only in so far as it represents 
that particular clients' money. If the credit balance of the client is 
insufficient to meet the fee and outlay it will be necessary.^or him to 
pay in the ordinary way, whereupon the receipt will be dealt with by 
the solicitor by debiting own (or office) Bank and crediting the client. 

Two Coltinm Ledger Method. Two columns are employed on each 
side of the ledger corresp)onding with those in the Cash Book, i.e. 
'"Office" and “Clients," and all records for and against clients are 
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niade in “Office/' except those which must relate to the Clients' 
column in the Cash Book i.e. — 

(1) Receipts from or on behalf of clients, except for costs and 
disbursements. 

(2) Payments to, or on behalf of clients out of clients' moneys. 

(3) Transfers of money in Bank in clients' column for discharge 
of costs and disbursements (or so far as such money belonging to the 
particular client will permit). 

When the transfer is made, it is just as if the client literally with- 
drew the money and then handed it back to the solicitor in settle- 
ment of costs and disbursements, i.e. — 

(1) Debit Client (Client column) Credit Bank (Client column). 

(2) Debit Bank (Office column) Credit Client (Office column). 

Care must be taken to debit Fees against Clients in the Office 

column (not Clients' column). 

This procedure will have the advantage of proving in “total" the 
correspondence of the balances due to clients with the cash at bank 
(Clients column) and will result in giving a “clearance" to one set oj 
columns on payment by the client or transfer of moneys in settle- 
ment of the account from bank (Clients* column). 

Illustration. A solicitor has the following transactions— 


Work performed per Costs Day Book — 

TO lent Amount 

i 

X 30 

Y 17 

R 2 

X 4 

W 7 

S II 

Receipts — 



19.. 
Jan. I. 

5 - 


15* 


24 

30. 


X pays in £800 for purchase of property, completion takmg place 
on iith January and settlement (Ijyo) by cheque on that day. 

R pays in for general investment £600, of which the solicitor, with 
R's approval, invests on mortgage £550 on 25th January. 
Solicito?^lIects for Safe InsurMce Company 
pays the Company on 14th January, ^ 43 * 

commission due to solicitor. nf which W is 

and aftert^fe“ing to S. on instructions. £r.ooo. bemg loan 
on mortgage by W to S. 

X pays his bill of £4. 

Y pays on account. £5. 


Payments (in addition to those mentioned above) 


19. 

Jan. 


13. Di^rsemen^ out of clients' moneys for R, £10 
19. Pett^" Cash, £yi> 
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Petty Cash Payments — 

19. * £ 

Jan. 4. Disbursements W. .3 

12. Disbursements Y . . .2 

14. Disbursements S . .6 

30. Wages . . .21 

31. General Expenses. ... 7 

Drawings . 15 

The opening Balances were — £ £ 

Cash at Bank — Office 720 

— Clients . 160 

Fixtures . . . 150 

Capital ..... 870 

Clients — B .... 150 

— Y . . . . io 


Prepare accounts and draw up Trial Balance at 31st Jsin., 19. . . 
Costs Day Book 


19 ■ L 

Jan. 1. X . . . . . *30 

5- Y 17 

10. Safe Insurance Co. ... 3 

11. R . . . . .2 

M- X 4 

16. W 7 

30- S II 


Private Ledger 

Dr, Capital Cr. 




1 

1 

19.. 





1 

Jan. I 

By Balance . 



Dr, Fixtures, Etc. Cr 



* 

I ^ 


1 "; 

To Balance 


150 




Dr, General Expenses Cr. 


19.. 



£ 

{ 


Jan. 31 

To Cash. 


7 




Dr. 


19 • 
Jan. 31 


Wages Cr. 




£ 


1 

1 

i 



. 21 


1 

! i.„. 

1 

( 




Dr. 


MISCELLANEOUS 

Drawings 


1293 

Cf, 




i £ 




To Cash. 


L!_ 


1 



Dr. Costs (Fees) 





19.. 


T 

f 


i 


Jan. 31 

By Sundrie 

1 


Clients* Ledger 


Dr. B Cf. 



J 


Office 

] 

Clients 




1 

Office 

Clients 






*9 

Jan. 1 

By Balance 



£ 

150 

Dr. 




Y 



Cr. 



1 

1 

Office 

Chents 



1! Office 

il 

Clients 

19.. 

in. 5 

12 

To Costs . 

„ Cash — Transfer 
„ Disbursements 

1 

1 

i 

£ 

Id 

19 . 
Jan. I 

5 

30 

31 

By Balance 
„ Cash— Transfer , 
,, C.ish on account , 
„ Balance 

b/d 

c/d 

£ 

10 

1 






ito 




J?!L- 

__£lo 

eb. 1 

To Balance 

b/d 

1 4 



1 




Dr. 




X 



Cr. 




1 Office 

Clients 


1 ■ 

1 


Office 

1 

Clients 

19 .. 
in. I 

H 

To Costs . 

„ Cash— Transfer 
„ Settlement . 

„ Costs . 

1 i 

1 1 

i 1 

... 

30 

i 

4 

30 

770 

19. . 
Jan. I 

i =4 

By Cash . . j 

1 ,, Cash— Transfer .| 
j 1, Cash . .] 


£ 

£ 

800 

' 


i 


£34 

£800 

1 



£800 


Dr. R 





Office 

Clients! 



i 

i 

I 

1 

Office 

QienU 

T9. 

an rx 

13 

as 

31 

To Costs . 

„ Disburaements 
„ Cash— Mortgage . 
„ Cash — Transfer 
„ Balance 

c/d 

£ 

2 

! 

^ ! 
10 

550 

2 

38 

Jan. 5 
»5 

By Cash . 

„ Cash— Transfer , 

1 

£ 

2 

600 

j 





' 


'se^St 




£2 

£600 









Feb. 1 

By Balance 

b/d 



1 38 
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Dr. W Cf. 





Office 

Clients 




Office 

Chenti 

19.. 
Jan. 4 
16 

29 

To Disbursenients . ' 
„ Costs . 

„ Transfer to S on 
Mortgage [See 
Note at end] 

„ Cask — Transfer 
„ Cash-— Settlement . 

1 

1 

1 j 

j 

! 

£ 

3 

7 

1 

i 

£ 

1,000 

JO 

190 

19.. 
Jan. 15 

29 

By Cash . 

„ Cash— Transfer . 


£ 

10 

£ 

1 £10 

£1,200 


£1.300 

1 1 1 


Dr. S Cr. 



\ ij 

1 1! 

1 Office 

1 

Clients 

! 

1 

1 

i 

1 

Office 

Clienii 

19.. 
Jan. X4 

30 

31 

To Disbursements . j 

„ Costs . .| 

„ Cash — Transfer 
„ Balance 

c/d 

£ 

6 

II 

£ 

r? 

983 

• ^ Si. 

By Transfer from W 
on Mortgage . 
„ Cash — Transfer . 

\ 

£ 

^7 

L 

I.OOi 


i 


07 

£1,000 




£17 

£l,on 


1 

i 




Feb. X 

By Balance 

b/d 


9ft 

Dr. 


Safe Insurance Co., 

, Ltd. 

Cr. 




Office 

Clients 


1 


Office 

Client 

19.. 
Jan. 10 
14 

To Costs . 

„ Cash — Transfer 
„ Cash . 


£ 

3 

£ 

3 

43 

19.. 
Jan. 10 

By Casli . 

„ Cash — Transfer . 


£ 

3 

£ 

4 




£3 

£46 




£3 

f 4 ' 











Dr. Cash Book (Bank) Cr. 





Office 

Clients 




Office 

Cheat 

‘ 19.. 



£ 

£ 

19. . 



£ 

£ 

fan. t 

To Balance 

b/d 

720 

160 

Jan. I 

By Petty Cash . 


20 



„ X— Transfer. 


30 



„ X — Transfer 



3 


„ X 



800 


„ X— Settlement . 



77 

5 

R 



600 

5 

„ W— Transfer 



i 


„ y — Transfer. 


10 


13 

R . 



I 

zo 

„ Safe Insurance Co. 



46 

14 

„ Safe InsuranceCo. 




14 

„ Safe Insurance Co.: 





Transfer . 





Transfer . 


3 



„ Safe Insurance Co. 




15 

W . 



1,200 


Settlement 



4 

24 

„ X 


4 


19 

„ Petty Cash . 


30 ’ 


»S 

„ R — Transfer 


2 


25 

„ R — Mortgage 



5 ‘ 

29 

1 ,, W— Transfer 


TO 



,, R — Transfer 




30 

„ S — Transfer . 


r? 


26 

,, Petty Cash. 


20 1 



„ Y on account 


5 


*9 

„ W — Transfer 

■ft 

1 

J 





1 


„ W— Settlement . 



1 ' 



1 


1 

1, 3 ® 

„ S — Transfer 









31 

„ Balances 

c/d 

731 

1,1 




£801 

£2,806 




£801 


Fab. i 

To Balances 

b/d 

731 

j i,xi 7 




1 
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Dr. 



Petty Cash Book 



Cr. 





Total 

Ex- 

penses* 

Draw- 

ings 

Fol. Ledger 

1 

19.. 
an. I 

19 

36 

To CaA 

„ Cash. 

19.. 

Jan. 4 
It 

14 

30 

31 

By w . 

« Y . 

s . 

„ Wages 

General Expenses 
Dravrbgs . 

6 

21 

7 

15 







„ Balance c/d. 

54 

16 


£15 

Jli. 

eti. 1 

To Balance b/d 

x6 


£70 





Dr . Trial Balance, 31ST January, 19.. Cr. 



Office 

Clients 


Office 

Clients 

Clients’ I^edger — 

/ 

£ 

Clients’ Ledger — 

£ 

£ 

Y. . . . 

4 


B . . . 


150 

Bank 

731 

LI7I 

R 


38 

Petty Cash 

Private Ledger — 

10 


S. 

Private Ledger — | 


083 

Fixtures 

150 


Capital . ! 

870 


Drawings 

15 


Costs . . i 

74 


Wages . 

21 





General Expenses . 

7 



i 



{944 



£94^ 









Notes, (i) The transfer from W to S {£1,000) may be made through the 
Journal or Cash Book (on each side. Clients’ column). 

(ii) A separate Trial Balance exists for each column — Office and Client, 

(iii) In addition, a Total Clients' Ledger Account may be built up 

Where it is desired to know at any time what is due to clients, this 
may be achieved by several methods the most important of which 
are — 

(i) Double Column Method, The procedure is — 

(«) The Clients* Ledger, Office Cash and Bills Delivered book will 
all be ruled with two columns (own and chents). 

(6) Payments made for and fees charged to clients who have cash 
on hand will be entered in the Clients’ column of the Office Cash and 
Bills Delivered books. 

(c) Where cash is received from a client for whom pajmients have 
been made out of office moneys, it should be spUt up between clients 
and office monies, accordingly. 

Thus the balance at Bank (Clients* column), less the total of pay- 
ments shown in Clients* column of Office Cash, and the total of Fees 

^ Analysed columns for each main type of expenditure. 
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entered in the Clients* column of Bills Delivered Book will equal the 
Clients* Ledger credit balances. 

{d) These totals at the end of each suitable period will be trans- 
ferred from Clients’ to Office columns in the Bank and Cash Accounts, 
and the totals of Clients’ columns in the Cash and Bills Delivered 
Books will be extended into the main columns of these books. 

Illustration. A. B. Stract commences to practise as a solicitor on 
the 1st January with cash capital of £2,000, the amount being paid 
into Office Bank Account. 

The following transactions arise in January — 

19- • j 

JaD. 3. Paid by cheque £200 for Ofl 5 ce Furniture. ! 

Drew £100 for general cash. \ 

5. Received 1,500 from client Porter and paid deposit of for 

purchase of house by Porter, costing 1,000. 1 

6. Collected insurance premiums for Insurance Co., ;^8o, remitted next 

day to Company, less Commission of 2^ per cent. 

Paid Estate Duty by cheque, £1^0, on account of executors of 
Walter, deceased. 

Received Sundry Costs, banked, £^. 

8. Received Sundry Costs, not banked, £1. 

12. Received from National Bank, ^800, being the balances standing 

to the credit of Walter. 

13. Paid debts, etc., of Walter, deceased, £110, 

14. Paid by cheque £/^o deposit on purchase of house (costing ;£40o) by 

Dyke. 

15. Paid out of office Cash, disbursements for Lake, £(>. 

18. Completion of purchase of house by Porter, drawing cheque in 
settlement after paying duties in Cash £1^ and charging costs 

0{;£i8. 

24. Sundry receipts for legal costs, banked £7. 

31. Paid all general expenses by cash for month, £23. 

Drawings by cheque, £^o. 


The following bills had been rendered — 

£ 

Jan. 15. Lake .11 

30. Brown . '. -13 

Undelivered Costs are £^o. 

Write up the books and prepare Trial Balance as at, and Profit 
and Loss Account to, 31st January. [The records are to be such that 
a separate Trial Balance of clients' moneys can be extracted 
at once.] 



mSCELLANEOUS 


Cash Book (Bank) 




Clients Office 




Clients Office 




19.. 



£ £ ■ 

I To A. B. Stract— 



Jan. 3 

By Office Furniture . 


200 

Capital 


2,000 


„ Office Cash. 


xoo 

5 „ Porter . 


1,500 

5 

„ Porter: Deposit 



6 „ Insurance Co. Pre* 




on Purchase of 



miiinm 


So 


House 


xoo 

„ Sundry Costs 


1 4 

6 

„ Exors. of Walter, 



13 „ Exors. of Walter, 


1 


deceased: 


1 

deceased— Trans- 




Estate Duty . 


i 170 

fer of Balances : 



‘ 7 

„ Insurance Co. : 


1 

Reimbursement 




Premiums 



of Estate Duty 




Collected £80 


i 

paid 


1 lyo 

• 

Less 2^ % 


' 

Balance. 


630' 


Commission 2 


1 

24 „ Sundry Costs 


' 7 





78 1 

„ Transfer pet Contra 


35 

• 13 

„ Exors. of Walter, 







deceased : 


j 



, 


Debts, etc. . 


Tie 

* See note 2 on page 



14 

., Dyke : Deposit 



1301 




on Purchase of 


1 



1 

1 

House 


40 





„ Porter : Balance 





1 


of Purchase 







Price of House 


900 



1 


I „ Porter: Bal- 







i ance of ac- 



1 



i 

count . £500 



1 

1 

1 ' i 


1 Less Costs! 8 



1 


' 


^ „ Duties 15 



i 


! i 

1 

' — 33 



1 


1 

1 



467 

1 


1 

31 

„ Drawings . 





1 

1 

1 „ Transfer to Office 



1 ! 


! 


Bank : 





I 

j 

1 Payments from 






1 

j Cash . 


15 



I 

1 

1 Bills delivered 


20 




1 

I 

; „ Balances 

1 

C/d 

520 

i 1 

£2,310 £2,2I6| 

i 

( 

1 


£2,2x0 

1 To Balances 

b/d 

520 x,666| 

1 

j 






... ' 



' ' ' 


To Cash from Bank 
„ Sundry Costs . 


£ 

xoo 

I 

19 . 
Jan. 15 

18 

By Lake — 

Disbursements 
„ Porter 

1 , 

1 




31 

„ General Expenses 
„ Balance 

c/d 

1 

1 


_£ioi 


i 


To Balance . . | 

b/d 

57 



i 


CLIENTS' LEDGER 
Executors of Walter, Deceased 



! 


Clients Office 

i 



Clients Office 

19.. 
Jan. 6 

13 

31 

To Estate Duty paid . 
„ Debts, etc., paid . 
„ Balance 

c/d 

£ £ 

170 

IIO 

520 

19.. 
Jan. X3 

By National Bank . 


630 170 


' 1 

i _J 


£630 £x7o 

Feb. X 

t i 

By Balance 

b/d 

5*0 
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Dr. Porter Cr. 



Dr. 


Insurance Company 


Cr. 


Clients 

Office 




(^nts 

£ 

78 

2 


19 . 

Jan. 6 

By Premiums rec*ved 



iBo 





£80 








Office 


19.. 
Jan. 7 


To Cheque — 
Settlement 
„ Costs . 


Dr. 


Dyke 


Cr, 





Clients 

Office 




Clients 

19 .. 
Jan. 14 

To Deposit ; Cheque 
paid to Vendor, 
10% of Purchase 
Price of House, 
£400. 



£ 

40 






Dr. Lake Cr. 





Clients 

Office 




Clients 

Offio 

19.. 
Jan. 15 

To Cash- 

Disbursements . 
Costs . 



£ 

6 

IX 







Dr. Brown Cr, 





Clients 

Office 




CUmts 

Offic 

19.. 
Jan. so 

j 

To Costs . 



£ 

X 3 
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NOMINAL LEDGER 

Capital Cr, 


19.. 
Jan. 31 

To CbequB 
„ Balance 

c/d 

£ 

19.. 

Jan. X 

31 

By Caab 
„ Profit 

1 

2 ^N >0 

1*3 




BBSS 









Feb. X 

By Balance . 

b/d 

a.083 


Dr. Office Furniturh Cr. 


19.. 
Jan. 3 

To Chequo— Purchases . 


£ 

300 





Dr. 


General Expenses 


Cr. 

19.. 
Jan. 31 

To Cash .... 


£ 

ssMss 

X 9 .. 
Jan. 31 

By Profit and Loss A/c . 


£ 

Dr. 


Costs Account 


Cr. 

19.. 1 
Jan. 31 

To Profit and Loss A/c 


£ 

146 

Jan.‘ 6 

8 

24 

31 

i 

By Cash — Costa . | 

., Cash — Costs 
„ Cash — Costs 
„ Sundries per Bills De- 
livered Book . 1 

„ Undebvered Costs . j 

c/d 

■' £ 

4 

X 

7 

44 

90 




£146 

j 

! 



Feb. i 

To Undelivered Costs 

b/d 

90 






Bills Delivered Book 


19. . 



£ 

£ 

Jan. 7 

Insurance Co. — Commission 


2 


15 

Lake ..... . . 



11 

18 

' Porter — Conveyance .... 


18 


30 

Brown ....... 

1 



13 


1 


£20 

20 





£44 


Trial Balance, 31 st January, 19.. 




£ 

£ 

Capital ...... 



1,960 

Office Furniture ....... 


200 


Costs ........ 



56 

General Expenses ...... 


23 


Office Bank ...... 


1,666 


Office Cash ....... 


57 


Clients' Bank ...... 


520 


Clients' Balances — 




Dyke 


40 


Lake 


17 


Brown 


13 


Walter .... ... 



520 



£2.536 

£*.536 
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Profit and Loss Account 

Dr. for the Month ended 31ST January, 19. . 


Cr. 


To General Expenses . 

£ 

*3 

By Costs {£^^’^£iz-\-£9o) 

„ Profit to Capital 

123 





£ 

146 


iM6 


Balance Sheht at 3ist January, 19.. 



£ 

£ 




Capital Introduced 

2,000 


Office Fixtures 


200 

Less Drawings 

40 


Undelivered Costs 


90 




Sundry Debtors (Clients) 




1.960 


\£ao + £^1 + £n] ■ 


70 

Add Profit 

123 


Cash at Bank — 





2.083 

Clients . 

52 o| 


Clients’ Balances 


520 

Office 

i, 666 | 







2,186 




Office Cash . 


\ 57 



3 i 2 . 6 o 3 


1 

1^2.603 


(2) Control Accounts Method. This method requires the opening 
of two reciprocal accounts, viz. — 

(а) Clients* Ledger Control Account in the Nominal Ledger and, 

( б ) Nominal Ledger Control Account in the Clients* Ledger. 

The procedure is — 

(1) All disbursements made on behalf of clients out of solicitor's 
own moneys — Bank and/or Cash, and all costs charged to clients 
will be debited to Clients* Ledger Control and credited to Nominal 
Ledger Control Account. 

(2) At intervals, a clearance of these accounts will be made so as 
to leave the balances on the reciprocal accounts equal to the debit 
balances against Clients, and at the same time similar transfers 
will be made in the Bank Accounts, thus involving the ascertainment 
of the balancing figure and the making of the following entries — 

(i) Debit Nominal Ledger Control Account and credit Clients’ 

Bank Account. 

(ii) Debit Ofi&ce Bank Account and Credit Clients* Ledger 

Control Account. 

Illustration. Using the same facts as in the preceding illustration 
write up the Control Accounts ; and prepare Trial Balance. 


Clients* Ledger Control Account (in Nominal Ledger) 


19.. 
Jan. 6 

7 

*4 

15 

x8 

30 

To Walter— Caah . 

„ Insurance Co. — Costs . 
Dyke— Cash 
Lake-Cash 
„ Porter— Cash 
., Lake-Costs 
„ Porter— Costs . 

„ Brown — Costs . 


£ 

170 

a 

40 

6 

15 

xz 

x8 

13 

X 9 .. 

Jan. 31 

By Transfer to Office 
Bank . 

„ Balance . 

c/d^ 

£ 

305 

70 




£^ 7 $ 




^2^ 

Feb. X 

To Balance . 

b/d 
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[Followed by reciprocal account in Clients’ Ledger headed Nominal Ledger 
Control Account, with items on reverse sides, showing net credit balance 
of ijo.-] 


Nominal Ledger Trial Balance. 31ST January. 10. 

ii / t 


Capital ....... . 1 


£ 

1,960 

Office Furniture. .... 1 

200 


Costs (Cash, 2 ; Clients, ;£44) 


56 

Generih Expenses ..... 

23 


Clients' Ledger Control Account ... 

70 


Office Bank ..... 

1,666 


Office Cash ...... 

57 



/ 2 ,oi 6 

£2,016 






Clients* Ledger Trial Balance, 31ST January, 19,. 


Walter ..... 


£ 

520 

Dyke ..... 

40 

L^e ..... 

17 


Brown ..... 

13 


Clients’ Bank .... 

520 


Nominal Ledger Control Account 

70 


/590 

/590 


Notes (i). It will be seen that eliminating the reciprocal items of I'jo, the 
resulting Trial Balance is the same as in the preceding illustration. The hnal 
accounts will be as in the preceding illustration, after adjusting £go for 
undelivered costs. 

(2) The transfer of £20^ in the Control Account corresponds with the total 
of the entries in the preceding illustration oi£ijQ and £^^* (See items marked ♦ 
on page 1297,) 

Illustration. P. Leader, a solicitor, submits to you the following 
figures extracted from his books at 31st December, 19 . . . 


P. Leader (credit) ........ 1,2^0 

Rent 250 

Salaries . . . . . • - • 1,000 

Amounts received from Clients on account of matters pending 615 

Sundry amounts owing (credit) . . 25 

Office Expenses 5^0 

Furniture and Library . ... . 650 

Amounts owing by Clients for Bills of Costs delivered . . 820 

Clients’ Disbursements . . - 3*7 

Bank (Clients) (debit) .... . * 55° 

Bank (Office) (debit) 820 

Profit Costs 3*«>77 


Disbursements specifically made for clients are debited to a 
general Clients* Disbursements Account. The Bill Book is ruled 
with three columns for Profit Costs, Clients* Disbursements, and 
Total. Each item in the Total column is posted to the debit of the 
respective client *s account, and each month the totals of Profit 
Costs and Clients* Disbursements columns are posted to the credit 
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of Profit Costs Account and Clients* Disbursements Account 
respectively. Included in the Bills of Costs sent to clients are 
sundry small disbursements, e.g. postages, debited in the books to 
Office Expenses Account. 

On 31st December, 19.., items on the debit side of Clients* 
Disbursements Account amounting to £387 had not been charged 
to Clients in Bills of Costs. Of this amount £15 had been received 
from clients and credited to their accoimts. 

Prepare Profit and Loss Account for the year ended 31st Decem- 
ber, 19. ., and Balance Sheet at that date. 

Profit and Loss Account for the Year ended 31ST 


Dr, 

December, 19. . 

Cr. 

To Rent .... 

£ 

250 By Profit Costs . 

£ 

3.077 

„ Salaries ; 

I.OOO 

,, Office Expenses 
„ Net Profit to Capital 

490 


Account . 

1,337 



|£ 3,077 

[£3,077 


Balance Sheet as at 31ST December, 19.. 


Capital Account — 

Balance xst Jan., Z9. . 

Add Net Profit from Profit and 
lx>ss Account . 

£ 

1,250 

1,337 

£ 

Furniture and Library 

Debtors for Costs Rendered 
Clients* Disbursements Account. 

£ 

820 

372 

£ 

650 

1,192 

2,587 

25 

600 

Cash at Bank — 

Own 

Clients .... 


Sundry Creditors 

Clients* Accounts 


820 

550 

1.370 








£ 3,212 



£3.212 


Notes, (a) No amount is shown for Drawings. 

(b) The credit balances on Clients’ Accounts should agree with the 
appropriate Bank balance. 

(f) A transfer is necessary to the extent of £70 representing small 
disbursements — at present appearing in Ofl&ce Expenses Account — 
making the total chargeable disbursements £387. 

(d) The item £15, as indicated in the question, has been received 
already in payment of disbursements, so that a transfer is necessary 
to adjust the position. 

The foregoing transfers are — 





i 

L 

(i) Clients' Disbursements Account 

. Dr, 


70 


To Office Expenses 

, , 


70 

(ii) Clients' Accounts .... 

. Dr. 


15 

To Clients' Disbursements Account 

• 


15 


Clients' Disbursements Account will now appear as follows — 

Dr, Clients' Disbursements Account Cr. 


To Balance (per T.B.) 

„ Office Expenses . 


n 

■ 

By CUenta* Accounts . 

„ Balance 

c/d 

£ 

15 

372 







£387 

To Balance . 

b/d 

379 

■ 
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The use of the single column (although not recommended) is 
shown below. 

Illustration. The following is a schedule of balances of a solicitor 


at ist January, 19. . — 

Dr. 


Cr, 

Bank (Office) 


£ 

350 



Bank (Clients) 


620 



Clients* Accounts- 

-A 


120 



B 


160 



C 


40 



D 


300 

620 


E 

15 



Sundry Assets 

, 

100 



Capital ■ 

• 



465 



(£1.085 


£1.085 


From the above, and from the following details, write up the books 
and prepare Trial Balance. Ignore Drawings and Expenses. 

(1) Received from D £150 to be later invested on instructions. 

(2) Work done for Clients: A, £70; B, £120; C, £85; D, £10; 
E. £30; F, £17— Total. £332 

(3) Disbursements for A, £30 ; B, £65 ; C, £15. 

(4) D agrees to lend to E £100 on Mortgage, the Solicitor trans- 
ferring such sum to E. 

(5) B pays the balance of his account ; C, £30 on account. 

Dr. Ledger Accounts Cr. 




B 

c 

D 


F 

1 ^ 

B C D B 

F 


£ 

£ 

£ 

£ 

£ 

£ 


£ £ £ £ 

£ 

To Balance 

b/d 




15 

By Balances 

b/d X 20 

160 40 300 


Disburse 






Cash 


X50 


meats . 

30 

65 

15 



„ Transfer 


100 


„ Costs . 

70 

120 

85 

xo 

30 

X 7 M 


25 30 


Trafufer 




m 


Balances 

c/d 

30 

17 

„ Balances 

c/d 20 



340 

35 






£120 

£185 

£100 1 

£450 

£100 

£ 17 

£X 30 

£185 £100 £450 Doo 

£ 

' 0 Balances 

b/d 


30 



17 By Balances 

b/d 20 

340 ss 
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Trial Balance Dr . Cr . 


Bank (Office) ...... 

i 

650 

i 

Bank (Clients) ...... 

415 


Clients* Accounts (as on page 1303) 

47 

415 

Sundry Assets ...... 

100 


Capital ....... 


465 

Costs (per Costs Book) ..... 


33 ^ 


£1,212 

^1,212 


BUILDING SOCIETIES’ ACCOUNTS 

Building Societies are bodies formed for the purpose of raising 
funds to be employed in making advances of money to menjbers to 
assist them in acquiring freehold or leasehold property, such p^foperty 
forming the security for the advances. ^ 

Most Building Societies are bodies corporate formed und^r the 
Building Societies Acts, 1874 and 1894, and to a certain extent con- 
trolled by the Registrar of Friendly Societies. 

The members, therefore, are {a) investors and (b) borrowers and 
the interest charged to the latter will exceed that granted to the 
former, thus forming the main source of income out of which the 
society meets its expenses. Over a period of years the main Building 
Societies have accumulated large reserves, the income on which 
forms a considerable portion of their yearly revenue. 

The published accounts of Building Societies are in the form laid 
down by the Registrar of Friendly Societies and in practice follow 
the form set out in the Schedule to the Building Societies Act, 1894, 
with certain recent modifications. 

The main headings are — 

(1) Receipts and Pa5rments Account ; 

(2) Revenue and Expenditure Account ; 

(3) Liabilities and Assets Account. 

Certain details are required in connection with mortgages; and 
certain mortgages must be excluded in arriving at the statutory 
borrowing limits of a Building Society (not to exceed two-thirds of 
the amount secured to the Society by "active” mortgages); the 
latter are all mortgages other than those which must be shown in the 
following schedules — 

(i) Mortgages where the repa5anents are not upwards of twelve 
months in arrears and where the property has not been upwards of 
twelve months in possession of the Society and where the present 
debt exceeds £5,000. 

* £95 Is the maximum sum transferable in respect of Costs because the 
credit balance of B's account is that sum only [;£i6o less ;£65], so that were 
the Solicitor to transfer a greater sum he would be utilizing other clients' 
balances. 

All transfer items are in italics. 
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(2) Property in possession of the Society for upwards of twelve 
months. 

(3) Mortgages where the repayments are in arrear for upwards of 
twelve months and the property has not been in the possession of 
the Society for upwards of twelve months. 

Receipts and Payments Account, This is a summarized copy of 
the Cash Book of the Society. 

Revenue and Expenditure Account. This is made up of five sub- 
accounts: a Shareholders* Account, Deposit and Loan Account, 
Mortgages Account, Profit and Loss Account, and Appropriation 
Account. 


Liabilities and Assets Account. This is the equivalent of the Bal- 
ance Sheet of a trading concern and is set out in skeleton fonn. 
It is headed Dr'* and “ Cr” with the prefix “ To" on the left-hand 
or Dr" side and “ By" on the right hand or “ Cr" side. 

The following points should be noted — 


(1) The liabilities to shareholders, depositors and loan creditors 
are shown separately from the interest accruing thereon, the total 
liability being extended into the main column. 

(2) Each class of Shareholding is shown separately and the 
combined figure extended into the main column. 

(3) Liabilities to Depositors are similarly subdivided (and ex- 
tended) according to the terms of repayment. 

(4) The remaining items on the liabilities’ side of the Account 
comprise the undivided profits, general reserves and reserves or 
funds for specific purposes, separately shown and the total extended 
into the main column. 

(<) The main and first asset item is “ Balances due or out^andjng 
on Mortgage Securities ** and is classified as laid down by the Budding 

Societies’ Act 1894. t u- u 

Separate totals appear as to Mortgages on property of which the 
Society has been in possession for upwards of twelve months or 
when repayments are upwards of twelve months in arrear. 

(6) The next item is the Investments held, classified according to 
the Building Society Act, 1894. 

(7) The next item is Premises and other assets, except the above 


and (8). 

(8) Lastly, separate inset amounts for C^h on hand and Cash at 
Bakers, the aggregate of which is extended into the mam column. 


Illustration. From the following Trial Balance of the Hanford 
Building Society prepare Profit and Loss Account, Revenue Account, 
and Liabilities and Assets Account. 
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Trial Balance. 31 st Dbcbubbr, 19.. 



£ 

£ 


Dr. 

Cr. 

Management Expenses 

65,105 


Interest on Deposits and Xx>ans — 



Deposits 

25.560 


Home Safes 

628 


Bank Commission 

394 


Income Tax 

99.591 


Profits Tax ....... 

4.906 


Staff Superannuation Fund .... 

734 


Amounts written off Mortgages 

1.650 


Insurance Commission 


6,634 

Interest from Borrowers .... 


320,608 

Interest and Dividends from Investments 


40,446 

Rents Receivable (Office Premises) . 


; 3.015 

Sundry Fees, Fines, etc. .... 


1 910 

Subscription Shares Interest .... 

127.524 


Paid-up Shares Interest. .... 

24.450 

\ 

Profit on Sale of Securities .... 


\ 6,080 

Profit on Sale of Property .... 


\ 147 

Property and Contents ..... 

60,772 

’ 

Balance Due or Outstanding on Mortgages 

8,687,665 


Investments ....... 

1.803,054 


Balances at Bankers and on hand . 

249.993 


Due to Shareholders, including Interest — 



Subscription Shares ..... 


6,854,884 

Paid-up Shares ...... 


1.461,509 

Creditors for Deposits : Home Safe and Loans . 


1,903.229 

Other Liabilities ...... 


74.824 

General Reserve ...... 


420,000 

Contingencies Reserve ..... 


43.021 

Appropriation Account ..... 


16,719 


;^IT, 152,026 

;fll,152,026 


Provide for accrued interest on investments £9,602; transfer 
£30,000 to General Reserve; write off £1,050 from the Society's 
Property and Contents. 


MANFORD BUILDING SOCIETY 
Statbmbnt of Accounts for the Year ended 315T December, 19. . 

{Abridged) 

Dr. 5. Profit and Loss Account Cr. 


ExpenUtiirt 

Huiafement BxpeniM 

65,103 

Inctmu 

Interest from Borrowers . 

32£6o8 

Intwest on Deposits snd Loans— 

Interest from Investments 

50,048 

DeposiU 

*5.560 

Rents from Letting of Office Premises. 

3.0*5 

Home Safes .... 

628 

Sundry Fees, Fines, etc. . 

910 

Bank Commission . . . . 

394 

Commission (Fire and Life Insuranoe) . 

6,634 

Income Tax 

Profits Tax 

99.59* 

4.906 



Staff Superannuation Fund 

734 



Losses on Realization and Amounts 
sraitten off Mortgages . 

Balance canied down to Account, 
No.fi 

1,650 

182,647 

1 
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Dr. 6. 

Appropriation Account 

Cr. 

EgpendUun 


/ncoM# 


Subicriptjoa Shares Interest 
Paid-up Shares Interest 

Amount written off Society's Pro- 
perties .... 

Transfer to General Reserve 
Balance carried forward 

« 7 . 5 a 4 

# 4.450 

1.050 

30.000 

33,569 

Balance brought forward . 

Balance brought down from Account. 

No. 5 

Profit on Sale of Securities 

1 Profit on Sale of Property 

16,719 

t «*.647 

6,080 

147 


£ao5,593ii 

\issim 

Dr. 7. General Reserve Account 

Cr. 

Expenditure 

Balance at end of year 

^ i 

450,000 i 

I Income 

1 Appropriation from Account No. 6 
j Balance at beginning of year 

£ 

30.000 

430,000 


£450,000 

1 

£450,000 




Dr. ““ 7a. 

, Contingencies Account 

Cr. 

Expenditure 

Balance at end of year 

^^£43^ 

Income 

Balance at beginning of year 

£ 43.031 


8. Balance Sheet (Liabilities and Assets Account) 


Liabilities 


Due to holders of Shares, 
includinglnterest, viz. 
Subscription Shares 
Paid'Up Shares 

Home Safe Deposits and 
due to Creditors for 
Deposits and Loans 
(other than Loans 
from Bank) (classified) 

Other Liabilities (classi- 
fied). 

Reserves — 

General Reserve 
Contingencies Reserve 
Unappropriated 
Profits per Account 
No. 6 . 


£ 

£ 

6,854,884 


1,461,509 



6,316.393 


1,903,329 


74.8*4 

450,000 


43,0*1 

1 


i 23,569 



515.590 1 

1 


li 

£10,810,036 


Assets 

Balance due or outstanding on 
Mortgages, not including prospec- 
tive interest (classified under 
S.14, Building Societies Act.1894. 
and Schedules 11 and III thereof) 8,687.665 

Investments, including Interest 

accrued (classified) . 1,813,656 

Head and Branch Offices and Con- 
tents S9.7SS 

Balances at Bankers and Cash in 
hand #49.993 


1 ^10.810,036 


[Certificate of Auditors] 


CO-OPERATIVE SOCIETY ACCOUNTS 

The procedure in respect of official returns and accounts is laid 
down by Sect. 14 of the Industrial and Provident Societies Act, 
1893 as amended by Sect. 3 of the Industrial and Provident Societies 
Act, 1913. Briefly stated the accounts are — 

(i) Cash Account. This is a summary of the Cash (and Bank) 
transactions for the year and includes, in addition to the usual 
receipts and payments of a revenue nature, share receipts and 
repayments, Purchase and Sale of Investments, Savings Deposit 
transactions, etc. The balance of Cash and Cash at Bank (or Bank 
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overdraft) will agree with the corresponding item in the Balance 
Sheet. 

The special requirement is, therefore, that the summary of cash 
transactions be published. 

(ii) General Expenses chargeable to Trade. For practical purposes 
this statement is similar to an ordinary Profit and Loss Account, 
disclosing the usual expenses and certain income; the balance is 
carried to the Trade Account. 

The special feature is that in ordinary accounts the Trading results 
are carried to the Profit and Loss Account, but here the transfer is 
from this account to the Trade Account, virtually a Trading account. 

(iii) Investments Revenue Account This is a special '"non- 
trading** Income and Expenditure Account, the balance of^ which is 
carried to the Profit and Loss Account (virtually an Apprppriation 
Account) ; it consists of investment and property income, less 
appropriate expenses (and not being Trade Expenses). \ 

(iv) Trade Account, This is made up of Opening and \ Closing 
Stocks, Purchases and Sales, together with the balance of General 
Expenses (ii). The balance is carried to Profit and Loss Account. 

(v) Profit and Loss Account. Virtually an Appropriation account. 

(vi) Balance Sheet. This is in elabo’^^ate detail and the main 
headings are illustrated below. 

An examination candidate will not be expected to know every 
detail of the accounts of concerns under the Industrial and Provi- 
dent and the Building Societies Acts. 

Illustration. Specimen Balance Sheet (in main outline) of — 


BIGGDIV CO-OPERATIVE SOCIETY. LTD. 
Balance Sheet as at 


CapUal and Liabilities j 

1 

£ 

Assets 

1 £ 

£ 

Shares. Members' Claims, With- 



Stock . 


9,000 

drawal Shares . 


30,000 

Land and Buildings 

us^ in { 


Savings Bank Deposits . | 


3,000 

Trade 

• 1 

8,500 

Loans J 


X 6,000 

Fixtures and Fittings used in ! 1 


Creditors for Goods . 


1,500 

Tr-ade 

. 

2,700 

Reserves — i 



Plant and Machinery used in 


General Reserve Fund . 

10,000 


Trade. 

, 

x,8oo 

Education Reserve Fund 

300 


Rolling Stock. 


900 

Dividend Equalization Fund. 

2,000 


Investments — 



Death Benefits Reserve Fund 

x,ooo 


Land and Buildings 

. 1,000 


Plate Glass Insurance Reserve 



House Property. 

. 6,000 


Fund .... 

400 


[ Industrial and Provident Socic- 





ties — 



Amount appropriated for Share 


13,700 

Shares . 

£17,000 


Interest, not yet credited to 



Loans . 

3,000 20,000 


Share Capital 

600 





Profit Unappropriated 

3,100 


Other Securities — 






Shares . 

£2,000 




3,700 

Loans 

3,500 3,500 







32,500 




; Accounts' owing to the Soefety . 

900 




Cash at Bank 

9,600 





Cash in hand 

. 2,000 







xi,6oo 

i 

1 


£ 67 j 900 



£67,900 


[Certificate of Auditors.] 
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FARM ACCOUNTS 

Several special features arise in farm accounts, although in 
practice many farmers* accounts are very crude and unreliable. 

The chief points are — 

(1) Separate departmental accounts for different activities, 
e.g. Dairy, Crops, Fruit and Livestock rearing (subdivided as 
required). 

(2) Systems of transfers as in commercial activities, e.g. as in a 
garage. Typical are — 

Debit to Wages and Credit to Rents of Cottages for rent free 
occupation of labourers^ ; 

Debit to Wages and Credit to Milk, etc. Accounts for subsistence 
of labourers; (and family of occupier if they assist in the farm 
activities)^ ; 

Debit to Drawings and Credit to Milk, etc. Accounts for subsis- 
tence of occupier. 

Debit to various crop accounts and Credit to respective Field 
Accounts for cost of crops raised; 

Debit to Calves Account and Credit to Cows Account for calves 
produced (similar for sheep, pigs, poultry). 

The system of rotation of crops resulting in a number of fields 
lying “fallow,” occasionally sown with “fallow crops,” means that 
a number of fields are not in full production and, as there are expenses 
incurred in a fallow year, these are carried forward to the producing 
years less realization of fallow crops (if any). 

Where, as is customary, many transactions are on a semi-barter 
or set-off system, an exchange register with supporting invoices 
(rarely given) is required to show tlie true “gross,” e.g. a heifer 
and two pigs might be exchanged for a bull, either without cash 
passing at all or for a net payment or receipt. 

Highly organized farms keep statistical data and registers, but the 
typical small farmer does not trouble to keep these, except as required 
by law, e.g. Milk Marketing Board, etc. and Agistment Register. 

Occasionally, heavy expenditure may be incurred on seeds and 
fertilizers which will be spread over a period, whilst equipment will 
be dealt with in the usual manner. 

Other special features exist, e.g. subsidies, valuation of live stock, 
compensation for loss in cases of destruction of animals ordered on 
account of disease, e.g. foot and mouth disease, cost of pest control. 

Particular attention must be paid to adequate insurances, some 
of which are of especial importance to farmers, e.g. anthrax, lo.ss of 
cattle through straying, etc. Some fanners do not (because of the 
high premium) insure horses, but place to Reserve a certain sum 
each year to cover losses. 

Two technical features of farm accounting are valuation of 


^ If farm is in charge of bailiff, similar entrie.s would be made; and also 
analogous entries for Heat and Light (debit Wages; credit to Farm Heat 
and Light Account). 
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livestock and manurial rights, but these are for farm valuation 
experts. 

Illustration. 


Dt. Cattle Trading Account for the Year ended Cr, 


To Oponlng Stock 
„ Puichatet 

„ Births ... 69 

Lets Stillbom 3 

„ Foodstuffs— 

Opening Stocks 
Concentrates 

Hay (transferred) . 

Cre^ and Pasture (trans- 
ferred) 


No. 

500 

230 

66 

£ 

80 

120 

ayo 

sao 


By Sales. 

„ Cattle Slaughter (Sales 
of Meat) . 

„ Sales of Hides . 

„ Sales of Offal 

„ Sale of Carcases . 

„ Closing Stock 


No. 

190 

60 

4 

562 

1 

£ 

a, 400 

4 S 0 

360 

£ 

5.630 

3,x8o 

17 

? 

Uu CkMlng Stocks 

„ Balance .... 

c/d 


990 

90 

900 

1,027 



1 





816 





816 


£8,827 

To Labour (transferred) 

„ Grinding. 

„ Repairs .... 
„ Depredation . 

„ Insurance 

„ Allocation of General Ex- 
penses. 

„ Pi^t on Cattle for Year 
to General Profit and 
Loss Account 




190 

30 

40 

35 

*5 

200 

517 

By Balance 

b/d 



1,027 





BBS 


i ! 



£x ,027 








„ 

L 

L 




Notes, (i) Labour transferred — credited to Wages. 

(2) Repairs, Depreciation, and General Expenses transferred—credited to 
the respective accounts; this should include proportion of Rent, even if 
farm owned by the occupier. Rent Account will be debited in the first instance 
with the total rent, credit landlord, if rented; if not, the credit will be to 
owner-occupier, with basis of a fair letting value. (In fixing this figure, 
regard will be had to whether the farmer as ‘‘tenant" is charged with cost 
of Repairs, Rates, etc.) 

(3) There should be a subsidiary account, if number and size of trans- 
actions warrant it, in respect of Sales of Meat, etc., a transfer being made to 
the debit representing the cost of cattle slaughtered. A further subdivision 
of Calves, Cows, etc., could be made, a transfer being necessary to debit of 
Calves, credit of Cows on birth. 

(4) Hay is transferred from Hay Account, except to the extent of Hay 
purchased, 

(5) Insurance is either transferred from General Insurance, or, as is likely, 
if separate insurance, directly charged. 

MONEYLENDERS’ ACCOUNTS 

The chief features of moneylenders* accounts are — 

(i) Unless the contrary is proved, interest of more thanj^S per 
cent per annum will be considered harsh and excessive and ^11 not 
be upheld by the Court. The Court may also reopen the transaction 
even if the interest does not exceed this figure if it is satisfied that 
the interest charged is excessive (Moneylenders Acts, 1900, Sect, i, 
and 1927, Sect. 10). 
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(2) The method of treating interest. There are three methods — 

(a) where no interest is taken into account until the instal- 
ments repayable (which will actually include interest) have 
covered the principal sum lent ; 

(b) where interest is taken into account on each instalment ; 

(c) where interest is calculated per period of instalment, the 
amount repaid discharging principal and interest rateably, the 
former increasing and the latter decreasing with each instalment 
(on the same principle as Building Society repayments). 
Illustration. M, a moneylender, commenced business on ist 

January, 1952, and made the following loans — 

1952 

Jan. I. To X, ;^i20 plus Interest £2^, repayable in twelve equal monthly 
instalments, commencing ist February, 1952. 

Mar. I. To Y, £260 plus Interest £40, repayable in thirty equal monthly 
instalments, commencing ist April, 1932. 

Show how these transactions would be dealt with in the books of M for the 
year ended 31st December, 1952. 

Method (a). 

Loans Journal 




Principal 

1 

Interest 



£ 

i 

1952 

Jan. I 

X . . . 

120 

24 

Mar. 1 

Y . 

260 

40 ► 



£ 3 »o 




(Credit to 

(Credit to 


i 

Bank) 

Interest 

Suspense) 


Dr. Bank Cr. 


1952 



£ 

X952 


(Feb. I- 
Dcc. I) 

ToX . 


13* 

Jan. I 

ByX . .1 

1 

j- 

Dec. 1) 

Y . 

1 

90 

i 

Mar. z 1 

M Y . . .1 

: : i 


Dr. X Cr. 





Prin- 

cipal 

In- 

terest 




Prin- 

cipal 

In- 

terest 

195a 

Jan. X 

To Loan 


£ 

120 

£ 

u 

195a 

Feb. I- 
Dec. X 
Dec. 31 

By Cash 

„ Balance. 

c/d 

£ 

xao 

£ 

xa 

ta 




£J 20 





£120 

£^ 

1953 

Jm._i 

1 To Balance . 

b/^ 

j 

SBSS 

Z 3 



L 

1 
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Dr, Y Cr. 



1 


Prin- 

cipal 

In- 

terest 




Prin- 

cipal 

In- 

terest 

1952 

Mar. X 

To Loan 

1 

1 

^ 1 
260 

40 

1952 1 
Apr. 1- 
Dec. X 
Dec. 31 

1 

By Cash 

Balance . 

c/d 

£ 

90 

X70 

£ 

40 


1 


£260 

£40 




£260 

_J 40 _ 

1953 

Jan. X 

To Balance . 

b/d 

170 

40 







Dr. 

1952 ~ 
Dec. 31 


Interest Suspense 


Cr. 


To Profit and Loss . 

„ Balance 

c/d 

£ 

X2 

52 

1952 

Dec. 31 

By Sundries 

! 

\ 



£64 



\ 




1953 

Jan. I 

By Balance . . . 

b/d 


The Balance of this account will be offset against the balances of clients' 
accounts, as shown in the Interest columns (i.e. X, £ 12 ] Y, £ 40 ). 


Method (b). 

Journal, Day Book and Bank as in the previous method. 


Dr. , X Cr. 



! 

I 

1 

1 

i 

1 

Prin- 

cipal 

i 

In- 

terest 


i 


Prin- 

cipal 

In- 

terest 

1952 
Jan. I 

To loan 

•1 

! 

£ 

X20 

1 

1 

£ 

24 

1952 ; 
Feb. I- 
Dcc. I 
Dec. 31 

By Cash 

„ Balance. 

c/d 

no 

10 

£ 

22 

2 



i 

£120 

£24 




£130 

SsisB 

1953 

Jan. X 

To Balance . 

1 

■jb/d 

10 

2 

i 

1 

* 





Dr. Y Cr. 



( 

j 

Prin- 

cipal 

In- 

terest 




Prin- 

cipal 

In- 

terest 

1952 
Mar. X 

To Loan 

.! i 
1 

1 

£ 

260 

£ 

40 

1952 
Apr. 1- 
Dec. X 
Dec. 3X 

By Cash . 

„ Balance 

c/d 

h 

1&2 

£ 

Z2 

28 



1 

1 

£260 

Jga 




£260 

£40 

1953 

Jan. z 

1 To Balance . 

1 

.j b/d 

1 

x8a 

1 

2» i 
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Interest Suspense Cf. 


1952 

Dec. 31 

To Profit and Loss 
„ Balance 

i 

1 

*1 c/d 

£ 

34 

30 

1952 
Dec. 31 

By Sundries 

ryj"^ 

1 

1 


j 

£04 



ii 



i 

! 


*953 
Jan. I 

By Balance . 

ll b/d 30 


Method (c). 

The Cash lent would be entered in the usual way on the credit side 
of the Cash Book, but usually no interest would be brought into 
account until the end of the financial year of the moneylender. 

The Ledger would be ruled as follows — 

Df, X Cr. 


Date 


1 Loan 

1 

Date 

1 

Princip.1l 

Interest 

Cash 


Monthly 

Balance 

1952 


£ 5. 

d. 

1952 

£ 

s. 

d. 

£ 

S 

J. 

i 

5 . 

d. 

i £ 

t. d. 

Jan. z 

To Cash. 

120 0 

0 

Feb. I 

S 

9 

10 

3 

XO 

2 

12 

0 

0 

nr 

xo 2 





Mar. I 

8 

14 

10 

3 

5 

2 

X 2 

0 

0 

102 

15 4 





Apr. 1 

8 

19 

10 

3 

0 

2 

12 

0 

0 

93 

15 0 


i 



May 1 

9 

5 

2 

2 

14 

10 

12 

0 

0 

84 

to 4 





Jane r 

9 

xo 

6 

2 

9 

6 

12 

0 

0 

74 

19 10 





July I 

9 

16 

3 

2 

3 

9 

12 

0 

0 

65 

3 7 


1 



Aug. 1 

10 

1 

11 

1 

18 

I 

12 

0 

0 

55 

X 8 





Sept, I 

lO 

7 

10 

I 

X 2 

2 

13 

0 

0 

44 

13 10 

! 




Oct. 5 

10 

13 

11 

I 

6 

I 

13 

0 

0 

33 

19 II 





Nov. I 

II 

0 

2 


19 

10 

12 

0 

0 

22 

19 0 





Dec. I 

IX 

6 

7 


13 

5 

12 

0 

0 

IX 

13 2 



£120 0 

0 j 


£108 

6 

10 

1^23 J 3 

_2 


_ 0 

0 




[a 4- 6 — c + </] 

i (-) 1 

1 1 

1 


(ft) 

! i 


(d) 


The total of the interest received will be entered in the Interest 
Journal, the total of which will be posted to the Credit of Interest 
on Loans Received account at the end of the year. 

If thought desirable, the monthly figures may be entered instead 
of waiting tiU the end of the year. 

Alternatively, the balance of interest accrued for December may 
be brought into account, bringing the accounts to an "Earned" 
basis, subject to suitable pro\’ision for default. 

The rate of interest is 35.1 per cent with monthly rests. 

The last instalment payable ist January, I 953 » £^2 is made up 

of principal £ii 13s. 2d. and interest 6s. lod. The latter is arrived 
at as follows — 


35*1 I uMi- 0.107 

X 233*25 X — snilUngs = 

100 ^ 12 1,200 


6s. lod. 


[The rate of interest is just over yd. in the £ per month, as 5 per cent is id 
in I per month, therefore 35 per cent is yd. ir £ per month, llie interest in 
the Interest column can be checked, e.g. ist Augu.st, Interest £i i8s. id. is 
yd. in £ on £63 33. yd. = £1 i8s. + x £1 i8s. =- id., total £1 18s, id.] 

The account for Y will be similarly constructed. The form of 
Ledger in method (a) and (ft) will, in practice, be that indicated in 
method (c). 
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VENDOR’S GUARANTEES OF DEBTORS AND CREDITORS 
TAKEN OVER BY PURCHASER 

A vendor may guarantee to the purchaser that — 

(а) Debtors taken over will not produce less than a certain 

minimum sum and/or that 

(б) Creditors taken over will be settled at a certain maximum 

sum. 

The interpretation of such a guarantee is a legal matter (a fact 
that a candidate should always state) requiring guidance from a 
legal adviser. Subject to indicating this point, the candidate should 
work out the problem according to the following generally accepted 
principles — , 

(1) If the guarantee is contained in one document, the inference 
is that it must be taken as a whole so that the purchaser \cannot 
obtain benefit from (a) by reason of receiving more than the mini- 
mum and charge up the loss arising in (b) by reason of the creditors 
being settled at a higher figure, and vice versa. 

(2) Where a person is included in both the Debtors and Creditors 
and a part settlement arises by set-off, the sum set off must be 
regarded, as the case may be, as a receipt or payment, e.g. — 

X is a debtor for £50 and a Creditor for £20, paying on account 
£25 ; if the £20 is used as a set off, the transaction is regarded as a 
receipt from X (debtor) £45 and a payment to X (creditor) £20, 
leaving a net balance as a Debtor of £$. 

(3) As, in general terms, a creditor may in absence of agreed 
appropriation, set off a payment against any particular item owing 
by a debtor, even a statute-barred debt, the purchaser would natur- 
ally credit receipts to debts incurred since the purchase of the busi- 
ness and not to the debt taken over, so that the guarantee should 
embody some safeguard to the vendor of the business in this respect, 
as well as in respect of bad debts by reason of negligence in collection. 

Where the old ledgers are continued by the purchaser, schedules 
should be prepared showing precisely the amounts involved. 

There is no need to separate cash received from (or paid to) 
debtors and creditors, but discounts, allowances, bad debts, etc. 
must be so kept. 

A difficulty arises where a provision for bad debts and discounts 
exists, as the purchaser may choose to make a provision differing 
from that made by the vendor, but this is not logical, the true 
provision being the excess of book debts transferred over the guaran- 
teed amount. (The nominal amounts of book debts in the Sales 
Ledger will not be disturbed.) Similar principles apply to cr^itors 
in respect of discounts. 

Illustration. Vendor on selling his business undertook (in one 
agreement) that the debtors per the Sales Ledger amounting to 
£4,500 would realize £4,100, and the creditors per the Purchase 
Ledger amounting to £3,600 would be settled for £3,500. 
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The accounts revealed that the bad debts, discounts, etc., allowed 
to debtors were £480 ; and allowed by creditors £160, 

State the amount due by the vendor in respect of his guarantee. 

It is assumed that, in all respects, the purchaser of the business 
has carried out his part of the bargain, and that all the taken over 
debtors and creditors have been fully dealt with, i.e. no outstandings 
remain. 

The vendor is liable for £8o, being the excess of the bad debts, 
etc., over the provision of £400 (£4,500-^4,100) ; but can claim the 
gain of £60 in respect of the profit on settlement of the creditors. 

£ 

The purchaser has lost by Bad Debts, etc. : ;f4,ioo - £4,020 . « 80 

the latter being cash received Gf4»500 - £4^°] 

The purchaser has gained by Discounts : ;^3»50o - £3.44^ • . « 60 

the latter being cash paid (^3.600-/160] 

Net £20 

If there were separate agreements (assuming they did not provide 
for the vendor claiming a gain on settlement of debtors or creditors), 
the vendor would be liable for £80 loss on debtors without being able 
to set off the gain on creditors. 


INTERPRETATION OF ACCOUNTS 

By interpretation of accounts is meant the explanation and 
amplification of, and translation into clear and simple form of the 
data presented by the Profit and Loss Account and Balance Sheet of 
a business; to make such deductions and draw such inferences as 
may be possible therefrom as to its operations, financial position, 

^"m*eT^fnation of the Profit and Loss Account and Balance 
Sheet may arise — 

(i) For a special objective, e.g. for the purpose of agreeing profits 
for taxation purposes or to enable an intending lender, e.g. a banker, 

to decide whether or not to lend. on/i 

(ii) For a restricted objective, e.g. criticism of form, content ana 

conformity to law of published accounts. ^ 

(iii) To assess and interpret results of one years operations. 

(iv) To assess and interpret results for a period of years— 

(а) broadly, by way of further explanation of (iii), and 

(б) in detail, with some special object in view. 

In nractice the most frequent form of interpretaticm is that 
arisinK under (iii) where the professional accountancy and 
periodicals analyses and give interpretations of them, dthoug 
fte professional accountancy publications le^ more to criticism f 
cont^t and form rather than attemptmg mterpretation. 
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The financial periodicals do not confine themselves necessarily to 
the requirements of (iii) and often attempt a very broad interpreta- 
tion under (iv). 

It will be recognized that in many instances full and complete 
detail will be available which will enable a comprehensive ansdysis 
and interpretation to be given, and problems that arise in the 
examination comprise those where considerable detail is available 
(although not necessarily complete) and those where full detail is 
not available (as in published accounts). 

The main headings are now dealt with separately. 

(I) Special Objective. Emphasis will be laid on the particular 
points relative to the inquiry and purpose. 

The circumstances involving such inquiries are — 

(1) On sale of a business. 

(2) On the admission of a partner. i 

(3) On a potential investor being desirous of purchasing a plock 
of shares. 

(4) On the proposed acquisition by a company of a business. . 

(5) On a creditor or potential creditor, including a banker or a 
debenture-holder, being desirous of ascertaining what security is 
available for the advance or liability. 

In circumstances (i) and (2), naturally the inquiry is chiefly dir- 
ected to ascertaining to what extent the true position is actually better 
than the Balance Sheet disclosure, e.g. existence of secret reserve. 

In circumstances (3) and (4) affecting a buyer, the reverse position 
obtains, the inquiry being weighted in ascertaining to what extent 
the true position is actually worse than the Balance Sheet disclosure, 
e.g. over-valuation of assets, including inadequate provision for 
depreciation. 

In circumstance (5) the adequacy of the security is the chief 
consideration, particularly as to the likely position in the case of a 
forced realization of those assets that are ‘'free" and those mort- 
gaged or charged in favour of other creditors, so that he can 
measure the risk involved if he has to take secondary security or 
rank with unsecured creditors if no security is available. 

Included in the enquiry will be, in cases (i) to (4), a consideration 
of earning capacity and goodwill ; whilst in (5) it will be the capacity 
to Ceim sufficient income to pay the interest (or other reward) on the 
loan, and it would obviously not be sufficient unless the amount so 
required was covered by a very ample margin. 

In all cases regard will be had to the liquid position, security of ten- 
ure, and the general trend of the company's profit and achievement. 

Analysis of Components of a Balance Sheet. It is important that 
a student should be able to analyse and break down each component 
element in a Balance Sheet, that is, to consider it in detail and in 
relation to other items. The analysis (in summary form) of each 
item is now considered in the case of a limited company. 
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(i) SiMre Capital. Class of shares; issued at par, premium or 
di^ount; uncalled up capital; paid up Capital. CaUs in advance- 
calls in arrear ; interest and security for latter. Redeemable prefer- 
ence shares ; rate and redemption (when and at what price) ■ 
auears (rf preference dividends; expropriation rights. Founder’s 

'■e'ssue of forfeited shares. 
Table A (Articles) re dividends; position as to dividends and 
wnding up and generaUy respective rights and priorities; Lien- 
Nominal capital; uncled Capital (charged). Reserve Capital' 
form (shares with distinctive numbers, stock, units of stock); 
expenses of issue. Share capital is not synonymous with teal capital 
employed. 


(2) Debentures. Nature; naked; charged (fixed and/or floating 
if so, on what). Issued at par, premium or discount and how 

treated. Redemption by drawings, by purchase in open market or 
fixed date or piecemeal— when and what price ; treatment of profit 
or loss on redemption. Sinking Fund ; convertible, when and how. 
Interest; cover; margin of security. Own debentures redeemed 
reissuable ; company's borrowing powers. 

(3) Creditors. Trade; expenses (accrued and accruing). Lien; 
set-off; statute-barred. Discounts and other deductions. Class; 
secured or unsecured — former shown separately — details of 
charge. Loan creditors. Subsidiary companies separate. Taxa- 
tion provision separate ; also Bank and other short term borrow- 
ings separate. Contingent liabilities. 

(4) Bills Payable. Separate; accommodation bills; maturities. 

(5) Bank Loans, Overdrafts, etc. Separate. Security; interest. 
Purpose. Repayment. Limits on borrowing. If Cash in same bank, 
terms re set off. Rates of interest. 


( 6 ) Reserves. Purpose. Segregate from provisions. Whether re- 
presented by earmarked, readily realizable securities (Reserve Fund). 
Increase and source ; decrease and how utilized. Capital Reserves 
separate from Revenue Reserves. 

(7) Capital Redemption Reserve Fund. Consistent with nominal 
amount of preference shares redeemed without use of proceeds of 
new issue. Bonus shares. 

( 8 ) Provisions. Purpose; commitments, contingencies, diminu- 
tion of assets ; ascertainable specific requirements. Taxation 
provision, with basis, separate. 

(9) Profit and Loss Account. Connect with balance forward; 
addition of current profit or deduction of current loss. Dividends, 
Reserves and other appropriations; taxation. Transfers from 
Reserves* Profits earned in relation to (a) share capital and (6) 
capital employed and comparison thereof with previous years. 
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ASSETS SIDE 

(1) Land and Buildings, Valuation; revaluation. If leasehold, 
unexpired years ; amortization ; dilapidations ; renewal ; compen- 
sation. Location; site factors; size and capacity. Treatment of 
additions ; improvements. Free or secured. 

(2) Plant and Machinery. Cost ; additions ; sales. Depreciation ; 
obsolete plant. Reconciliation with plant register. Free or secured. 

(3) Patents, Trademarks, etc. How acquired; origin or transfer. 
Life. Effectiveness (reflecting true value). Depreciation. Fees. 

(4) Loose Tools, Revaluation. 

(5) Fixtures and Fittings. Cost ; additions ; sales. Depreciation. 
Renewals. 

(6) Stock, Subdivision: Raw materials, work in progress, l^ished 
goods, stock out on consignment, sale or return; in Transit. 
Expenses stock (e.g. advertising material). Stock records; valua- 
tion ; consistent treatment ; by, when, or how taken, valued andcerti- 
fied. Free or Secured. Elimination of unearned profit on sale— iprice 
variations (e.g. Branches, goods from subsidiaries, etc.). No profit 
on finished goods or work in progress, and on latter, reasonable 
loading for overheads. On long term contracts, treatment according 
to proximity of completion; contract terms. Conservative treat- 
ment of old and “sticky'" stock. 

(7) Debtors. Total accounts. Home or foreign ; if latter, currency 
or sterling debt ; forward exchange contract. Nature. Realizability. 
Provision for bad and doubtfiil debts; discounts; set-offs and 
contras. Exclusion of “internal" debts: Proprietor, directors. 
Branch accounts. Loans to directors separate. Loans to subsidiary 
companies separate. Security ; interest ; repayments. 

(8) Bills Receivable. Amounts and maturities ; parties to Bills ; 
provision for dishonoured Bills. Contingent Liability for Bills 
discounted. Nature and purpose. 

(9) Investments, Subsidiaries separate. Trade Investments 
separate. General investment policy. Dividends. Purchases and 
sales cum or ex div. Recent sales or purchases. Earmarked for 
special purpose (e.g. sinking fund) ; dividend accruing to the fund or 
other special purpose. Free or secured; degree of realizability. 
Fixed or current asset. Quoted or unquoted. Valuation. Con- 
tingent liability for uncalled capital. Tax reserve certificates separate 
as current asset ; interest accruing only when certificate surrendered 
before Balance Sheet is signed. 

(10) Goodwill, Purchase. Valuation consistent with profit capacity. 
Write-offs, how dealt with ; write-backs, how dealt with. No Balance 
Sheet inclusion for “ created" as distinct from purchased goodwfll. 

(ix) Fictitious Assets. Expenses of issue of shares and debentures, 
discount on same. Separate items. 

Banker and the Balance Sheet. The Banker in lending must aim 
at protecting the amount he lends and the interest payments, so 
that the dominating factors are the security and realizability of the 
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loan and the borrower's ability to pay regularly the interest ; hence 
the purp(^e and duration of the loan and the security available are 
of prime importance, as well as the standing, integrity and business 
record of the borrower, and the inherent soundness of the business. 

In examining the Balance Sheet of a business to which he proposes 
to lend money he will consider — 

(1) The reliability of the Balance Sheet and the extent to which it 
is truly representative of the financial position. 

(2) Fixed and current assets — exclusion of fictitious and intangible 
items, and to what extent “free" or “encumbered." 

(3) Working Capital. 

(4) Amount and realizability of investments; such as may be 
considered “.quick assets," like British Government securities, 
may be considered as falling under (3). 

(5) Particulars of all liabilities, including taxation not only in 
respect of the current year’s liability, but that arising on current earn- 
ings; whether and to what extent and under what conditions 
liabilities are secured on specific assets. 

(6) Consideration of specific assets, e.g. debtors, stock, work in 
progress. 

(7) The amount of drawings, if a sole trader or partnership, or 
directors’ fees and dividends if a limited company. 

(8) Existence and nature of contingent liabilities, e.g. calls on 
shares, forward purchases, etc. ; secret reserves. 

(9) Depreciation provision (the condition and modernness of the 
plant, etc., but this, as such, would not be ascertainable from the 
Balance Sheet). 

(10) Profit earning capacity of the business. 

As distinct from a prospective buyer of the business or^ of its 
shares, the Banker will pay close attention to the estimated “ break- 
up" value of assets in a forced realization rather than fair value 
as a going concern." 

The Balance Sheet submitted would have to be up to date 
reflecting the position at the time of the loan negotiations. 

Illustration. Field and Meadow, Ltd., desires to obtain from its 
bankers a loan of £20,000. The Balance Sheet representing the cur- 
rent position is as shown below. 

You are asked by the bankers to investigate and report. 

Balance Sheet 


Authwized and Issued Share Capital 
60,000 Shares of £z each, fully paid 
Profit and Loss Account . 

5 % Debentures (Redeemable) — 

180 of £100 each . 

Sundry Creditors 
Bank Overdraft 


60.000 

1,550 

18.000 
18,000 

2,000 


ish on band . ■ , , 

indry Debtors, less Provision for . 
Bad and Doubtful Debts 
tock and Work in Progress ^ 

... A 1 nine /at tVlSt. leiM 


Provision) . , * ^ * 

Plant and Machinery (at Coat, less 
Depreciation) - v , 

X.easehold Premises (at Cost) 

Goodwill 



33 , 7^0 

6,300 


X4.X00 


8,300 

32,000 

35.000 
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Show the basic features of a report on the position, including 
those matters on which it is desirable to have fuller information. 

It may be assumed that the bankers are satisfied about the general 
prospects of the business and the purpose of the proposed loan. 

The main headings of the Report would be — 

(1) The net asset position is £36,550, excluding goodwill and 
depreciation of the leasehold premises. 

(2) Assuming that the investments and loans are not such as can 
be counted as liquid or near liquid assets, the working capital at 
£12,150 appears to be adequate, notwithstanding the unsatisfactory 
cash position. The size of the stock and work in progress is low as 
compared with the debtors, which seems to indicate either an ex- 
ceptionally low level of stock, or that the company does ndt require 
heavy stocks, or that the debtors position is unsound by reason of 
overdue accounts, or by long credit facilities given by the company, 

(3) No provision by way of sinking fund is being mad^ for the 
redemption of the debentures, and, although there are investments 
and loans, these fall short of the debenture debt and do not provide 
a satisfactory basis for ensuring debenture redemption, although 
assuming their reasonable liquidity, they would at the current date 
partly meet the redemption, but in that event the item would be 
ruled out of the category of current assets. 

(4) The amount standing to the credit of the Profit and Loss 
Account is small and no general reserve exists ; this may signify a 
low earning capacity (which may be attributable to a weak liquid 
position which it is intended to remedy by the loan now asked for) 
or an abnormally high distribution of profits signifying a disregard 
for careful husbanding of resources. 

The specific detailed inquiry would be directed to the following 
matters — 

(а) Analysis of the recent (Manufacturing) Trading and Profit 
and Loss Accounts with particular attention to turnover, gross and 
net profit, directors' fees, dividends. 

(б) The date of redemption of the debentures, and the price of 
redemption; inspection of , debentures, nature of charges (if any) 
they carry on the company’s assets. 

(c) Detailed particulars of investments and loans ; in respect of the 
former whether or not they are fully paid; present market value 
of investments ; in respect of loans, to whom and on what terms ; 
when repayable. Realizability of both investments and loans. In 
view of the poor liquid position why loans should be made by the 
conipany. v 

(a) The date and terms of the lease, including the tenure. 

(e) General condition of the plant and machinery; whether any 
obsolete. 

, (/) Separate examination of Stock (there should be both Raw 
Materials and Finished Goods) and work in progress ; its valuation, 
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particularly as to whether work in progress and finished goods 
include profit (not yet earned) or selling and distribution charges. 

(g) Examination of schedule of book debts to see if there are any 
debts irrecoverable and if the provision is adequate. 

(h) Examination of the schedule of creditors with particular 
regard to the period of credit, overdue liabilities including any which 
may be pressing by reason of actual or contemplated legal proceed- 
ings ; whether it includes all liabilities, including adequate provision 
for taxation and arrears of debenture interest. 

(1) General examination of the recent trend in relation to avail- 
ability of labour, supplies of goods and continued likelihood of sales 
being maintained or increased. 

Subject to the information arising from the above inquiries being 
satisfactory and proper security being given by the company 
(together with personal guarantees by the directors), the Report 
would be sufficiently favourable to enable the Bank to view 
sympathetically the request for a further loan of £20,000. 

[In practice, the numerous inquiries would be made and dealt with prior 
to the drafting of the Report, so that a firm conclusion could be arrived at. 
In examinations, in the absence of exact data, the general principles should 
be stated and the queries set out; but it will not usually be possible to do 
more than suggest a tentative recommendation. It is sometimes objected 
that all the detail should be given, enabling the candidate to come to a firm 
conclusion; but, apart from considerations of space, a candidate’s knowledge 
of the subject can be best tested by the setting of the ” inexact" question.] 

(II) Restricted Objectives. As this calls for criticism of form, 
content and conformity with law, it will be necessary to aj^ply a 
knowledge of accounting principles and company law, which subjects 
have already been dealt with elsewhere in this book. 

(III) Results of One Year’s Operations. The interpretation of the 
results of the year’s operations of companies from published accounts 
must be confined to the necessarily abridged detail contained therwn, 
without access to, or means of obtaining further information, 
except that given in the Chairman’s review. Such interpretation 
will take the form of explanation of and comment on the past 
gear’s results and the financial position at the end of the year, with 
inch deductions as are possible in relation to the profit trend of the 


jast few years. . ^ 

In this connection, the usual comments in the press are confined 
:o summarizing the year’s profit, tax, allocation to reprves , s a ing 
:he chief Balance Sheet changes ; rate of profit earned and dividends 

ieclared; and broadly commenting thereon. 

Where the published accounts are drawn up clearly, reliable 
interpretation is possible and the true profit, its disposition and its 
resultant influence on the Balance Sheet can be 
The Profit and Loss Account must show the normal trading results, 
ibnormal and unusual items, income from trade 
depreciation, auditors’ and directors’ remunerati^ 
taxation and transfers to and from Reserves. Where a holdmg 
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company is concerned, a group Profit and Loss Account built upon 
similar lines is required, subject to certain exceptions. The informa- 
tion given in the Profit and Loss Account is generally insufficient to 
reved anything as to efficiency, turnover, and detailed overheads. 

The Balance Sheet must show certain minimum detail (see page 
799), (including, where applicable, a Group Balance Sheet, subject 
to certain exceptions), and the foUowing matters will usuaUy be the 
subject of comparison and comment — 

(1) Adequacy of the working capital, and arising therefrom the 
strength or weakness of the cash position. 

(2) The relative proportions of the fixed and liquid assets. 

There are frequently some special or unusual matters requiring 

comment, e.g. charging to Profit and Loss Account iteihs properly 
belonging to Profit and Loss Appropriation Account, e.g.lDebenture 
Redemption Fund Contribution ; or charging to the lattW account 
items being neither charges to, nor appropriation of, ^ofit, e.g. 
payments made to an Amortization Policy. 

(3) The adequacy of the provision for depreciation. 

(4) The provision for taxation including that based upon the 
current year’s results. 

(5) The existence of and alterations to general reserves. 

(6) Consistency of accounting methods. 

(7) The gener^ overall picture of the current Balance Sheet. 

In all the above, comparison with preceding years’ accounts will 
be made, together with such inferences arising therefrom as may be 
possible, reflecting management ability and policy. 

(IV) Interpretation of Results over a Period of Years. In a long 
term interpretation the line of approach is to explain the broad 
trends of the business, without giving undue attention to yearly 
variations, except where special circumstances otherwise demand. 

From the inferences that can be made reliably, some measure of 
forecast is usually possible, but allowance will have to be made for 
those factors which might affect appreciably a short term comparison 
(e.g. transition from war to peace production) as distinct from those 
factors which might affect appreciably the long term position. 
The long-term factors may be deep-seated and fundamental, so as 
to exercise a permanent iiifluence on the earning capacity of the 
business ; or merely superficial and not sufficient to alter materially 
former earning power. 

Even in the most comprehensive set of published accounts much 
conjecture is inevitable, often involving contradictory interpreta- 
tions by commentators, but many points of obscurity are often 
clarified and explained by the Chairman's review, particularly 
those factors which cannot be revealed by an examination and 
analysis of the published accounts. 

The following are the general inferences to be drawn from the 
examination of a series of yearly published accounts — 

(x) Depreciation written off approximating to capital expenditure 
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— a fair inference is that fixed assets are being maintained, but 
factors lacking in coming to a definite conclusion are (a) ade- 
quacy of rate, (6) depreciation method adopted, and (c) degree of 
obsolescence. 


(2) If profits do not vary considerably from one year to another a 
fair inference is that the business is stable, but factors lacking are 
(a) whether so called stability arises from deliberate policy of using 
or creating secret reserves ; (b) the volume of sales and rate of gross 
earnings ; (c) the consistency of stock valuations. 

(3) A progressively increasing amount of fixed assets without a 
corresponding increase in net profit — a fair inference is that the 
assets are not paying their way, either because selling prices have 
not been adjusted to cover their enhanced cost, or through lack of 
full emplo3mient of such assets, c.g. short time, or assets employed 
with a short life with frequent replacements (particularly in periods 


of rising prices, e.g. second-hand vehicles). 

(4) Where short-term liabilities, e.g. Bank Loans or Bank over- 
draft, do not decrease or actually increase, a fair inference is that 
the company’s position continues to be sufticiently unattractive 
to support a “funding” operation by the issue of shares or deben- 
tures ; if related to a constant or growing amount of fixed assets, 
and not compensated for by a corresponding increase in liquid 
assets, the company’s position is likely to become vulnerable. 
Reference will have to be made to the profits earned, and, unless 
these are declining, the position may reveal a tendency to over^ 
distribute dividends or to the utilization of the major part of 
retained profit in extending the acquisition of fixed assets or the 
increasing of the volume of credit buvsiness (or extended period of 
credit to customers) in extent greater tlian the financial position 
warrants. Other changes in policy may be indicated, i.e. transference 
from cash or normal credit sales to hire purchase sales (itself often 
evidence of financial weakness). The position may be reflective of 
continued decline in profit capacity (or actual losses) but this would 
be apparent from the examination of the published accounts. 

(5) Where trade creditors (including adequate provision for taxa- 
tion) are increasing as compared with debtors, a fair inference is 
that the company is overtrading. Where, in the past, under the 
heading of creditors were included “Credit balances (like Gener^ 
Reserves), the practical effect was to create a secret reserve which 
might (and often did) cover periods of declining profits. 

(6) Capital issues should normally, after due time ^heir 

utilization, be reflected in a corresponding increase of net profit and 
volume of business. If not. a fair inference is that the financial 
position is deteriorating, unless the ^ ^ 

short-term liabilities (if for reducing liability 

would be foUowed by the elimination of the charge for Bank Interest 
or redeeming whoUy or in part debentures and/or other charges, 
by the elimination or reduction in Debenture and/or Loan Interest). 
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(7) Where dividend rates are maintained, with regular and reason- 
able appropriations to Reserve, a fair inference is that the business 
is being conducted on sound lines, particularly if there appears to be 
adequate provision for depreciation, and the fixed assets are not 
being unduly increased and the ratio of liquid assets to current 
liabilities is maintained.^ 

(8) Where the working capital is declining, a fair inference is that 
the business is declining, or, if the fixed assets are unduly increasing, 
that the business is becoming “top heavy" and unstable on its 
foundations. 

(9) Should the liquid assets and profit be increasing consistently, 
it may be fairly inferred that the business is expanding (but it 
may have been financed by borrowing on Loan or Share Capital so 
that the rate of dividend might not be correspondingly increased). 
If, however, the profits are increasing without a rateable increase in 
the liquid assets it may indicate any or all of the following ripictors — 
(a) higher profit margins; (6) quicker rate of turnover; (c)\quicker 
discharge of current liabilities, or a utilization of profit for expansion 
of fixed assets or reduction of long term liabilities. 

When a Holding Company’s accounts are published, they now 
have to be supported by Group Accounts of such Holding Company 
• and its subsidiaries, so that much of the guesswork of the past is 
now avoided. Recent publications of Group Accounts have dis- 
closed for the first time the real position of the group as a whole 
particularly as regards combined profits, directors* renumeration 
and combined assets and liabilities. Apart from the disclosure of 
the main facts, the compulsory consolidation of group accounts (at 
one common terminal date) has eliminated many abuses, e.g. where 
one holding company (which drew up its accounts at a date different 
from that of its subsidiary) borrowed £4,000,000 from its subsidiary 
and repaid it to the subsidiary the day following the terminal date 
of its own accounts, so that the Balance Sheets both of the holding 
company and its subsidiary showed the same amount (approxi- 
mately) of “ Cash at Bank." In certain circumstances, an examination 
of the Balance Sheet together with the Profit and Loss Account will 
be required, not merely for formal and legal correctness, but for the 
purpose of ascertaining the Teal content (viewed from a particular 
angle according to the objective in question). 

This work of examination will usually be undertaken in detail, 
going further than that of dealing with the normal published 
accounts of companies ; and therefore much that is surmise in the 
latter will be classified and explained as a result of inquiry and 
investigation of the actual accounts. 

Working Capital. It is essential that at any time a business should 
be in a position of stabilized solvency, that is, in a position to pay 
its debts as they arise, and in addition to take advantage of such 

^ The rate must be considered in the light of any Bonus Share issue, e.g. 
if a Bonus Share issue has been made in ratio of i for 2 " and the old rate 
was 15 per cent, the equivalent rate after the Bonus issue is 10 per cent. 
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business opportunities as may occur and to mt*t any contingencies 
that may be reasonably visualized. 

It will be realized in this connection that a business may have a 
large surplus of assets over liabilities, but if such assets are in the 
main fixed, there will probably be great difficulty in finding the 
ready cash to meet current liabilities without having recourse to 
borrowing (on the security of the fixed assets). 

Working capital may be defined as the excess of current and 
liquid assets over current liabilities requisite in a business, having 
regard to reasonable provision for contingencies, so as to enable it 
to conduct its operations normally and free from financial embar- 
rassment, and to avoid losses consequent upon incurring com- 
mitments beyond its capacity in the ordinary course of events. 

The definition must be construed very broadly ; many businesses 
are conducted quite successfully on a very small margin of working 
capital, indeed in some cases there is a deficiency, i.e. more current 
liabilities than current and liquid assets. The facts and circumstances 
of each case must be considered. Thus, it will be possible to carry 
on business with a small margin or even a deficiency in a case 
where goods are sold for cash, whilst being bought on credit 
terms, or where the sale credit period is shorter than the purchase 
credit period. 

On the other hand, the position may be the reverse to such 
favourable circumstances; and the gap may be covered by short- 
term financing, bank overdrafts, and bills of exchange. Yet, merely 
having the advantage of a credit period or being able to finance 
sales does not necessarily bespeak the existence of working capital. 
As long as there exists a reserve of strength in the form of assets 
which can be converted into cash without undue delay or loss, a 
lack of working capital will not be detrimental to the business. 
Many businesses, particularly small ones, work “from hand to 
mouth,” but without the reserve of strength required to meet 
special circumstances. 

The assets which are included in working capital may be briefly 
classified as follows — 

(1) Liquid — Cash in hand, cash at bank, readily realizable 
investments. 

(2) Near liquid — Bank deposits where long notice of withdrawal 
is required, investments which are not so readily realizable as 
those in (i). 

(3) Other current assets which may be classified under (i) or (2) 
according to the particular facts — debtors, bills receivable, stocks. 

Any investment or cash which is held for a specific purpose must 
be excluded, for instance, where part is a sinking fund or pension 
fund. Moreover, the investments should be such as are convertible 
into cash without undue difficulty, i.e. those which are quoted or 
dealt in on the Stock Excliange and enjoy a reasonably good 
market; investments in private companies, bade investments, 
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investments in subsidiaries could not be included in the constitution 
of working capital. Similarly, bills of exchange should be readily 
convertible and should be short term in tenor and such as are 
received as normal payments from customers (and not substitutions 
for normal cheque pa3mients). 

From these “working** assets will be deducted the current lia- 
bilities and commitments of a short term nature, including creditors, 
bills payable, bank overdrafts, current expenses and tax including 
P.A.Y.E. Provided that the tax liability is, as it ought to be, 
included, Tax Reserve Certificates are quite properly regarded as 
part of the working capital, since in effect so much of the tax 
liability as is covered by these certificates can be regarded as having 
been discharged. ; 

In attempting to estimate the amount of working capital Required 
in a business, the following points will be considered — \ 

(i) The normal average period of credit given to and allowed by 
the business. \ 

{2) The amount of stock that is required to feed the business. 
The rapidity of turnover will be a vital element, e.g. normally a 
motor car vendor might have to hold a car in stock for say three 
months, but a retail tobacconist would be likely to hold his stock 
for no more than a few days. Hence it is desirable to compute the 
cost of estimated sales for the year and divide by the estimated 
number of times the stock is likely to be turned over. 

(3) Provision for meeting the peak load of expenses, having 
regard to the amount of cash in hand or at bank, or other credit 
facilities available. In this connection the differential period of 
credit given and allowed is an important factof. In certain parts 
of the year heavy expenses, e.g. tax, will have to be paid (out of 
proportion to the average expenses) so that the marginal credit 
position cannot be ignored. If, for instance, debtors are allowed 
three months credit, but creditors allow only fourteen days, the gap 
must be provided for, particularly if at the same time heavy expenses 
coincide with payments for goods bought in a “buying** season, 
i.e. where the purchase of goods cannot be spread evenly. This gap 
will be even wider if a period of time must elapse before these 
heavy purchases are translated into actual sales, e.g. because of 
time required in manufacturing the finished product, and even 
more so if extended credit is given to customers. 

(4) The running expenses of the business will have to be estimated 
and, subject to factors contained in (3), spread over the year. 

(5) The credit-worthiness of the business will be a great factor in 
covering any gap in the working capital, us upon this will depend 
the extent to which recourse can be had to short term borrowing, 
e.g. through a temporary overdraft. 

It is therefore important to examine the effect of the year’s 
operations, not merely from the angle of the variation of the total 
capital structure but from that of the working capital structure. 



MISCELLANEOUS 


13*7 

An examination not <Hily of the Balance Sheet, but of the T racing 
and Profit and Loss Account (and Appropriation Account) must be 
made to connect the opening and closing working capital. 

The build up will be the opening working capital, plus^ 

(а) Profit, before the debits of a non-financial nature, such as 
depreciation, loss on sale of fixed assets and transfers to General 
Reserve, and before credits of a similar nature such as profit on 
sale of fixed assets and transfers from General Reserve to Profit and 
Loss Account. 

( б ) Increase of loans, debentures, share capital and realizations of 
fixed assets from which will be deducted 

(c) Reductions of items indicated in ( 6 ). 


Illustration. 

1951 

1952 

c 

Net Liquid Resources . 

£ 

5.200 

£ 

5*900 

Fixed Assets 

3,000 

2,800 


£S, 2 oo 

£8.700 

Share Capital 

5,000 

5,000 

Profit and Ix)ss . 

3,200 

3*700' 


^8,200 

£8.700 

• After Depreciation. £200. 




The increase in the Net Liquid Resources {£5,900-£$,200) of £yoo is 
made up of (a) profit of £500 {£3,70Ch-£^,2oo) plus depreciation £200. 

In general terms, any capital expenditure in that year should, in 
order to maintain working capital, be confined to £700, any addi- 
tional expenditure being by way of permanent financing (share 
capital) or long term borrowing. 

The foregoing illustration serves merely as a guide to the general 
principle. The composition of the item net liquid assets is important 
because (a) the assets themselves will not necessarily be mainly cash 
on hand and at Bank, as they will also comprise debtors, stock, etc., 
and (b) there will be current liabilities falling to be deducted, so 
that there may result a minus ‘'cash*' position. 


Illustration. 

1951 

1952 

+ or- 


£ 

£ 

L 

Stock . . . . . 

4,200 

5.700 + 

1,500 

Debtors . . . . . 

7,900 

8.300 -f 

400 

Bank 

1,000 

- 

1,000 


13*100 

14,000 + 

900 

Current Trade Liabilities 

8,300 

7,100 - 

1,200 

Bank Overdraft. 

— 

600 + 

600 



;£ 6 . 3 oo -h 

ti.ioa 


Assuming there were no non-financial transactions, except a depre- 
ciation charge of 3^400, the profit after such charge would be £1,100. 
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The “Cash** position may be tabulated as follows— 


Increase of Stock and Debtors . 

1,900 

Decrease of Current Trade Liabilities . 

1,200 


3.100 

Net Profit 

. 1,100 

Depreciation ..... 

. 400 


1,500 

Decrease of "Cash” Resources . 

;fl,600 


This is reflected in the conversion of the opening item Cash at 
Bank £ 1,000 into the closing item Bank Overdraft £600. 

Illustration. \ 


Trading and Profit and Loss Accounts 




^951 

31.000 

93.000 
47,000 

1952 



1951 

19^2 

/ 

To Stock 
„ Purchases 
„ Grou Profit 

c/d 

§§§ 

By Sales . 

„ Stock 


137,000 

24,000 

162,000 

28,000 



£161,000 

£190,000 



£161,000' £190,000 

To General Expenses 
„ Depreciation . 

„ Net Profit 

c/d 

31.000 
4,000 

12.000 

38,500 

3.500 

17,000 

By Gross Profit . 

b/d 

47,000 

59,000 



£47.000 

£59,000 



£47,000 

£59,000 

To Taxation 
„ General Reserve 
„ Dividends 
,, Goodwill written off. 
„ Balance . 

c/f 

9,600 

3,000 

3.000 
600 

1.000 

13,000 

1,000 

3,000 

4001 

1,600 

By Balance 
„ Net Profit . 

i 

i 

b/£ 

b/d 

4,200 

12,000 

1,000 

17,000 



£16,200 

£16,000 

1 

i 

i 

1 

£16,200 

£18,000 





1 j 

1 



Balance Sheets 



1951 

1952 


— 




c 

£ 

Issued Capital 

Profit and Loss 

50,000 

50,000 

1,000 

1,600 

General Reserve 

4.500 

5,500 

Debentures 

30,000 

25.000 

Current Liabilities . 

33,000 

3 <), 50 O 

Provision for Taxation 

13,100 

1 

r 7 . 5 oo 

i 


1 £1X0,600 

li29,ioo|j 



1951 

1952 

! 

Fixed Assets 
Additions . 

! ^ 
60,100 

2,000 

1 

£ 

58,100 

14.400 

£ 

Depreciation 

1 62,100 

1 4,000^ 


72,500 

3,500 

69,00c 
54 , 5 W 

1,00c 

4,600 

Current Assets . 
Prelinunary Ex- 
penses . 
GoodwiU . 

I 

46^500 

1.000 

5.000 

* 1 

1 


£110,600 




Set out the variations in Capital and Surpluses, showing the 
connection between the two. 
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Surntnary of Change during 1952 - 


Liquid Assets. 

Current Liabilities . 


88 

1952 

£ 

54.500 + 

47.000 + 

£ 

8,000 

11,900 

Net Liquid Resources 

■ («) 

1,400 

£7.500 - 

£3,900 

Fixed Assets . 
Debentures 


58,100 

20,000 

6q,ooo -f 
25.000 4- 

10,900 

5»ooo 

Net Fixed Assets . 

(6) 

£3^. ^00 

/ 44 .°oo + 

£ 5 , 90 f> 

Capital Employed . 

• («) H- (*) 

£^9,500 

1 ^ 51 .500 4 

£2,000 


Reconciliation — 


Issued Capital . 
Profit and Loss 
General Reserve 


Less Preliminary Expenses 
Goodwill 


50,000 

50.000 

— 

1,000 

1 ,600 -f 

600 

4,500 

5.500 -h 

1,000 

55.500 

57,100 f 

1,600 

1,000 

1,000 


5,000 

4,600 - 

400 

;^ 49.500 

1.500 + 

£2,000 


Statement of Source of Increase of Capital — 

Increase of Credit Balance of Profit and Loss 
General Reserve ..... 
Goodwill w/o ...... 


Less Dividend 
Increase . 


3,600 {d) 

1.000 
400 

5.000 

3.000 {c) 


Statement of Source of Decrease of Net Liquid resources — 

£ £ 

Addition to Fixed Assets ..... 14,400 

Dividend ....... 


Decrease. 


3,000 (c) 


17,400 

Less Increase of Credit Balance of Profit 
and Loss ..... 

„ General Reserve .... 1,000 
„ Goodwill w/o. .... 400 

,, Debentures Issued .... 5,000 
„ Depreciation ..... 3.500 


13.500 

£3.yx> 


[ rhe mcreaus of Profit and I-om shown in the Balance Sheet is the excess of over («).] 
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Changes in Assets — 


i 

Increase of Liquid Assets . 


8,000 

Increase of Fixed Assets 


10,900 

Total Increase of Assets 

. 

;^i8,9oo 

Source of Increase — 

Creditors : 

£ 

£ 

Liquid (Current) Liabilities 


11,900 

Fixed (non-Current) Liabilities . 


5,000 

Total Increase in Creditors 


16,900 

Profits : 

Increase of Profit and Loss 

. 3.600 


General Reserve 

. 1,000 


GoodwUl w/o .... 

. 400 

j 

Less Dividend 

5,000 

• 3»ooo 

2.0oi 


; gl8,900\ 

Thus, additions to fixed assets of £10,900 have used up the 
additional loans of £5,000, and have been financed by (a) an increase 
of current liabilities of £3,900 (as below) ; and (6) the profit of £2,000. 

The additions to the liquid assets are £8,000 reflected in an increase 
of £11,900 in current liabilities, thus leaving an increase of £3,900 to 
finance partially the fixed assets. 

The fixed assets increase (before depreciation) is £14,400 which is 
compensated by the addition of depreciation of £3,500 in the 
schedule of profit. 

Preparation of Working Capital Statement. The question of work- 
ing capital, with emphasis on the liquid cash position, is particularly 
important in the early stages of a business, as there will probably be 
rapid expansion until normal factors operate. 

A schedule will be prepared to estimate the monthly or weekly 
inflow and outflow of cash, the former comprising cash sales and 
receipts from debtors, the latter cash purchases and payments to 
creditors and of overheads. The payments to creditors are likely to 
be abnormal for a short period by reason of the necessity for building 
up minimum stocks (subject to any extended credit given by sup- 
pliers), but unless the business is working at a loss or expansion is 
too rapid, the liquid position will improve. 

If there is a deficiency in any week or month, that is, an excess of 
payments over receipts and cash in hand and at bank, its amount 
is the minimum working capital required, and where there is a 
deficiency in more than one period, the highest individual figure 
will be taken. ' 

In dealing with the foregoing, due regard must be had to con- 
tingencies and to periodic^ (payments such as taxation. Unless 
these are considered a business may be showing an apparent ampli- 
tude of working capital which may be unjustifiably used for 
further development. 



MISCELLANEOUS 


mi 

Illustr&tion. X, Y snd Z 3xe considering the fomiAtion of 3, com* 
pany for manufacturing and selling a certain commodity and 
submit the following information to you — 

(a) Cost of Factory {32,000 ; the vendor agreeing to accept one- 
quarter of the purchase price in 4^^ per cent Mortgage Debentures in 
the proposed company. 

(b) Cost of installing Plant, etc., expected to be £9,000, all payable 
in cash within one month of the formation of the company. 

(c) The prime cost of the commodity produced expected to be 5s. 
for labour and los. for materials, the latter being purchased on terms 
for pa5anent in the month, following delivery. [In the first month 
the labour charge worked out at los. instead of 5s., but the seUing 
price was not amended, the extra cost being regarded as abnormal.] 

(d) The seUing price expected to show 33 J per cent gross profit on 
prime cost, and sales expected — 

Uni/s Units 

First month 2,400 Third month 3,200 

Second month 2,800 Subsequent months . 3,200 

One-quarter of such sales expected to be for cash, balance on 
credit for settlement month following sale. 

(e) It is estimated that a stock of raw materials, totalling £6,000, 
and 1,600 units of finished goods will be required at the commence- 
ment of trading and these levels will be maintained. 

( / ) Overhead charges expected to be £400 per month payable in 
ca^ during the month, increasing at the end of the third month 
by 25 per cent. 

(g) A margin of £1,000 is to be allowed over and above the mini- 
mum cash requirements (to nearest even thousand pounds), it being 
assumed that the credit terms will be strictly adhered to and no 
short term finance wiU be used. 

(h) Preliminary expenses expected to be £1,800 payable in cash 
immediately the company is formed. 

(t) The share capital to be in the proportion of four-fifths in 
ordinary shares of £i each (issued at 24s. payable in full on allot- 
ment) and one-fifth in 6 per cent redeemable preference shares of £i 
each at par (payable in full on allotment) and redeemable at par by 
equal annual drawings over 16 years. 

In consideration of services rendered, etc., an allotment is to be 
made to X, Y and Z equally at par to the extent of one-sixteenth of 
the ordinary share capital to be in issue. 

{j) Preliminary expenses are to be written off against share 
premium. You are required (i) to compute the capital required and 
its division into the various classes ; and (ii) to submit a pro forma 
Balance Sheet (showing how you arrive at the figures you use), 
assuming the foregoing arrangements have been carried out and the 
estimates realized, as at the end of six months' trading (which 
conunenced immediately the company was formed). Ignore taxation 
and depreciation. 
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Capital required — 

Factory ..... 
Less 4i% Mortgage Debenture 


Installation ....... 

Preliminary Expenses . . . . . 

Stock : Raw Materials . . . . . 

Finished Goods, i,6uo units at, say, 15s. 


Working Capital 
Add Margin 


Division-- 


i 

32,000 

8,000 


6,000 

1,200 


1,000 

1,000 


24,000 

9,000 

1,800 


7,200 

42,000 


2,000 


6% Redeemable Preference Shares ..... oyooo 
30,000 Ordinary Shares of ;£i each issued at 24s. per share. 36k>oo 

[Premium on shares, ;^6,ooo; Ordinary Share Capital, \ 
;{ 30 ,ooo.] 

Dr Cash 


CV. 


To Receipts of Share Capital 
„ Trading Receipts. 


£ 

By Paj^ents — 

Capital per Sclwiduie 

£ 

44,000 

15,600 

42,000 


,, Trading Pa3rinents 

15,200 


„ Balance . ... 

2,400 

£59.600 

1 

£59,600 

1 

i 



Dr. 


Dr. 


Ordinary Share Capital 




By Cash . 



„ X, Y, and Z 


Preliminary Expenses 


To Cash . 


£ 

1,800 

By Share Premium 

„ Share Capital 


2,000 



£3.800 



Cr. 


Share Premium 


Dr. 


Trading and Profit and Loss Account 


To Costs — (See page 1333) 

C-yah .... 

Creditors 

£ 

15,300 

x,6oo 

€ 

x6,8oo 

180 

1,020 

„ Morteage Interest 
„ Net n^t 




£x8,ooo 





Cr. 

30,000 

2,000 


£32,000 


Cr 


3,800 


£3.800 


Cr. 


To Preliminary Expenses . 

„ Balance 

3,ioo 

2,200 

By Cash . 


£ 

6,000 


£6,000 



£6,000 







Cr. 


By Sales — 
Cash . 
Credit* 
Debtors* 


11,100' 

3,400 


i 

4,500 


13.500 


* Moothi 1-5, Cuh reottfved. 


* Month 6, receivable in Month 7< 



Statement of Working Capital 


Surplus 

SSS 88 

N 

s 

M 

1 

Defici- 

ency 

M 

Hi 


Total 

£ 

600 

2,500 

2,900 

3.200 

3.200 

3.200 

0 

0 

vO 

M 

Hi 

- 

Credit Sales 

£ 

1,800 

2,100 

2,400 

2,400 

2,400 

§ 

M 

M 

M 

Units 

1,800 
: 2,100 
2,400 
2,400 
2,400 

i 

Cash Sales 

0 0 0 Q Q 0 
000000 
r^QO 00 00 00 

0 

0 

4 


.•§000000 
3000000 
p vO t>»oo 00 00 00 


Total 

000000 

000000 

0 covo qj C) 
^ hT 04 N oT cT oT 

0 

0 

N 

in 

0 

0 

"I 

Over- 

head 

Charges 

000000 
000000 
Vj -I*- 10 »o to 

Wages 

£ 

(a) 1,200 
700 
800 
800 
800 
800 

§ 

in 

Units 

2,400 

2,800 

3.200 

3.200 
3,200 
3,200 

Raw Materials 

00000 

5 0 0 0 0 

O 'O 

M M l-l hT M 

0 

0 

HI 


Units 

2,400 

2,800 

3.200 

3.200 

3.200 

Month 

M w to ^ »nvo 



*333 


Gross Profit, being 33^ per cent on £131500 
i,e- Net Profit of £i,oao + £180 + £2,700 -i- £600) 
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X. Y, AND Z. LTD. 
Pro Forma Balance Sheet at 


Authorized Share Capital . 

Imied Share Capital— 
8,0006% Redeemable Pre> 
fennce Share! of £1 each,; 
fully paid (redeemable 
by equal annual draw* 
Inga over 16 yean) 
33,000 Ordinary Shares of 
£i each, fully paid 


£ £ 


8,000 


33,000 


Share Premium Account 
Le»$ Preliminary Ex- 
pensea written off 


6,000 


40,000 


3,800 


Profit and Lou Account 


2,200 

1,020 


4|% Mortgage Debentures 
(secured on Fixed Assets) . 
Current Liabilities- 
Trade Creditors 
Interest on Debentures 


1,600 

180 


Fixed Assets, at Cost- 
Factory 
Installation 


i 

32,000 

9,000 


Liquid Assets — 
li Ca^ 

Debtors. 
Stocks . 


41, 00 


3.400 

2.400 
7,200 


Z2,000 I 


I! 


43,220 


8,000 


1,780 

£ 53,000 


£53 >ooo I 


The number of shares taken up by X, Y, and Z is 2,000, being one-sixteenth 
of the shares in issue, 32,000. If the shares to be taken up are one-sixteenth 
of the shares already in issue, the number would be of 30,000 =* 1,875. 


Illustration. From the particulars given below prepare Quarterly 
statement of X, Co. Ltd. — 



30th June 

30th Sept. 

31st Dec. 


£ 

£ 

£ 

Freehold Premises 

5,000 

5,000 

5,000 

Plant and Machinery 

4,200 

4,500 

4,500 

Fixtures and Fittings 

1,800 

1,800 

1,800 

Motor Vehicles .... 

800 

800 

800 

Goodwill ..... 

3.000 

3,000 

3,000 

C^h at Bank .... 

1,050 

850 

1,460 

Debtors ..... 

4,200 

5,400 

4.840 

Stock ...... 

8,100 

9,250 

8,560 

Current Liabilities . . * . 

1,700 

3,100 

1,800 

Bank Loan 

2,000 

2,000 

2,000 

Taxation 

2,300 

(see below) 

(see below) 

Mortgage on Freehold Premises 

2,000 

2,000 

2,000 

Additional Plant .... 


300 


Purchases ..... 


17.150 

13.710 

Sales 


20.000 

18,000 

Depreciation — 




Plant and Machinery . 


160 

60 

Fixtures and Fittings 


40 

40 

Motor Vehicles .... 


20 

20 


Taxation to be built up at iis. in (estimated to cover Income Tax and 
Profits Tax) on profit for each quarter. 
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X Co„ Ltd. Quarterly Statement 

jl 30th June 


,1 


ED Capital— 
reehold Preimses 

Unt and Machineo' 
ixtures and Fittings 
lotor Vehicles * 
oodwill . 


Less Mortgage on Free- 1 
hold Premises . 1 1 


5.000 
4.aoo| 
1, 8001 

800 

3.0001 


i4,8ooj 

2 ,ooo{ 


RKINC CaPITAI- 
asb and Bank, 
ipbtors . 
tock 


Less Current Creditors 
„ Bank Loan 
,, Taxation 


IMARY — 

ret Fixed Capital 
V'orkiug Capital 


ISee Note re Taxation] 


/: 12.800 


1.0.50, 

4,200 

8,1001 


1,700 

2,000 

2,300 


6,000 


£7.350! 


ia,8oo| 

7.3501 


£20,150] 


" 1 

- '1 
1 

30th Sept. |j 

7 'll 

- j 

3xst Dec. 

^ il 


£ £ ll 

^ !! 

£ i 

£ £ 

! 

300 

1 

' 

160' 

40! 

1 

5.000 
4.340,1 
1,7601 

780I 

3.000 

i 

60! 

401 

20 

5.000 
4,280 
1.720 

760 

3.000 

300 

220; 

14,880 


120 

14.7^10 



1 

2,000! 



2,0<X) 

£30^ 

£220; 

£i2,8So, 


£120 

£j 2.76 o 

1,200 

1,150 

300| 

! 

i 

R50I 

5.4'Xi, 

9,250; 

610 

560 

1 690I 

1,460 
4,840 
j 8.560 

2.350 

1,400 

456 

200 

15.. 500! 
3,100 I 

2,000 I 

2.756 j 

- - — y 8^6* 

610 

572 

) 

Ii 

1 14.860 

i 1.300 

il 2,0‘XJ 

1 3.32« 

1 6.628 





-- 

£494 

£200^ 

' £7.644: 

i Lii 

_y,(j 

!| £M3. 

300 

494 

1 

1 220 

200 

! 1 

; 12, 880 

li 

120 

r,oO 

1 12,760 

j 8,232 

794 

0 

ll 

1 38' 

1 430 

.IJE 

1 £20.992 

420 





+ £374'. 

ij 

ll 

'”..£4^ 





M 

[' 


' 


Calculation or Stocks — 


£ 

8,100 

17,150 


Opening Stock. 

Purchases 

Gross Profit (25% of Cost of Sales) 

(20% of Sales) . (a» 4,000 


Net Sales for Quarter 
Estimated Stock at end of Quarter . £^>^50 

|.i) } X (20,230 ' 9.250) = £4^^ 


29.250 

20,000 


£ 

9,250 

13.710 

(6) 3,600 


(&) i X (22,960 - 8,560) ■ 


Taxation. 

(i) Quarter ended 3otli SepternbtT. Increase of £456 (^2,756 - £2.300). 

(ii) Quarter ended 31st December. Increa.se of ^572 (£3.328 - /2,756), 

(i) ^456 = V X ;^374 or II (374 + 45^) =- hi X ^ 830 . 

(ii) £572 = V X or (468 + 572) == II X ^1,040. 

Balance Sheet Interpretation by Comparative Columns. In ordw 
to obtain useful results it is advisable to compare a 
Sheet with those drawn up in the past ; and this /""fl 
conveniently done by tabulating the maui groups 
converting them intoVex figmes. Therefrom ^edu^d t^ 

various changes and their sigmficMce, such chang g . j- . ^ 
with the yearly amount of profits (or losses) disc 7 ^ 

Balance 4eets. The question o^nterpretation 
with and this paragraph is confined merely t 
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The general principles may now be demonstrated by the employ- 
ment of the following two Balance Sheets in abridged form. 


Balance Sheet as at 3157 December 



1951 

195a 


1951 

1952 

Share Capital— 

£ 

£ 

Fixed Assets — 


£ 

Preference 

12,500 

13.500 

GoodwUl 

6,000 

6,000 

Ordinary .... 

10.000 

10,000 

Buildings 

9,000 

8,700 

General Reserve . 

10,000 

11,000 

Plant and Machinery 

5.000 

7.200 

Profit and Loss Account 

8,200 

9,550 








20,000 

21,900 


40,700 

44.050 

Current Assets — 



Debentures (secured on 



Stock .... 

2,000 

9,000 

Buildings) 

8,000 

5.000 

Debtors . 

12,100 

7.700 

Current Liabilities — 



Prepayments . 

300 

aoo 

Creditors: Trade 

17,000 

18,000 

Investments — 



Expenses 

300 

250 

Government Securities . 

8,400 

4,700 

Bills Payable 

2,000 

4.500 

General 

S.CHto 

12,000 




Cash in Bank . 


11,300 




Development and Research 

\ 





Account 

10,000 

5,000 


£68,000 

£71,800 


£68,00^ 

£71,800 






Show (1) Comparative Balance Sheets in tabular form. 

(2) Variations in the main groups of Assets and Liabilities. 


Comparative Balance Sheets as at 31ST December 









Increase or 




1951 



1952 

Decrease of 







Groups 

Current Assets^ — 


£ 



£ 


£ 

Bank 


7,200 



11,300 



Debtors . . . . 


12,100 



7.700 



Prepayments 


300 



200 



Stuck . ... 


2,000 



9.000 



Investments' 


16,400 

38,000 


16,700 

44.900 

+6,900 

Less Current Liabihties — 





Creditors: Trade 


17,000 



18,000 



Expenses 


300 



250 



Bills Payable 


2.000 



4,500 


+3.450 




19,300 



22.750 

Fixed .Assclv— 



18,700 



22,150 

f 3,450 

Buildings 

i £9,000 



£8,700 



Less Delientures 

1 8,000 

1,000 


5,000 

3,700 



Plant and Machinery 


5,000 

6,000 


7.200 

10,900 

+ 4,900 

Net Tan^ble Assets 

Intangible Assets— 



24,700 



33.050 

+8.350 

Goodwill . . , . 

Development and Research 


6,000 



6,000 



Account . . . . 


10,000 

16,000 


5,000 

11.000 

- 5,000 




£40,700 



£44,050 

-r £3,350 


Represented by — 


CupUiU — 

Preference Shares . 

£ 

12,500 

£ 

£* 3.500 

£ 

£ 

Ordinary Shares 

10,000 


10,000 



Undistributed Profits — 


22,500 


23,500 

1,000 

Reserve 

10.000 


£iz,ooo 



Profit and Loss Account 

8,200 


9.550 





x8,aoo 


20,550 

+2.350 



£40,700 


£44,050 

+£3,350 


^ These may be further subdivided into liquid and non-liquid assets. 
* Assumed that the general investments are marketable. 
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The foregoing variations may be expressed in the foUomng 
form — 


Current Assets and Current Liabilities 



Assets 

Liabilities 

1 Balance 


Surplus 

Deficiency 

1951 . . . . 

i 

38,000 

1 

19.300 

i 

18,700 


1952 . . . . 

44.900 

22.750 

22,150 

! 


[The variations in fixed assets and fixed liabilities may be similarly shown.] 


The variations may be shown in terms of a ratio of the surplus of 
current assets over current liabilities (or conversely), thus — 


Katio 


1951 

197 

. 38,000 

I.e. X 100 

19.300 

1952 

197 

44.900 

I.e X 100 

22,750 


Index 

[using 1951 as 100] 


fu.i2Ix.oo] 

L 107 J 


The ratio and index in 1953 would be, assuming that the current 
assets and current liabilities were £33,140 and £21,500, as follows — 


1953 


Ratio 


^54 


i.e. 


33 >Mo 

21,500 


X 100 


Index 

[using 1951 as 100] 

78 

L 197 J 


The ratios and indices in 1954, 1955, 1956, and 1957 would be, 
on the basis of the following figures, as below — 


Current Assets 
Current Liabilities 


1954 

1955 

1956 

1957 

i 

i 

i 

L 

. 39,500 

42.200 

35,000 

32.»50 

22,000 

20.750 

23,500 

27,000 

Ratio 



Index 


[using 1951 as 100] 


1954 

180 

1955 

203 

1956 

149 

1957 

1 19 


100 9^ 

fi-e. ~ X lool 

L 197 J 
lO'^ 103 

100 76 

100 60 


i.e X 

22,000 


42,200 

I.e. ^ X 

20,750 


35,000 

1 e — X 

23,500 


le 

27,000 







I 
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(See page 1339.) 
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BALANCE SHEET CRITICISM 

Problems are frequently set in connection with limited company 
Balance Sheets calling for criticism, in so far as they relate to the 
proper compliance with legal requirements. Such criticisms call for a 
thorough knowledge of what may be termed the “ published accounts 
provisions’* of the Companies Act, 1948. The questions put before 
the student may contain, in addition, points that are common to 
all Balance Sheet questions, e.g. heading, sequence, and classifica- 
tion of items : construction and interpretation. 

The Balance Sheet on page 1338 is such a problem. 

Suggest such suitable amendments as you consider are required, 
assuming that there is no question as to the accuracy of the figures 
presented. 

[Actually, there is an error of £9,000 in the addition of the lia- 
bilities side of the Balance Sheet— a fact which must be noted in 

the answer.] {Institute of Charier ed Accountants Final.) 


(i) Form— 

(a) Heading should be Balance Sheet at, as at, or as on, 31st 

December, 19. .. , ^ x 

{b) The layout of the Balance Sheet requires amendment to 
accord with the Companies Act. Assets and liabilities should be 
grouped under appropriate headings, e.g. Fixed Assets, Cu^ent 
Assets, etc. The general headings ’’Assets^' and "Liabilities are 

then unnecessary. , . -x u ^ 

(c) Sundry debtors should not include sundry debit balances, 
as these may be purely fictitious assets, and in any case may 
be of such a nature as to require disclosure under the Companies 
Act IQ48 whilst deducted therefrom should be the provision lor 
debtors now merged with the item “Sundry creditors, m^luding 

reserve for debtors.” . , 

(d) Calls in arrear are usually deducted from share capital. 

The item of creditors includes reserves and credit balances, 
which may be true liabUities requiring separate disclosure and 
classification as to class of creditors and 

oanies Act 1048, or may represent part of the undistributed profits 
of the company. No amount is given for future taxation reserve. 

(f) The Profit and Loss Account should be Imked up with the 
balance brought forward from the preceding year. 


(2) Legal Requirements— 

(a) Buildings. Plant. GoodmU, Patents, etc. The *^0 ^tter items 

mist be stated separately irom the tee company 

amount can be ascertained either from 1) boo^ of tee comp y , 

(ii) contract of sale; or (iii) document „ Jost or 

The basis of valuation of fixed a^ets must be stated (e.g. cost 

valuation, less accumulated depreciation). 
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The total amount of Goodwill, Trade-marks, and Patents may be 
shown under one heading (not necessarily separately). 

The items comprised in the "etc." must be dealt with and, if 
necessary, shown separately. 

{b) Loans to Directors. Illegal unless covered by the exemptions 
laid down by Sect. 190. If advances or repa5nnents have been made 
during the year, the Balance Sheet must show the total advances or 
repayments ; and in the case of loans made prior to the period to 
which the accounts relate which are still outstanding, the amount 
thereof must be shown. 

(c) Investments. The law requires to be shown separately (i) 
investments in, (ii) loans to, (iii) loans from, subsid|iary com- 
panies, (iv) trade investments, (v) quoted investment^, (vi) un- 
quoted investments with the valuations required by Part I of the 
8th Schedule to the Companies Act, 1948. The amount o!( £110,250 
will be increased by the loan from the subsidiary company and the 
latter shown separately as a liability. 

(d) Capital. Details of the nominal capital are required. 

(e) Redeemable Preference Shares. The earliest date on which the 
company has power to redeem must be stated. 

(/) Calls in arrear, as mentioned, are usually deducted from the 
share capital, although the method adopted in the above Balance 
Sheet does not infringe any legal principle. 

(g) Five per Cent Debenture Stock. The debenture stock should 
be shown at £20,000, and the debenture discount disclosed separ- 
ately as an asset till written off. If the Debenture Stock (as is 
probable) is secured on the assets of the company (unless secured 
by operation of law), this fact should be stated, although there is 
no obligation to specify the particular asset charged. If any deben- 
tures have been redeemed, but are available for reissue, particulars 
thereof must be shown. 

(A) In addition to the criticism made in paragraph (i), the general 
nature of the liabilities should be shown, particularly as regards 
Provisions. 

{i) The Balance Sheet must be signed by two of the directors, 
and the Auditors' Report must be annexed to the Balance Sheet : 
a Profit and Loss Account is also required. 

{j) Corresponding figures required for preceding year. 

(A) Group Accounts or alternative information on Subsidiaries 
is required. 

In the absence of further information, it is not possible to enter 
into greater detail. Many queries might arise, e.g. included in 
creditors may be a debenture redemption fimd represented by 
investments, which may be included somewhere in the assets side 
— possibly in the "etc." item or even under the investments, 
because the phrase " Investments and loans in subsidiary com- 
panies" may include investments held otherwise than as a holding 
company. It will be observed that there is a bank overdraft, and 
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possibly the bank holds as security some of the company’s assets. 
The fact that the liability is secured on any asset of the company 
must be stated. 

(3) Interpretation— 

Information concerning the profit of the year and the utilization 
of reserves is not disclosed in the Balance Sheet (e.g. as to deprecia- 
tion, provision for tax, etc.) ; nor is the manner of its appropriation 
shown. 

In order to obtain a fair comparison preceding years’ Balance 
Sheets and Accounts should be available. 


MECHANICAL AIDS IN ACCOUNTING 

There is a growing use of mechanical devices in accounting 
routine and therefore it is necessary for the student to be familiar 
with those mainly in every day use. The benefits from their use are 
considerable, provided that they are fully, efficiently and adequately 
employed. The full benefits will not ensue if— 

(а) they are not operated by properly trained staff ; 

(б) there is insufficient work to keep the machinery fully 
employed ; 

(c) there is no corresponding efficiency in dealing with the work 
of the machines, where the ledger sheets are not arranged in 
proper sequence, or where the work of the operator is interrupted 
by having to replace one ledger by another, or where the material 
to be worked on is not within easy reach of the machine ; 

{d) the quantity of work involved is too small to justify the 
considerable outlay, i.e. on the purchase and upkeep of the 
macliine, particularly where the labour-saving is trivial; 

{e) there is inefficiency in organization. 

Good organization is required to obviate 

(a) Dangers arising from the cards or loose leaves being lost, 
destroyed, misplaced or fraudulently substituted. No handwriting 
on the sheets tends to increase the latter risk. 

(b) Original errors being undetected, as such cmrs will percolate 
automatically through the whole of the records based thereon and 
will not generally be discovered by the failure of one set of books to 
balance with another. 

Office machinery can be divided into— 

(a) Direct machinery, which is employed in 
actual accounting entries, including statistical and ;ecor^ 

(h\ TnHirprt marhinerv which is ancillary to the direct machinery 

f» -» ‘ke of 

“(ct Au^dltoy eqoipo^nt, comprfeinf the numereus derice. «.d 
machines of use generally in the office routine. 
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Examples of [a ) : Burroughs posting machines ; National account- 
ing machines. Hollerith (and Powers) tabulating and sorting 
machines, book-keeping typewriters (from which can be prepared in 
one operation, the ledger entry, daybook entry, statement of ac- 
count and other records, e.g. proof sheets for daily balancing). 

Examples of [b) : Elliott Fisher invoicing machines, comptometers, 
adding and calculating machines, carbotypes. 

Examples of (c) : duplicating machines, addressographs, type- 
wnters, internal telephones, postal frankers, letter openers and 
sealers, signographs, dictating machines, dictographs, time recording 
machines, cheque protectors, numbering and coin sorting machines, 
photostats.^ 

In addition there can be added the more familiar types of machine 
and equipment like perforating machines, stamp affixers, cash 
registers, filing cabinets, and many others. \ 

Advantages of Mechanized Accounting, (i) Saving of time and 
labour resulting in reduction of wages for office administration. 

(2) Increase of accuracy in routine work, and elimination of 
errors. 

(3) Greater legibility, neatness, and accuracy of recording. 

(4) Assists division of labour. 

{5) Records can be kept always up to date, enabling quick 
dispatch of invoices, statements, etc., and the speedier preparation 
of periodic and annual accounts. 

(6) Facilitates, in conjunction with total accounts, daily Trial 
Balances and balancing generally. 

(7) Constant flow of subsidiary records (as the slip system or its 
equivalent is used for posting, etc.). 

(8) As original records will be made in duplicate (or triplicate) 
needless effort of time and labour avoided on copy work (and 
“reading over"), thus enabling interested departments to have 
their “copy" in good time. 

(9) In very large concerns the reduction of routine staff will free 
a certain amount of floor space. 

(10) Facilitation of extraction of supplementary data, e.g. 
financial, costing, budgetary, statistical. 

Disadvantages, (i) Too 'much reliance upon the automatic 
accuracy of some of the direct machinery. 

(2) The danger arising from a mistake of the person using a 
machine for the “original" record, as this will travel right through 
all records and would not be discovered by an “out of balance" 
discrepancy as in manual work, 

(3) The danger of the operator becoming “mechanical" In ways 
and outlook. 

(4) The high initial cost and upkeep. 

^ These machines, which enable photographs of documents — ^probates, 
wills, accounts, plans, etc. — to be taken quickly and the negatives stored in 
small space, are extremely useful and were invaluable in the last war. 
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(5) Possibility of fraud through fraudulent use of loose leaves 
and substitution of fictitious accounts without any guidance 
through examination of hand writing. 

(6) Waste through inefficient use and neglect of upkeep of 
equipment. 

Objective Accounting. Operations frequently arise involving 
the question as to whether they are to be regarded as part of a whole, 
or whether they are to be regarded as separate. In other words! 
whether the operations are joint or severable. 

Sometimes there is clear external evidence of intention ; sometimes 
no indication is available as to the intentions of the parties involved, 
in fact, in many instances even the parties themselves have no clear 
conception of what their intentions were. 

In the absence of information, treatment should be on the basis of 
reasoni^ble inference, having regard to changed circumstances, 
lapse of time, etc., and where no equal tenable solutions are available, 
the most conservative aspect should be taken* 

The transactions in question may be simultaneous or resultant. 
As examples, the following may be said to give rise to a coiisidera* 
tion of whether they are to be considered as one or several — 

(i) X purchases a business and, in addition, purchases the business 
property. (A simultaneous transaction.) 

(ii) X purchases the business only mentioned in (i) and later 
purchases the property (a resultant transaction). 

(iii) X as in (i) buys the property and adjacent property at the 
same time as the business is acquired. 

(iv) As in (iii) acquiring such property at a later date. 

(v) An underwriter is allotted shares in part payment oi under- 
writing and also acquires shares by ‘*firm'' underwriting. 

(vi) X is a debenture-holder (with others) in a company which 
goes into liquidation. X, with his co-debenture-holders, takes over 
the security and forms a syndicate which later they sell, 

(vii) X is paid a debt in foreign currency which he decides to 
hold, and later acquires further units of that foreign currency. 

(viii) X buys shares in a company and later acquires further 
shares in that company. 

In many cases, in practice, the need for a decision does not arise, 
but when it does, as for instance where there are third party interests, 
all the facts of the particular case will call for consideration. 

In connection with “Objective Accounting'* mention may be 
made of the growing tendency to departmentalize the profit or loss 
of a business in order to obtain greater efilciency and cut out 
unprofitable sections. For the profit of the business may be regarded 
m its simplest form as the accretion of net assets over a period, 
while subdivision of the business into separate departments 
buying, manufacturing, selling, repairing (without going into great 
detail) — might reveal a profit in one and a loss in another. 

The Economic Year. The tendency during recent years has been 



1344 


ACCOUNTANCY 


to move the accounting year of businesses from the calendar year 
to the economic year, that is one commencing and ending with the 
business activities at their lowest ebb. 

At the end of such a period the stock will be at the lowest, the 
cash at the highest (unless the period of credit is long) and the peak 
of sales over, thus enabling accounts for the year to be built up 
quickly and accurately. Where the period of credit given to cus- 
tomers is short, say, a month, accounts may be drawn up to the date 
of the expiry of such period. 

The year end will be at the end of a natural period, e.g. the com- 
pletion of a harvest of a farmer; end of the Christmas trade of a 
poultry business or at the end of a period dictated by business 
convenience, e.g. clearance sales after Christmas or Whitsuntide 
sales ; after delivery of fireworks by fireworks manufacturer. 

It may well be that a business may have more than one y season'’ 
or be engaged in several activities with different peaks apd slack 
periods. In such cases, a decision will have to be taken on the balance 
of advantage as regards final accounts; but interim accounts may 
be prepared for each relevant period (for each department).' 

It will often happen, particularly in manufacturing concerns, 
that the buying season supervenes, so that, although it does not 
weaken the validity of the argument in favour of the accounting 
terminal date being at the end of the peak season, the advantage 
arising through having a peak cash and a nadir of stock will be 
offset by the increase of new stock bought and creditors therefor. 


EXAMINATION HINTS 

The reader who has worked carefully through the text should 
find himself well equipped to deal successfully with the problems 
arising in the examinations. Unfortunately, candidates do not 
spend a sufficient amount of time really mastering one type of 
problem, invariably skimming over the text (and “auditing" the 
illustrations instead of working them out), hoping to “revise" dur- 
ing the last few weeks or days prior to the examination, such work 
usually being carried out in a frenzied effort to cover the whole 
ground again in a very short period, and invariably succeeding 
only in creating a state of mental confusion. 

No amount of exhortation and outlining a long list of rules will 
be of the slightest avail unless, during the period of his study, the 
student has succeeded in acquiring the rules by practice and 
experience. Most candidates have the benefit of the f^idance 
afforded them by the several first-class correspondence courses, but 
usually candidates do not avail themselves fully of such help, 
particularly that given both in the study notes and through the 
corrected exercises or tests, which are invariably accompanied by 
carefully prepared models or solutions. 

Hence the rules given below are intended to remind the reader 
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of the more important points to be observed, all of which will have 
been brought to his notice during the course of his study. These 
rules are not exhaustive and merely set out the more fundamental 
points. 

(1) Answers should be outlined in a concise and readily readable 
form. This will be a help to the candidate himself in revising his 
answer (and amending if necessary) and also will facilitate the work 
of the examiner (giving him a chance to award fair marks). The 
judicious use of showing a vital point in block letters will help. 

(2) Read the question carefully ; it is not possible to generalize, 
but often it will help the student if he runs over the question 
broadly to see what the examiner wants the candidate to do. 
before going into the matter in detail. Frequently, the details are 
somewhat involved, and the candidate will often find it easier to 
make a start in the right direction, if he knows what the examiner 
is asking him to do. 

(3) The candidate must always remember that mere copy work 
earns no marks, and as his objective is to gain in the time available 
as many marks as he possibly can in the aggregate, he must rigidly 
avoid wasting time in perfecting work which is not “productive.'" 
In this connection the examiner will not object to the employment 
of reasonable abbreviations so long as he knows what they mean. 
It is generally better to aim at the aggregate result, rather than to 
attempt full marks on any one question. 

(4) The problem that always confronts the candidate is how far 
he can leave the answer “in the air," that is, without a formal 
finish. No hard-and-fast rule can be laid down, but provided always 
that the basis of the answer is given, it is submitted that, once the 
stage has been reached when the candidate could leave the formal 
completion to a junior in the office, then it can be left and another 
problem tackled. 

(5) It is our experience that candidates are singularly lacking in 
their knowledge of quick mental arithmetic, and they show a 
deplorable lack of practice in the exercise of this important factor, 
involving a very serious inroad into the time available to them in 
the examination. Where necessary, reasonable approximation rnay 
generally be made, but the basis of a computation or calculation, 
and the rough workings, must be shown. 

(6) In most examination problems the candidate cannot gain 
anything like full marks unless he gives the necessary assumptions, 
comments and qualifications, and this applies with particular force 
to the “inexact" type of question, where, deliberately or other- 
wise, the examiner is vague and ambiguous in the wording of his 
question. It is at times almost a mental feat to understand what 
is required No objection can be raised to a question where the 
ambiguity merely relates to the use of a single word, unless its 
emplo5mient makes the question difficult to understand, as me 
candidate is entitled in such circumstances to make reasonable 
assumptions and, having stated them, proceed with his answer 
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accordingly. It must also be remembered that, in certain cases, 
the vague question is the best method of testing the candidate's 
ability. In general, however, it is submitted that the candidate is 
entitled to know what is required of him. 

(7) Where a problem involves a purely legal point, the answer 
should give effect to it. If the question gives facts which are 
identifiable with an established point of law (whether arising by 
Statute or Case law) the candidate must proceed accordingly, 
supporting his answer by reference to the Statute or decided case. 
Where, however, the point of law is one that is capable of different 
interpretations (in the absence of authority), the candidate should 
answer according to his view of such particular legal point, but 
emphasizing by way of note other possible solutions and ipdicating 
that in practice legal guidance might have to be obtained.! 

(8) As is known, the examiner gives due credit for styli, layout, 
knowledge of English, etc., and, therefore, the candidat^ should 
make his answers with due regard to these matters. Apirt from 
this reason, the candidate should realize that it is in his own mterest 
to pay particular attention to alignment and spacing. (Most candi- 
dates persist in placing writing too near to figures. There should 
be ample space, as often the candidate will find during the course 
of his answer that he requires one or more inset columns for his 
figures.) 

(9) In dealing with contentious matters a fair sense of neutrality 
should be observed, calling for a reasoned and balanced marshalling 
of the arguments on both sides, expressed in language that is clear, 
concise, and relevant. 
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co-operative societies, 1307 
doctor’s, 286 
farm, 1309 

interpretation of, 1315 
investment, 1145 
liquidators', 1224 ei seq. 
moneylenders'. 1310 
private, 1145, 1148 
real, personal and nominal, i 
superannuation, 1280 
Accounts current, 40 el seq. 
change in rates of interest, 47 
^poquc method, 41, 42, 45 
periodic balance method, 47 
products method, 41 
red ink interest, 41, 47 
Accruals, 69 et seq. 

Acquisition — 

entries (limited companies), 877 et 
seq., 907, 918, 1314 
of property, 544 et seq. 
Adjudication (bankruptcy), 1209 
Adjustment — 
branch accounts, 410 et seq. 
in final accounts, 59 et seq., 112 
or total accounts, 234 
Administration charges, 379 
Admission of partner, 620 et seq. 
Advance accounts, bills of exchange, 
170-2 

Agreements — 

for commission, 31, 107, 936, 938 
of junior partners, 600 
Aliquot parts, 30 
Allocation of expenses, 379 
Amalgamation of companies, 981 
et seq. 

Ammonia Soda Co. v. Chamberlain, 
Amortization, see Depreciation 


Anaconda American Brass, Ltd. v. 

Minister oj National Revenue, 88 
Annual return, 777, 780 
Annuities — 
income tax, 527 
life assurance, 1172, 1173 
partnership, 698 et seq. 

Application and allotment, 801 et seq 
Apportionment — 

Account, 345, 546 
of shares between vendors, 902 ei 
seq. 

Apprenticeship Premiums, 72,96, 1208 
Appropriation Account, 800, 935, 
93b, 95S, 1095, 1107 
definition of, 38 

Arithmetic of Accountancy, 28 el seq. 
aliquot parts, 30 
average, 38 
commission, 31 
cost and selling price, 29 
decimalization, 33 
flat and redemption yield, 36 
stocks and shares, 34 
Articles of Association, definition of, 
764 (see aha Table A) 

Assets — 

depreciation of, 177 et seq. 
fixed, floating and fictitious, 134 
improvement, 197 
in published Balance Sheet, 959 
life of, 188 

tangible and intangible, 134 
writing off, 190 
Assignment — 

of bill of exchange, 142 
of life poheies, 668 
Associated company, 1106 
Associations, accounts of, 265 et seq 
Assurance accounts, 1172 et seq. 
annuities, 1172 

Balance Sheet, 1177, 1178, 1182 
bonus, 1182, 1183 
claims, 1172, 1177 
classes, 1172 

compulsory winding up, 1186 
consideration for annuities granted, 
iiy2 et seq. 

dividends and interest, 1177 
fund, 1175 
life policies, 1172 
premiums, 1172, 1177 
Profit and Loss Account, 1181 
published accounts, 1175 
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Assurance accounts (contd .) — 
quinquennial valuation, 1182 
reinsurance. 1x74 
Revenue Account, 1175 et seq. 
special provisions in Companies 
Act, 793. 1047, 1175 
statutory requirements, 1175 
surrenders, 1174 
Valuation Balance Sheet, 1182 
Assurance Companies Act. 1946, n86 
Assurance policies, 1172 
Auditors* — 
remuneration, 792 
report, 773, 774. 797, 958, 1047 
rights. 773. 778 
Authorized capital, 868 
increase or decrease, 868 
Average, 38 
clause, 1189 

due date, 52 et seq., 563-6 
weighted. 38 

Bad Debts — 

Account, 7, 77, 78 
amounts recovered, 7 
Provision, 77, 78, 245, 263 
Balance Sheet, 58, 61, 134 et seq., 785 
et seq. 

analysis, 1316 
assets classihed, 134 
auditors’ report, 773, 774, 797, 958 
combined, 471 

consolidated, 1049 et seq., 1064, 
1106 

contents of, 134 
contingent liabilities, 156, 196 
criticism of, 1339 
director's report and, 771 
form of. 135, 137 
limited companies, 799, 958, 
1106 

general survey of, 137 
holding companies, 1049 et seq., | 
1106 

interpretation of, 1315, 1335 
limited companies, 799, 938, 1x06 
preparation of, 61, 134 
provisions in, 192 et seq. 
reserves in, 192 seq. 
sequence of items in, 134, 799 
Balancing methods (ledgers), 237 
Bale V. Cleland, 933 
Bank — 
interest, 51, 52 
Pass Book, 18 

Reconciliation Statements, 17 et 
seq. 

Bank Book-keeping, 1267 et seq. 
Acceptors* Book, 1268 
Balance Sheet, 1275 


Bank Book-keeping (contd.)-^ 

Bills Discounted Ledger, 1267 
final accounts, 1272 
General Cash Book, 1269 
Ledger accounts, 1269 
Paying Cashier’s Counter Cash 
Book, 1267 

rebate on bills discounted, 1272 
Received Waste Book, 1267 
Receiving Cashier's Counter Cash 
Book. 1267 
slip system, 1271 

special provisions in Companies 
Act. 786, 793, 1047 
Bankruptcy — 
accounts of Trustee, 1218 
adjudication. 1209 
contingent liabilities. 1207 
deferred creditors, 1200 \ 
Deficiency Account, 1209 et seq., 
1220 \ 

"firm” bankruptcy, 1215 ^ 
liquidation, compared, 122^1, 1244 
preferential creditors, 1208 
pre-preferential creditors, 1208 
remuneration of Trustee. 121S 
schedules, list of, 1210 
secured creditors. 1209 
Statement of Affairs, 1200 et seq., 
1219 

statu torv forms, 1218 
unsecured creditors, 1203, 1209 
Bartow v. Bartow, 557 
Base Stock valuation, 88 
Beni-Felkai Mining Co., Ltd., In re, 
1244 

Bill of Costs Journal, 1288 
Bills Delivered Book, 1288 
Bills of Exchange, 1^1 et seq. 
acceptors’ books, 146, 150 
accommodation bills, 160 
Act, 1882, 141, 147, 161 
advances against, 170 
advantages of, 145 
as security. 176 
Bill Books, 167, 169 
Bills— 

Diary, 170 

Discounted Ledger, 1267 
Discounted Register, 169 
Payable Book, 146, 167, 169 
Receivable Bc^k, 146, 167, 169 
Received for Collection Register, 
1268 

Received for Discount Register, 
1268 

book-keeping entries, 143 seq. 
cheque, definition of, 141 
creditor's books, 148 
days of grace, 147 
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Bills of Exchange (contd .) — 
debtor's books, 146 
definition of, 141 

discounting, 148, 158, 160, 172, 173 

dishonour, 146, 153 

drawer's teoks, 148 

for collection, 170 

foreign bills. 143, 144 

holder in due course, 142 

inland, 143 

Marginal Deposit Receipt, 171 
noting; charges, 1 55 
promissory note, definition of, i^r 
rebate on bills discounted, 173 
retiring, 156 
short, 170 

Special Margins Account, 171 
specimen, 144, 145 
stamp duties. 144 

Bonus share dividends received by 
holding compan)^ 966, 1041 
Bonus shares, 967 
Bonuses (life assurance), 1182, 1183 
Book-keeping to Trial Balance, i 
et seq. 

bad debts, 7 
recovered, 7 
Cash Book, 3 
detection of errors, 14 
drawings, 5 
Journal, 2 
Ledger, i 

Purchases Day Book, 2 
Purchases Returns Book, 3 
Sales Day Book, 2 
Sales Returns Book, 3 
Trial Balance, 7 

Books, returns and accounts, compan- 
ies, 771 et seq. 

Branch Accounts, 395 et seq. 
adjustments — 

in Branch and Head Office 
Accounts, 448 
re price changes, 432 
stock, 41 1, 448 
sundry, 430 
branch control. 474 
capital expenditure. 473 
charged out at selling price, 410 et 
seq. 

conversion of foreign currencies. 

454 et seq., 463-5 
debtors system, 396, 398 
departmental method, 396 
depreciation. 429 

difference in balance of stock, 427 
divisions, 395 

double column method, 421 
double entry, 442 
expenses at branches, 413 


Branch Accounts {contd ) — 

foreign branches, 454 et seq., 471 
473 

foreign currency conversion, 454 
et seq., 463-5 
goods — 
in transit, 415 
invoiced at cost, 396, 407 
invoiced at selling price, 396, 410, 
422 

handling charges. 417 
head office books, 471 
in ter- branch transfers, 447 
memorandum debtors, 405 
memorandum final accounts, 402 
partnerships, 750 
price changes, 432 
profit and loss on exchange. 465 
recording assets and liabilities in 
head office books, 471 
returns 476 

self-contained accounting, 442 et 
seq. 

stock and debtors system, 396, 407 
stock shortages abroad, 427 
stores accounts, 456 
unrealized profit, 447, 452 
Branches (jiartnerships), 750 
Brokerage — 
on shares, 1133 
voyage accounts, 223, 224 
Brokers' Accounts, 1132 et seq., 1142 
Brown v de Tastet, 557 
Building Societies, 1304 et seq. 

Acts, 1874 and 1894, *305 

Calls — 

collection of, 1220 
in advance, 80G, 807. 945 
in arrear, 806, 808, 945 
interest on, 8t>6, 945 
Table A, 806, 945 
Cancellation — 

of debentures, 852 et seq 
of shares, 873, 946 
Capital — 

alterations, 867 et seq., 94^ 

authorized, 868, 946 

called up, 801 

consolidation of, 870, 946 

conversion of, 868, 946 

Fund Account, 267 

increase and decrease, 868, 946 

interest on, 561, 689 

interest paid out of, 786, 944, 945 

issued, 801 et seq. 

nominal, 801, 868 

redemption, 870-5 « 

Redemption Reserve Fund, 871, 

Q35 
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Capital (contd .) — 

reduction of, 868, 873, 875 
reorganization of, 877 
reserve, 193, 787, 935 
stamp duty, relief from, 1009 
statement, 259 
subdivision of, 870 
subscribed, 801 el seq. 
surplus, 933 
working. 1324 

Capital and Revenue Expenditure, 
197 et seq. 

capital and revenue receipts, 198 
capital expenses, 198 
classification of expenditure, 206 
deferred revenue expenditure, 200 
improvements, 197 
legal expenses, 199 
receipts, 198 
repairs, 199 
wages, 199 

Carriage inwards and outwards, 91 
Cases, packing, 207 et seq. 
reserve, 210 
trading account, 208 
Cash — 

Book, 3 
discount, 4 
dividends, 964 

received by holding company, 
1038, 1040 
float, 24 
on delivery, 219 
profits, 265. 588 
sales and purchases, 3 
"Cash" Basis, accounts on, 265, 588 
Certificate — 
of Incorporation, 762 
to commence business, 892 
Charges, Register of, 777, 779, 782 
Chartered company, 769 
Chattevley-W hit field, re, 1162 
Cheque, definition of, 141 
Cheques — 

dishonoured, 6, 20 
uncleared, 1 7 
unpresented, 17 
Chief rent, 547, 548 
C.I.R, V. Cock, Russell & Co., Ltd., 

89 

C.I.R. V. Cranford Ironstone, 308, 
312 

City of Glasgow Bank v. Mckinnon, 

. 933 
ClaimS”— 

compensation, 1197 
fire, 1189 

life assurance, 1172, 1177 
loss of profits insurance, 1187 
loss of stock, 1189 


Clients’ — 

accounts, 1289 

Disbursements Account, 1289, 1302 
Clubs, accounts of, 265 et seq. 

C.O.D., 219 et seq. 

Coefficient of dispersion, 1165--6 
Cohen Committee, report of, 769, 

785 

Collateral security, 835 
Collection — 

Accounts, bills of exchange, 170, 
171 

of calls, 1226 

Collins V. Greyhound Racing Associa- 
tion, Ltd., 879 

Columnar Book-keeping, 280 
Commission — j 

address, 223 
agreements, 936 
calculations, 31 
del credere, 337 \ 

directors', 107, 938 et seq. \ 
manager’s, 107, 938 et seq . , 
overriding, 879, 1118 
shares on, 833 
underwriting, 878, 1118 
Companies Act, 1929, 785, 794, 814 
Companies Act, 1947, 766, 785, 800 
Companies Act, 1948 — 

Sect. — 

27, 1072 

28, 767 

51, 801 

53. 878 

54. 791 

55. 768 

56, 787-8, 1034 

57, 814, 862, 1115 

58, 870, 935 

60, 774 

62, 871 

65. 944 

66, 873 

74. 831 

86, 777 

87. 777 

90. 835 

95. 779 

102, 1234 

no, 777 
124, 778 

126, 778 

127, 778 

128, 778 

129, 768, 778 

130, 775. 776 

136. 959 

143, 768, 869 

145. 778 

146. 778 
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Companies Act. 1948 (ccmtd.) — 
Sect.— 

147. 771 

149. 786, 797n., 1044. 1 114 

150. 1043, 1048 

151. 1044. 1100, 1108 

152. 1043, 1045. 1049 

153 1036. 1044 

154. 1035 

I55» 773» 786 

156. 773. 786. 1047 

157. 773 

158. 773 

1^2. 773, 774 

163. 797 

189. 794. 795 

190. 793. 1340 

191. 795 

195. 779 

196. 774. 795. 797. 960, 1047 

197. 794. 797. 1047 

209, 1010, 1034 

222. n86 

283, 1240 

287. 1034 

319. 225, 1224 

322, 831 

366. 1233 

367. 1233 

371. 1235 

372. 1234 

373. 1235 

429. 550 

434. 550 

436. 771 

Eighth Schedule, 774, 787. 7SS- 
793. 797. 800, 1045. 1047. 

1048, 1049, 1175, 1275. 1340 
Ninth Schedule, 773, 774, 1047, 
1108 

Companies — 

and Partnerships, compared, 766 
associated, 1106 
types of, 769 

Comparative Balance Sheet, 1335 
Compensation claims, 1197 
Consideration — 

for annuities granted, 1172 et seq, 
purchase, 879 
Stock Exchange, 1132 
Consignment Accounts, 336 et seq. 
accounts sales, 336, 337 
consignee's books, 366 
consignor's books, 337 
correction of errors, 356 
cost price method, 339, 355 
del credere commission, 337 
discounts and allowances, 368 
invoice price method, 346, 354 
joint venture with, 374 
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Consignment Accounts {contd.)^ 
loss of stock, 343 ei seq. 
memorandum column method. 349 
profit and loss on exchange, 364 
sale price method, 346. 354 
stock. 343. 345, 368 
loss, 343™6 
unsold, 341 
Consolidated — 

Appropriation Account, 1095 
seq., 1107 

Balance Sheet, preparation of, 
1049, 1064, 11 06 

Profit and Loss Account, prepara- 
tion of, 1095 et seq., 1107 
Construction capital, interest on, 786, 
944 

Contingent liabilities, 15b, 196, 791, 
1055, 1207 
Contingency — 
provision, 19b 
reserve, 196 
Contract stamps, 1134 
Contributories, list of, 1237 
Control Account, 234 et seq. 
Conversion — 

of debentures into new debentures, 
8b2 

of debentures into shares, 862 
of foreign currency, 463 
of shares into stock, 868 
of stock into shares, 868 
to double entry, 247 
to sterling, rules for, 463 et .seq. 
Co-operative societies, 1307 
Correction of Errors, 293 et seq. 

consignment accounts, 356 
Cost — 

and selling price, 29 
of control, 1051, 1064 
of sales, 94 

or market price valuation, 88 
prime, 1245 
Costs, bills of, 1289 
Course of Dealing, 550, 551 
Cover for dividend, 1 164 et seq. 

Cox V. Edinburgh and District Tram- 
ways Co., Ltd., 931, 934 
Crabtree, tn re, 933 
Creditors — 
deferred, 1209 
guaranteed by vendor, 1314 
preferential, 1208 
pre-preferential, 1208 
secured, 1209 
Suspense Account, 907 
unsecured, 1203, 1209 
Cross-holdings of companies, 1 004 
Cruihshank v. Sutherland, 552, 649 
Cum dividend, 1135, 113^ 
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Current — 
account, 558 
assets, 134 


Daily balances, 51 
Day Book — 

C.O.D., 220 

combined with Ledger, 289 et aeq, 

hire purchase, 496 

purchases, 2 

returns, 3 

sales, 2 

Days of grace, 147 
Debenture-holders^ — 

Receiver for. 1233 
Register of. 777 
Debentures, 831 et seq. 
annual drawings, 846 
book-keeping entries, 836 
cancellation, 852 
classification , 831 
conversion, 862 
definition, 831 
expenses of issue. 790, 833 
fixed and floating charge, 831 
insurance policy method, 844 
interest on, 836, 852 
issue of, 831, 833, 835 
own, 851 et seq. 
premium, 848 

purchase in open market, 851 
redemption fund for, 843 
redemption of, 838, 842, 846 
sinking fund for, 190, 838 
tax on interest, 836 
Debtors — 

guaranteed by vendor, 1314 
provision, 275 et seq. 
reserve, 275 et seq. 

Suspense Account, 907 
Decimalization of money, 33 
Deed stamps, 877 
Deferred — 
capital, 1228 
creditors, 1209 
payment, purchase by, 524 
revenue expenditure, 200 
Deficiency Account — 
in bankruptcy, 1200 et seq., 1220 
in liquidation, 1221, 1241. 1244 
Del credere commission, 337 
Departmental Accounts, 378 et seq. 
administration charges, 379 
allocation of expenses, 379 
objects, 378 
tabular statement, 393 
Trading and Profit and Loss 
Account, 383. 386 
transfers, inter-departmental, 381 


Depreciation ,74, 177 et seq. 
additions during year, 76, 179 
amortization, 183 
annuity method, 180 
bases. 189 
causes, 177 
definition, 177 
depletion me^od, 187 
diminishing balance method, 179 
distinction between depreciation 
and fluctuation, 177 
efficiency hour rate, 187 
fund or reserve, 181. 189 
general, 74 

insurance policy method, 183 
legal and commercial view, 188 
life of asset, 188 ( 

machine hour rate, 187 
maintenance and, 178 
Plant Register, 189 
recommendations of Institilite, 188 
renewals, 188 

repairs, maintenance and depre- 
ciation fund or provision, 186 
revaluation method, 185 
sinking fund, 181, 190 
straight line method, 178 
Detection of errors, 14 
Directors — 

commission paid to, 107, 937 et seq. 
register of, 777, 778 
remuneration of, 774, 794, 946, 960 
report, 771, 772 
Discount, 79-81 

bills, 148, 158, 160, 172, 173 
cash. 4 

companies, special provisions in 
Companies Act, 793, 1047 
provision, 79 
trade, 3 
Dishonour — 

of a bill, 146, 135 
of a cheque, 6, 20 

Dissolution of Partnership, 708 et seq. 
Dividends, 961 et seq. 
classification, 961 
cover, 1164 
cum, 1135, 1136 
equalization fund, 981 
equalization reserve, 981 
ex, 1135-6 

free of tax, 963 et seq. 
interim, 946, 961 
proposed, 790 

Divisible profits and final accounts, 
932 et seq. 

Doctors' accounts, 286 et seq. 

Double Account system, 1115 et seq. 
Capital Account, 1116 
characteristics of, 1116 
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Double Account system (contd .) — 
depreciation in, 1116 
Receipts and Expenditure on 
Capital Account, 1115 
replacements. 1117 
‘ 'single account" system con- 
trasted, 1116 
Double entry — 
abridged. 261 e/ seq, 
conversion from single entry, 247 
essentials of, 1 
Doubtful debts provision. 77 
Drawing a bill, 141 
Drawings, 5 
of partners, 559 
Duty stamps on bills, 1 44 

Earnings basis of share valuation. 
H51 

Economic year, 1343 
Edwards v. Saunton Hotels, 178, 937, 
942 

Efficiency hour rate, 187 
Effluxion of time, 177 
Elimination process on acquisition — 
companies, 910 
partnership, 643 et seq. 

Elliott v. Elliott, 664 
Employers’ liability insurance, 120 
Endowment policy, 183 
Account. 184 

Epoque method, accounts current, 
41. 42 

E.P.T. post-war refund, 542, gbSn, 
Equalization fund for dividends, 981 
Equity. 1051 

basis of share valuation, 1 158 seq. 
Errors — 

compensating, 14 
correction of, 293 et seq. 
in Trial Balance, 14, 15 
of omission, commission and prin- 
ciple, 14 

Ex dividend, 1135 
Examination — 
hints, 1344-6 
procedure, 99-111 
Exchange — 

Control Act, 1947, 7^5 
foreign, 455, 1276 et seq, 
forward, 1276, 1280 
profits and losses on consignment 
accounts, 364 

Exempt private company, 768 
Expenditure, classification of, 206 
Expenses — 

accrued and accruing, 69 
preliminary, 877 
prepaid. 65 
stock, 73 


Farm accounts. 1309, 1310 
Fictitious assets, 134 
FIFO. 83 
Final accounts — 
adjustments, 65 
debenture interest. 837 
examination procedure, 99 
functions of, et seq. 
limited company, 946 
rules for construction of, 59 et seq. 
Finance Act — 

1921, 1282 (s. 32) 

1922. 968 (s. 21) 

1924, 964 (s. 33) 

1927. 968, (s. 31-2), 1009 (s. 55) 

1928, 1009 (s. 31) 

1930, 1009 (s. 36) 

1933- 1009 (s- 41) 

1940, 767, 1157 (s. 55) 

1942, 225, 1209 (s. 20) 

1945. 543 

1946. 1157 (s- 47) 

J947. 983 (s. 36) 

1952, 1208 (s. 30) 

1953. 537 (s. 19)» 543 (s. 32) 
Finance, cost of, 122 
Financial statement, 1335 
"Firm" bankruptcy, 1215 

Firm underwriting, 1126 
Fixed assets, 134, 932 
Flat yield, 36 et seq. 

F'loating assets, 134, 932 
Fluctuating exchange, 455, 460 
F'oreign bills of exchange, 143 et seq. 
Foreign Branch Accounts, 454 et seq. 
branch records, 454 
capital expenditure, 456 
columnar Trial Balance, 459 
combined accounts, 469 
Foreign Exchange, 1276 et seq. 
consignments, 364 et seq. 
conversion rules, 463 
currency suspense, 1280 
Difference on Exchange Account, 
1276 

fluctuating, 455, 460 
forward exchange, 1276, 1279-81 
contract. 1276. 1277, ^280 
partnership accounts, 753 
Profit and Loss on Exchange 
Account, 1276 
stable, 455 

use of memorandum currency 
column, 1277 
Foreign — 

remittances, 463 
revenue expenditure, 456 ei seq. 
Stores Accounts, 456 
Forfeited shares, 815 
Forward exchange, 1276, 1277, 1280 
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Foster v. New Trinidad Ldke Asphalte 
Co., Ltd., 933 

Fractional shares, 968, 978, 993, 994 
Fractions list, 994 
“Free of tax" dividends, 963 
Fully-paid shares converted into 
stock, 863 
Fund — 

amortization, 183 et seq. 
capital, 266, 270 
depreciation, 181 
life assurance, 1175 
reserve, 195 
sinking, 181 

Garage accounts, 384 
Garner v. Murray, rule in, 553, 709, 
721, 725, 746 
Garwood v. Poynter, 557 
Gas Consumption Ledger, 282 
(faring, high and low, 1161 
Glyncorrwg Collieries, In re, 1235 
Goods — 
c.o.d., 219 
in transit, 415 
lost, 415 

on approval, 214 
on consignment. 336 
on sale or return, 214 
sent to branches, 395 
Goodwill, 624 et seq., 663, 880, 893, 
1051 
Gross — 

profit and gross loss, 57 
profit, marginal, 140 
works cost of manufacture, 1246 
Ground rent, 546, 547 
Group accounts, 1035 et seq. 
Guarantee — 

of profits to partner, 598 
recoupment, 604 
vendor, 1314 

Handling charges, branch accounts, 
417 seq. 

Head (Henry) (S* Co., Ltd. v. Ropiier 
Holdings, Ltd., 1034 
Head Office, branch accounts, 395 
et seq. 

Hidden reserve, 194 
Hilder v. Dexter, 932 
Hinds V. Buenos Aires Tramways Co., 
Ltd., 945 

Hire Purchase Accounts — 479 et seq. 
accounting methods, 481 
adjustment accounts, 499, 500 
assignment, 521 
Branch method — 
at cost price, 502 
at selling price, 500 


Hire Purchase Accounts (contd .) — 
depreciation, 516 

goods out or stock method, 493 et 
seq. 

advantages and disadvantages 
of, 502 

hire purchaser's books, 513 
hire vendor's books, 481, 502 
interest suspense method, 484 
Maintenance Suspense Account, 509 
Memorandum Accounts, 495, 498 
Methods in Hire Vendor's books, 
summarized, 502 
ownership. 479 
"possession," 479 
post sales services, 509 
Purchaser's Book, 513 
returns, 506 

Sales — \ 

contrasted with hire pi^chase, 

479, 524 \ 

Day Book, 496 
for deferred payments, 524 
method, 481 
with reserve, 492 
stock schedule, 497 
summary of accounting methods, 
502 

Hire Purchase Act, 1938, 480, 524 
Holder in due course, 142 
Holding Companies — 
accounts of, 1045 et seq. 
acquisition entries, 1038, 1050 
advantages, 1035, 1036 
alternative method of presenting 
group accounts, 1102 
arrears of preference dividend of 
subsidiary, 1097 
associated company, 1106 
auditor's report, 1047 
book-keeping entries, 1038 et seq. 
capital reserve, 1052 
Consolidated — 
accounts, 1047 

Appropriation Account, 1095 
et seq., 1107 

Balance Sheet, preparation of, 
1049 et seq., 1064 et seq., 1106 
Profit and I^ss Account, 1095 et 
seq., 1107 

Consolidation Rules, 1048-9, 1064 
et seq. 

contingent liabilities, 1055 
cost of control, 1051 
creation of, 1037 
cross-holdings, 1004, 1072 et seq. 
defined, 1035 
disadvantages, T035, 36 
dividends from subsidiaries, 1039, 
1068 et seq. 
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Holding Companies (contd .) — 
bonus, 1041 
cash, 1040 
equity, 1051 

financial year of Group, 1036, 1044 
goodwill, 1051 

computation of, 1054 
group accounts, 1043-5 

with more than one subsidiary, 
1069 

inter-company balances. 1055, 1072 
inter-company transactions. 1061 
Journal entries, 1091 et seq. 
minority — 
interests. 1056 

proportional method of compu- 
tation, 1057 
shareholders, 1056 
part sale of holding in subsidiary, 
1087-90 

partial shareholding, 1056 
post-acquisition profits and losses, 
1060 

pre-acquisition profits and losses, 
1050 

preference shaies of subsidiaries, 
1063, 1097 

presentation of accounts, 1043 et 
seq. 

profits and dividends of subsidi- 
aries, 1068 

published accounts, 1106 
rules for preparation of — 

Consolidated Balance Sheet, 
1049, 1064 et seq., 1106 
Consolidated Profit and Loss 
Account, 1095, 1107 
shares in, held by subsidiary, 1072 
statutory requirements, summary 
of, 1048 

subsidiary company — 
defined, 1035 

part sale of holding in, 1087--90 
treatment of, in Balance Sheet, 
1038, 1045 

unrealized profits, 1042, to6i, 1097 
Hoole V. G.W.R., 974 
Hotel book-keeping, 284, 285 

Imprest system, 24 
Improvements, 197 
Income — 

accrued and accruing, 72 
and Expenditure Accounts, 266 
unearned, 71, 72 

Income Tax in relation to accounts, 
526 et seq. 

acquisition of property, 544 
adjustment of assessments, 526 et 
seq. 


Income Tax {contd.)--^ 
adjustment of profits. 528, 536 
allocation between partners 536 
539 

allowances, 539 
annuities, 527 
bank interest, 534 
basis of assessment. 526 
business profits, 527 et seq. 
changes of ownership of property, 
544 

chief rent, 547, 548 
collection of taix, 527 
at source, 527, 532 
current fiscal year, 526 
dividends and interest ,532, 533 
due dates of payment, 527, 541 
E.P.T. post-war refunds, 542, qfiSn. 
fiscal year, 526, 536 
five schedules, 526 
foreign income, 526 
Income Tax Account, 544, 838, 
957 

interest paid. 527 
received, 532 

limited companies, 536, 541 
net annual value, 530 
partnership, 536, 537 et seq. 
patent royalties, 538 
P.A.Y.E., 229, 527 
payment of tax, 527 
Profits Tax, 542, 960, 1170 
recoupment of Income Tax. 530 
rent, 530 

chief, 547. 548 
reserves — 


in limited companies, 541 
in partnership, 537 
royalty and deduction of tax, 306 
Schedules, 526 
split assessment, 536 
tax reserve certificates, 542 
Income Tax Act. 1952 — 

Sect. 199, 964 

245-64. 968 

379, 1282 

Incorporation of company, 762, 771, 


Increase of authorized capital, 868. 


946 

Index number, 1335, I337 
Industrial and Provident Societies 


Acts, 1893 and 1913. ^ 3^7 
Inland bill, 143 


Inner reserve. 194 

Institute of Chartered Accountants, 
recommendations of — 
on depreciation, 188 
on profits tax, 960 
on taxation, 54a 
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Insurance accounts, 1172 el seq. 
Insurance claims, US'; el seq. 
average clause, 1189 
book-keeping entries, 1193 
compensation claims, 1197 
fire loss, 1189 
loss of profits insurance, 1187 
loss of stock claim, 1189 
own insurance. 1195 
rules for loss of profits claim, 1187, 
1188 

sale of property, 546 
salvaged stock, 1193 
“short** sales, 1188 
Insurance policy — 

method of depreciation, 183 et seq. 
premiums, 1172, 1177 
Interest — 
accruing. 72 

as appropriation of profit. 566 
in investment accounts, 1135 
on calls, 806, 945 
on capital — 
excessive. 578 
omitted, 574, 577. 580 
on construction capital, 786, 944 
on loan, 81-4 

on own debentures, 852 el seq. 
tax on, 527 el seq. 
untaxed, 533 

Interim dividends, 946, 961 
Interpretation of accounts, 1315-38 
Introduction of a partner, 704 
Investment accounts, 1132-50 
Issue of debentures, 831, 833, 835 
as collateral security, 835 
Issue of shares, 801 et seq. 

Johnston v. Chestergate Hat Manu- 
facturing Co., 938, 942 
Joint Stock Company, see Limited 
Company 
Joint Venture — 

Accounts, 318 

complete double entry books, 326 
Consignment Account with, 374 et 
seq. 

general rules, 318 
interest, 323 

Memorandum Account, 319 
treatment of stock, 319 
Journal, 2 

Goods on Approval, 215, 217, 218 
Share Transfer, 829 
Transfer, 236, 237 
Junior partners* agreements, 600 

Law of Property Act, 1925# 54^ (s. 
47)* 2233 (88. xoi and 109) 


Ledger, i, 5, 12 

combined with Day Book, 289 et 
seq. 

gas consumption, 282 
rental, 282 
visitors*, 284 
Life Assurance — 
accounts, 1172 et seq. 
fund, 1175 
policies, 1172 
LIFO, 88 

Limitation Act, 553, 979 
Limited and ordinary partnerships 
contrasted, 738 

Limited Companies* Accounts, 762, 
769 et seq., ; 

absorptions, 981 j 

accounting, change in baas, 792 
acquisition entries, 877, 907, 918, 

1314 \ 

agreements for commissiofi, 936-8 
allotment, 801 et seq. \ 
letter, 783 

particulars of, 834 ' 

alphabetic summary, 764 
alterations of capital, 867 et seq. 
amalgamations, 981 et seq. 
annual return, 777, 780 
apportionment of shares between 
vendors. 902 

articles of association, 764 (see also 
Table A) 

assets, 788, 791, 798, 959 
assurance companies, special pro- 
visions, 793, 1047, 1186 
auditors, 773 

remuneration of, 792 
report of, 773, 774, 797> 95® 
rights of, 773, 778 
authorized capital, 867. 868 
Balance Sheet, 785, 958 
circulation of, 773 
contents of, 785, 958 
documents to be attached to, 

773. 786. 797 

notes, 790 

signature of, 773, 786 
specimen, 799 

bank loans and overdraft, 789 
banks, special provisions, 786. 793, 
1047 

bonus shares, 933, 967 

advantages and disadvantages. 

966-9. 977 ^ 

dividends on, 966, 967 
books of account and returns, 771 
et seq. 

borrowing powers, 946 
calls in advance and in arrear, 806, 
945 
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Limited Companies' Accounts 
{contd .) — 

Capital (see Share Capital) — 
commitments, 791 
profit, distribution of, 933 
Redemption Reserve Fund, 871 
reserve, 193, 787. 935, 1052 

et seq. 

certificate — 

of incorporation, 762 
to commence business, 892 
collateral security, 835 
Companies Acts, 1929. 1947, and 
1948, see Companies Act 
comparison with partnership, 766 
construction capital, interest on, 
786, 944 

contents of Balance Sheet, 785 
contingent liabilities, 196, 791 
cross-holdings, in reconstruction, 
1004-7 

debentures, 789, 831 et seq. 
book-keeping entries, 836 
cancellation of, 852, et seq. 
classification of, 831 
commission, 790 
conversion, 862 
discount, 790, 833, 846 
drawings, 846 
expenses of issue, 790, 833 
fixed chatge, 831 
floating charge, 831 
insurance policy method, 844 
interest, 836, 852 
issue, 831, 833, 835 
as collateral, 835 
expenses, 833 

mine redemption fund, 867 
premium on, 848 
purchase, 851 

redemption of, S38, 842, 846 
by annual drawings, 846 
fund, 839 et stq. 
reissue of redeemed, 787, 789 
repayment at maturity, 839-42 
sinking fund, 190, 838 
stamp duty on, 831 
depreciation, 788, 792 
Directors — 

Attendance Book. 778 
emoluments of. 774, 794» 795. 

798, 946, 960 
loans to, 793 
payments to, 794 
Register of, 778 
Report of. 771, 772 
discount companies, special pro- 
visions, 793, 1047 
dividend — 

Bank Account, 978 


Limited Companies* Accounts 
(contd .) — 
dividend — 

Equalization Fund, 981 
Equalization Reserve, 981 
dividends, 946, 961 et seq. 

arrears of preference, 791, 1020 
bonus, 933, 966, 967, 977 
book-keeping entries, 969-71, 
974-5 

cash, 964, 977 
forfeiture of, 979 
fractions, 978 
free of tax, 963 
interim. 946, 961 
on participating preference 
shares, 965 

on partly paid shares, 946, 962 
payment direct to bank, 978 
preference sharehoMers. position 
of. g6i 

proposed, 790, 792 
senp, 974, 977 
tax on, 532, 533. 96ij 
through bankers, 978-81 
divisible profits, 932 et seq. 
commissions, 937-44 
construction capital, interest on, 
786. 944-5 

published accounts, 958 
documents to be filed, 768, 780, 
814, 869, 871, 873, 877 
emoluments of directors, 774, 794 
et seq., 946, 960 
exempt private company, 768 
expenses, preliminary, 790 
final accounts, 946-61 
foreign currencies, conversion of, 
791 

forfeiture of shares, 815, 8i8 
formation, 877 

fractional shares, 968, 978, 993, 
994 

funds, provisions and reserves, 987 
general principles, 762 
goodwill, 789, 880 et seq. 
holding company, 1035 et seq. 
incorporation, 762, 771, 877 
increase of capital, 867, 868, 946 
interest — 

on calls in advance and in 
arrear, 807 

on construction capital, 786, 944 
introduction, 762 et seq 
investments, 788, 791, 792, 798 
issue of debentures, 831, 833, 835 
issue of share.s — 

at discount, 790, 814, 824 
at par, 801 

at premium, 812, 822 
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Limited Companies' Accounts 
{contd ,) — 
liabilities, 789 
liquidation. 984-5 

fixed charge, 1221, 1225 
floating charge, 1221, 1225. 1235 
loans — 

to directors and officers, 793 
to employees, 791 
loss prior to incorporation, 894 
members, 763, 777 

competing claims of. 988 
Memorandum of Association. 764 
Minute Book, 778 
nominal capital, 868, 873, 946 
notes to Balance Sheet and 
accounts, 790, 792 
notice convening meeting, 959 
opening entries, 918 
option on shares, 790 
over-subscription, 809 
partnership contrasted, 766 
patents, 789 

payments to directors and officers, 
794 

preference shares — 
participating, 965 
position fe dividends, 961, 1020 
redeemable, 870 
rights of, 988 

preferential creditors, 1224 
preliminary expenses, 790, 877 
private company, 767 

contrasted with public company, 
768 

exempt, 768 
Profit and Loss — 

Account, 925, 951, 954, 958 
contents, 792 
notes, 792 
specimen, 800 
submission of, 771 
Appropriation Account, 800, 

935. 958 

prior to incorporation, 892, 894, 
897 

proposed dividend, 790 
prospectus, 877 

provisions and reserves, 787, 789, 
792. 798. 935» 986, 987 
proxy, 959 
public company, 768 

compared with private company, 
768 

published accounts, 95 8 
purchase consideration, 879 
purchase of partnership business, 
729 

reconstruction, 981 et seq. 
accounting aspect. 1017 


Limited Companies' Accounts 
(contd .) — 

acquisition of dissentient mem- 
bers' shares, loion. 
claims of members, 988 
closing entries on liquidation, 984 
relief from stamp duty, 1009 
underlying principles of, joib 
winding up aspect, 1023 
redeemable preference shares, 786, 
870, 972 

redemption of debentures, 838, 842. 
846 

reduction of capital, 873 
Register — 

of charges, 777, 779, 78i 
of debenture holders, 777, 779 
of Directors and SecretaSry, 778 
of Directors’ shareholdings, 77S 
of members, 777, 781 \ 

of share warrants, 782 1 

Registrar of Companies, notice to, 
768, 780, 869, 871, 873, 877 
registration of company. 877 
reissue of forfeited shaies, 818 
remuneration by share of profit, 
936 et seq. 

reorganization of capital, S77, 981 
report — 

auditors’, 773, 774, 797. 958, 
1047 

directors', 

reserve liability, 774 
reserves — 

and provisions, 787, 789, 792, 
798, 935, 986, 987 
dividend equalization, 981 
return — 

annual, 777, 780 
of capital, 875 

rulings and forms, 780 et seq. 
secured liabilities, 789, 791 
share — 

fractional, 968, 978, 993, 994 
premium, 787, 812, 822 
register, 829 
warrants, 782 
register of, 782 
share capital — 
allotment, 787, 801 
allotment letter, 783 
allotment sheet, 810, 812 
alterations, 867, 946 V 
application, 801, 810 
book-keeping entries, 801 et seq. 
calls, 801, 806, 945 

in advance and arrear, 806-8, 

827. 945 

cancellation of, 873, 946 
' commission on shares, 790, 878-9 
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Limited Companies* Accounts 
(contd .) — 

consolidation of, 870, 946 
conversion of, into stock, 868, 
946 

decrease of, 868 

discount on shares, 790, 814, 824 
expenses of issue, 790 
forfeited shares reissued, 818-26 
forfeiture, 815, 818 seq. 
increase or decrease of, author- 
ized, 868, 946 
interest on calls, 8o6-8„ 945 
issue at discount, 814, 824 
issue at premium, 812, 822 
notice of. changes to Registrar, 
871 

over-subscription, 809 
participating preference shares, 

965 

preference shares, 961, 988, 1020 
premium account, share, 787. 
812, 823 

redeemable preference shares, 
786, 870-1, 972 

redemption of preference shares, 
870 et seq. 

reduction of, 873, 875 
reorganization of, 877, g8i el seq. 
return of cash to members, 875 
shares, 801 

calls on, 806, 945 
financial assistance for purchases 
of, 791 

forfeiture, 815 

into stock, conversion of, 868 
numbenng of, 830, 831 
option on, 790 
oversubscription for, 809 
subdivision of, 870 
surrender of, 826 
stamp duties, 831, 877, 878 
statements and documents at- 
tached to, 797 
statistical books, 779 
statutory — 

books and documents, 777 
declaration, 877 
of solvency, 1242 
exceptions for banks, etc., 786, 

793. 1047 

meeting, 774 
report, 774 

requirements (summary), 797 
stock, 868, 946 

into shares, conversion of, 868 
units, 830, 868 

subsidiary company in balance 
sheet of parent, 790 
surrender of shares, 826 


Limited Companies* Accounts 
{cotitd .) — 
surtax, 968 

Table A. 778. 779, 806, 807, 815, 
868, 870, 932, 945, 946, 961 
taxation, basis of — 
in balance sheet, 791, 960 
^ in profit and loss account, 792 
Taxation Account, 544, 838, 957 
trade marks, 789 
transfer — 
form, 784 
register, 781 
types of companies, 769 
unclaimed dividends in, 978 et siq. 
underwriting, 878 
commission. 878-9 
unlimited liability, 766 
vendors, 833, 902 

apportionment of shares, 902, 
926 

voting, 946, 1017, 1028 
winding up, 981 et seq. 

and liquidation, 1221 et seq. 
aspect of reconstructions, 1023 
et seq. 

closing entries, 984, 985 
Limited partnership, 737 et seq. 

Act, 1907, 553, 554, 737, 738, 766 
Liquidation, 1221 et seq. 

and bankruptcy contrasted, 1221 
et seq., 1244 

business carried on, 1244 
calls in advance, 1224, 1227, 1231 
closing entries, 984, 985 
collection of calls, 1226 
compulsory and bankruptcy con- 
trasted, 1244 
contributories, 1237 
creditors- — 

preferential, 1221, 1224 
secured, 1221 
unsecured, 1221 
debenture interest, 1222 
Deficiency Account, 1221 et seq., 
1241, 1244 
Liquidator's — 

Cash Account, 1224 et seq. 

Final Account, 1224 seq. 
remuneration, 1225 
preferential creditors, 1221, 1224 
Receiver for debenture-holders, 

1233-5 

secured creditors, 1221 
Statement of Affairs, 1221, 1238 
statutory declaration of solvency, 
1242 

statutory forms, 1240 
unsecured creditors, 1221 
Loading, 347, 1249 
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Loan Accounts — 
interest in, 81 
of retired partners, 659 
Long Acre Press Ltd., in re, 934, 937 
Loose Tools, 112, 186 
Loss — 

of profits insurance, 1187 et seq. 
of stock claim, 1189 
prior to incorporation, 894 
Lubbock V. British Bank of South 
America, 933 

Managers* commission, 107, 938 et 
seq. 

Manufacturing Accounts, 1245 et seq. 
discrepancy in quantitative results, 
1247 

function, 1245 

gross works cost of manufacture, 
1246 

managers' commission, 938, 1250 
net works cost of manufacture, 
1246 

oncost. 1245 
pool accounts, 1256 
prime cost, 1245 
process account, 1258-60 
quantities, 1246, 1247 
Stores Account, 1253 
treatment of profit on unsold stock, 
1249 

unrealized profit, 1249 et seq. 
work-in-progress, 1246 
Marginal deposit receipt, 17 1 
Marginal Gross Profit, 140 
Marine Underwriting, 1128 
Market price, stock at, 88 
McLeod V. Dowling, 557, 649 
Mechanical aids in accounting, 1341 
et seq. 

Mechanized accounting, advantages 
and disadvantages of, 1342 
Memorandum of Association, 764 
Metcalfe, William, & Sons, Ltd., In 
re, 989 

Mine Redemption Funds, 867 
Minimum rent, royalties, 304 et seq. 
Minority — 
interests, 1056 
shareholders, 1056 
Minute Book, 778 

Moneylenders' Accounts, 1310 et seq. 
Moneylenders Act. 1900 and 1927. 
1310 

Murex v. C.J.R., 1009 

National Insurance Act, 1946, 1208 
National Insurance (Industrial 
Injuries) Act, 1946, izoS 
Negotiable instruments, 142 


NestU Co., Ltd., v. C.I.R., 1009 
Net asset basis in share valuation, 
1158 seq. 

profit and net loss, 57 
Nominal accounts, i, 5 
Nominal capital — 
decrease, 873, 875 
increase, 868, 946 

Nominal consideration, transfer for, 

785 

Nominal Ledger, 5 
Noting charges, 155 

Objective accounting, 1343 
OllivanVs Agreement, in re, Edwards 
V. Saunton Hotels, 937 
Oncost, 12450. I 

Ordinary shares, see Limited Com- 
panies' Accounts ' 

valuation of, 1150 
Outside interests, 1056 
Outside shareholders, 1056 
Outstanding claims, 1177 
Outstanding premiums, 1177 
Overriding commission, 879, iri8 
Own debentures — 
interest on, 852 et seq. 
purchase of, 851 et seq. 

Packages, 207 et seq. 
reserve, 210 
Trading Account, 208 
Participating preference shares, 965 
Partnership Accounts, 550 et seq. 
accounting provisions, 550 et seq. 
acquisition, 638 et seq. 
adjustment — 

for omission of interest on 
capital, 574 et seq. 
of "cash" to "earned" profits, 590 
of new partner's capital account, 
633 et seq. 

of omitted asset, 585 
of outgoing partner's account, 
652 et seq. 

of partner's salary, 584 
of profit-sharing ratios, 582, 689, 
706 

of remaining partners' capitals 
to new profit ratio, 671-2 
admission of partner, 620 et seq. 
capital adjustment on, 633 et seq. 
during financial period, 640 
goodwill, 624, 627 
revaluation of asshts and liabili- 
ties, 620-4 

agreements, 550, 555, 600 et seq. 
alternative profit faring proposals, 

596 

amalgamations, 638 
annuities, 698 et seq. 



INDEX 


1361 


Partnership Accounts (contd ,) — 
purchase of, 706-7 
arrangement with creditors, 746 
assets and liabilities — 
not taken over, 643 
taken over, 715 
assignment of life policies, 668 
bad debts, adjustments for, 655 et 
seq, 

branches, 750-3 

cancellation of excessive interest, 

578 

Capital Accounts, 557 
*‘cash*’ profits. 588, 590 et seq, 
change in constitution, 704 et seq. 
change in profit ratio, 689, 705 
continuance of personnel, 689 ei seq. 
continuity, 700 

contribution and purchase of share 
distinguished, 631 
course of dealing, 551, 554 
Current Accounts, 558, 569 
death of a partner, 648 
definition. 550 
dissolution, 708, 754 

book-keeping entries, 709-16 
insolvency of partner, 553, 709, 
721 et seq. 

piecemeal payments, 724-8 
distinction between contribution 
and purchase of share, 631 
division of profits, 551, 618-20 
Drawings — 

Account, 559 
restriction on, 634 
elimination of assets not taken 
over, 643 et seq. 

Elliott V. Elliott, 664 
excessive interest, 578 
foreign exchange, 753 
Garner v. Murray, 553, 709, 721 et 
seq. 

general principles, 550 
goodwill, 624, 627, 663 
premium method, 628, 629 
remaining undisturbed, 630 
guarantee of profits. 598 et seq. 
income tax, 536 et seq. 

Interest — 

Accounts, 559 
as proportion of profits, 565 
excessive, 578 
in lieu of profits, 673 
on capital, 561, 689 
on drawings, 559 
to outgoing partner, 659, 673 
junior partner's agreements, 600 
et seq. 

last Balance Sheet and retirement, 
652 


Partnership Accounts (contd. 
legal points 550-4, 556 
life policies, assignment of, 668 
limited company, partnership com- 
pared with, 766 

limited partnership, 553. 737 et seq. 
compared with ordinary partner- 
ship, 739 

Loan Accounts, 560, 659 
maximum number of partners, 550 
Memorandum Adjustment State- 
ment. 591. 593. 595. 72S 
Memorandum Revaluation Ac- 
count, 651, 676, 690 
omission — 

of an asset, from books, 585 
of interest on capital, 574 
outgoing partner, ad j ustments, 648 
partners' salaries, 561, 584 
partners taking over assets and 
liabilities on dissolution, 715-8 
payment on retirement based on 
profits, 660 

payment to retired partner in lieu 
of goodwill, 663 

piecemeal payments, 724, 727, 728 
premiums — 

on entry of partners, 628 
on hfe policies, 669 
profit sharing, 556 et seq., 596 et seq 
ratio, effect of change in, 689 et 
seq. 

readjustment of. 582, 705 
profit to oiitgoiftg partner, 652 
profits in lieu of goodwill, 663 
provision for payment to retiring 
partner, 666 
purchauie — 

and sale of partnership shares, 
680-6 

of annuity, 706 
of Business Account, 645-7 
receipts and expenditure account, 
6I2 

reconstruction, 746 
recoupment of guaranteed share 
of profits, 604-6 
registration of name, 550 
retired partner's balance as loan, 
659 

retirement — 

I adjustment of capital on, 671 
; and admission, 674 et seq., 705 
' annuities on, ^8 

I of partners, 648 et seq., 705-6 

payment to retired partner baaed 
on profits, 660 

share of profits in lieu of good- 
will, 663 
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Partner^ip Accounts (contd.)^ 
devaluation — 

on an admission, 620 et seq. 
on a retirement, 648 et seq, 
sale of business to company, 729 
apportionment of shares between 
vendors, 902 

vendor's guarantee of debtors 
and creditors, 1314 
salaries, partners', 561, 584 
share of proht — 

in lieu of goodwill, 663 
of outgoing partner. 652-3, 663 
shares of partnership bought and 
sold. 680 et seq. 
single entry, 614 
summary of legal points, 554 
taking over of assets and liabilities 
on a dissolution, 715 
valuations unaltered on an ad- 
mission, 623 

withdrawal of goods, 560 
Partnership Act, i8go, 550-4. 557, 
766 

Section — 


19, 

24. 

42. 

43. 

44. 


551 

551 
552. 

552 

553 


557 


P.A.Y.E., accounting entries, 229-33, 
526. 527. 550 

Percentages, 28 et seq., 139-40, 393 
Periodic balance , ^nethod (accounts 
current), 47 
Personal accounts, i, 5 
Petty Cash Book, 2^ et seq. 
as double entry. 24, 26 
as memorandum book, 27 
imprest system, 24 
Plant Registers, 189 
Pool accounts, 1256-7 
Pratt, In re, 1209 
Preference shares, 870, 961, 1162 
participating, 965 
redeemable, 870-2, 972 
valuation of, 1162 et seq. 
Preferential creditors, 1208, 1224 
Preliminary expenses, 790, 877 
premiums — 
debenture, 848 
life assurance. 1172, 1177 
life assurance, partnership, 666, 
668 et seq. 

treatment of in partnership 
accounts, 628 


Privati‘ companies, 767, 768 
^P)rivate investment accounts, 1145 et 


Process accounts, 1258-60 
Professional men — 

accounts of, 1288 et seq. 

Bill of Costs Journal, 1288 
Bills Delivered Book, 1288 
cash profits, 588, 612 
Clients* Disbursements Account, 
1288, 1302 

Disbursements Account, 1287 
disbursements for clients, 1289 
Fees Account, 1288 
segregation of clients* moneys, 
1288, 1289, 1301 
uncompleted work, 1288 
use of 100 per cent reserve on 
debtors, 275 | 

Profit and Loss Account, 57 ^ seq. 
{See also Holding Companies’ 
and Limited Complies' 
Accounts) ' 

accruals, 69 

consolidated, methods of prepara- 
tion, 1095 et seq. 
expenses, 60 
prepayments, 65 

Profit and Loss Appropriation 
Account, 58, 800, 935, 958 
Profits — 

available for dividends, 932 
divisible, 932 
loss of, insurances, 1187 
prior to incorporation, 892, 897 
Tax, 542, 960, 1170 
Promissory note, 141 
Property accounts, 544, 1145, 1146 
Prospectus, 877 

Provisions, 192, 195 et seq., 787, 789, 
792, 798 {see also Reserves) 
contingency, 196 
Published accounts, 958 
Purchase — 

C.O.D., 221 
consideration, 879 
of business account, 645, 886 
of debentures in open market, 851 
Tax. 224 » 550 

Purchases, 90 
Day Book, 2 
Ledger, 13 
Returns Book. 3 

Quarter days, 69 
Quarterly statements, 1334 
Quinquennial valuation, 1182 

Rates, 118 

Real accounts, i, 5 

Rebate on bills discounted, 173 
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If^eceipts — 

and Expenditure Account, 275, 612 
and Payments Accounts, 263 et seq. 
from income and expenditure, 
271 

from receipts and expenditure, 

275 

Liquidator’s, 1224 
Receiver’s, 1236 
treatment of debtors, 275 
Receiver for Debenture-holders. 1233 
accounts of, 1236 
Reconstruction — 

accounting aspects, 1017-23 
methods of, 981-2 
objections to amalgamations, 983 
objects of amalgamations, 981-2 
principles of, 1016 
winding up aspects, 1023-7 
Recoupment — 

of guarantee in partnership, 604 
of income tax from rent, 531 
of short workings, 304 
Redeemable preference shares, 870, 
972 

Redemption — 

of debentures, 838, 842, 846 
yield, 36 ei seq. 

Red ink interest, 41. 47 
Reduction of capital, 873, 875 
Registrar of Companies, 768. 780, 
869, 871. 873. 877 
Registration— 

of Busine^’ Names Act, 1916, 550, 

738, 

of compffues, 877 
Reinsurance, 1174 
r^^lief— 

from stamp duty, 1009 
of liability of underwriters, 1124 
et seq. 

Remuneration — 
of auditors. 792 

of directors, 744, 794. 795. 798. 946, 
960 

Renewals and replacements under 
double account system, 1114, 
1117 

Rent chief, „47--8 
Rental Ledgir, 282 
Reorganizatic n of capital, 877, 981 
Repairs, 199 

Repaym^t of Capital, 875 
Report— 

Auditors', 773, 774, 797. 958. 1047 
Directors^, 771;* 772 
statutory, 774 
Reserve — 
fund, 195 . 
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Reserves. 192 0 

bad debts, 7I7 k seq., 24$, , 

capital, 193. 7»7* 935 
contingent liat^ties) reserves and 
provisions, igb, 787, 791, 

792. 798. 986. 967, ro55, 1207 
debtors, 275 ^ seq. 
definition of, 19^, 787 
discount, 77' 

dividend equalizatiQ|n, 981 
general, 193 
hidden, 194 
income tax, 537, 541 
inner, 194 
revenue, 193, 787 
secret, 194 
specific, 194 

Retirement of a bill, 156 
Return, Annual, 777, 780 - 
Revenue — 

Accounts, life assurance. 1175 
and capital expenditure, 197 
reserves, 193, 787 
Rights of members in winding 
988, 1017, 1023 
Royalty Accounts, 304 it seq. 
book-keeping entries, 306 
general principles, 304, 31a 
Income Tax, 306 
minimum rent, 304 ei seq, 
short-workings, 304 
sub-royalties, 

Salaries and wagesi |ii, ^99 
Sale — 

for deferred payments, 524 
or return, 214 
to limited company, 729 
Sales, 92 

C.O.D., 219 et seq, 
cost of, 94 
Day Book, 2 
goods — 

on approval, 214 et seq. 
on sale or xetatm. 21^ ^ seq. 
Ledger, 5 % % 

Returns BoOk, 3 
Salvage, 1189 et $eq,^ 

Samples, 122 , 

Schemes of Recon»triibt|^, 98111 seq^ 
Scottish Insufam "jmfoftsHm. 
misoWs S' Clyde C^ppd., 

1162 ^ 

Scrip Dividends, 

Secret accounts, 'f 4!^^: ^ ■ 

Secret reserv®/* " 

Sectionat balancii^^&^j^ 

Self-balancing lediewi,.^ 
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\c<mtd,)^ 
r books, 235 

301 et seq. 

Iljustmont Ac- 
Adjustment 
nent Account, 

i of. 234 

Companies* 
787, 812. 822 
t seq. 

{6 

, 868, 946 

f, 1150 

of, 1162 
reasury Com- 


Solicitors* accounts (contd .) — 

Costs Account, 1289, 12^ > 

Disbursements Account, 1289-^ 
1302 

disbursements for clients, 1288 ' ^ 
Fees Account, 1289, 1299 
segregation of clients* moneys, 
1289 el seq. 

uncompleted work, 1288 ^ 

use of 100 per cent Debtoi^ 
Reserve, 1288 
Solicitors* Act. 1933. 1289 
Accounts Rules, 1945, 1289 
Spanish Prospecting Company, in re, 
933 . 937 , 

Special Margins Account, 171 
Specific reserve, 194 I 

Stable exchanges, 455 \ 

Stamp duties — \ 

bills, inland and foreign, ^ 44 
debentures, 831 V 

contract of sale, 878, 1134 
limited companies. 766, 7^7, 831, 

• 868, 877, 878, 1009 
limited partnerships, 739 
relief from, 1009 
Standing charges, 139, 1*40 
Stapley v. Read Bros. Ltd., 932 
Statement — 
of Affairs — 

bankruptcy, 1200 j|||||[^^i9 
liquidation, 1221, 
single entry, 245 
of Profit, 244 


Statistical and Stat 
Forms, 771, 77 


k *61-4 

Allotment Letter 

B 9 

Annual Return, 

entry, 247 

bankruptcy, 121 
liquidation, 122 
List of Memt 

614 

Minute Book,J 
Register — 
of Charges 

J 45 

of Direct 

244 

of Direct 
of Memt 

^ seq. 

of Shar 

Share 

|n, 181 

Transfer^ 

FormJ 

165 seq. 

Regiq 

M et seq. 

Statistics 

1.1288 

,■1289 

Statu tori 
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Slock (conid,)^ 
expenses. 73 

84 Bi seq., xoa ^ 
ftnal accounts. 59. 60. 84 
joint venture. 319 
lost on consignment. 343 Bt seq. 
sold on consignment. 341. 332. 368 
units. 830. 868 
valuation, 88 

Stock Exchange Transactions, 1132 
et seq, 

accounts. 1142 

I book-keeping entries. 1134 
brokers' accounts. 1142 
A commissions. 1133 
contract stamps. 1134 
cum dividend. 1135. 1136 
dividends and interest. 1x35 
s ex dividend. 1135. 1136 
^ investment accounts, 1145-8 
private accounts. 1148-50 
purchases and sales. 1132 
stamp duties. 1134 
statistical cards. 1171 
transfer duties. 1134 
Siocken v. Dawson, 557 
Stocks and shares. 34 
flat yield, 36, 37 
redemption yield, 36, 37 
Stocktaking. 85. 86 
Sub-royalties, 313 
Subsidiary company. 1035 
Sub-underwriting, 878, 1118 
Super profits, 626, 880, 881 
Superannuation accounts. 1280 ei seq. 
Surrender value, 183 
Surrenders (life assurance). 183, 1174. 

i', 1177 

Surtax on Companies. 968 
Suspense Accounts — 
correction of errors, 293 et seq. 
creditors, 907, 908 
debtors, 908 
hire purchase, 484 


Ta?mti6n Account. 536 e< 837. 
838. 957 

Total accounts. 234. 241 
Trade — 

charge, money order. 219 
discount, 3 

unions, accounts of, 272 
Trading account (investments), 1145 
Trading and Profit and Loss Account, 
57 et seq. 
accruals, 69 

adjustments. 65, 112-14 
bad debts— 
provision, 77, 103 
treatment of, 77 et seq. 
branches — 
memo., 399 et seq. 
self-accounting. 442 ei seq. 
carriage inwards and outwards, 91 
commission. 107 
construction of. rules for, 59, 64 
cost of sales. 94 
debenture interest, 836, 852 
definition of. 57 
departmental, 382 et seq. 
depreciation. 74. 75, 112 
discounts provision, 77, 79 
Examination procedure. 99-iii, 

137 

expenses — 

accrued and accruing, 69 
prepaid, 65 
stock, 73 

finance, cost of. 122 
functions, 57 
goods on approval. 214 
income — 

accrued and accruing, 72 
not yet earned, 71 
loan interest, 8i 
packages, treatment of. 207 
percentages, 139-40. 393 
prepayments, 65 
purchases. 90 
rates. 118 

rebate on bills discounted. 173 


Table A. 778, 779, 806, 815, 868. 870. 

937. 945. 947. 961. 962, 1152 
Tabular Book-keeping. 280 et seq. 
combined Day Book and Ledger, 
289 

Day Books. 288 
- doctor's accounts. 286 
I functions. 280. 281 
I Gas Consumption Ledger. 282 
hotel book-keeping. 2 84 et seq. 
Rental Ledger. 282 
transfers, 288 
Visitors* Ledger^ 284 
tax Reserve Cmtficates, 542 


leserve— 

for bad and doubtful debts, 77 
for discounts, 77 
salaries. 91, 199 
sales, 92 
cost of, 94 
samples. 122 

sequence of items in. 133 
stock, 59, 73* 84. 88*^ 
destroyed, 102 
^ ‘ valuation. 88-9 
stocktaking. 85-6 
subdivision of. 133 
transfers. 84 
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Trading and Prdlit «ind Loss Accownt. 
(contd .) — 
turnover, 95 
unearned income, 71 
valuation of stock, 88 
Voyage Accounts, 223 
wages and salaries, 91 
Transfer — 
duties, 1134 
form, 784 

stamp duty, relief from 100 per 
cent, 1009 

Trial Balance, 7 et seq. 
errors not revealed in, 14 
functions of, 8 

Trimble and Bennett v. Goldberg, 556 
Turner v. Major, 557 
Turnover, 95 

basis, profit apportioned on, 924 

Unclaimed dividends, 979, 980 
Underwriters’ Accounts, 1118 seq. 
claims, 1130-1 
“firm” underwriting, 1126 
joint underwriting, 1120 
liability, 1127 
marine, 1128 

relief of liability, 1124^ et seq 
sub-underwriting, 878, 1118 
Underwriting commission, 878, 1118 
Unearned income, 71 
Unrealized profits, 381, 1042, 1061, 
1097, 1249 et seq. 

Valuation — 

Balance Sheet, life assurance, 1182 
et seq. 

bonus shares, 1166, 1167 
coeificient of dispersion, 1165 et seq. 
dividend cover, 1164 
equity or "net assets" basis, 1158 
of goodwill, 626, 880, 881 
of preference shares. 1162 ef seq. 
of shares, 1150 et seq 
bonus rights, 1166. 1167 


Valuation {contd .) — 

factors affecting yield, 1154 
gearing, 1161 
income basis of, 1151-8 
net asset basis of, 1158-61 
published accounts, 1168 
of stock. 88 
for fire claim, 1190 
on joint venture, 319 
of unsold stock on consignment, 

341 

purposes of, of shares, 1151 
Vendors' — 

app>ortionment of shares, 902 et 
seq., 926 

guarantees of debtors and creditors, 
1314 et seq. j 

Verner v. General and Commercial 
Trust, 932 \ 

Visitors' ledger, 284, 285 \ 

Voting power, 946, 1017, ii)28 
Voyage Accounts, 223 

•\ 

Wages and salaries, 91, 199 
Walker v. Hirsch, 556 
Wall V. London and Provincial 
Trust, 932, 935 
Watney v. Wells, 551, 556 
Weighted average, 38, 39 
Wilmer v. Macnamara, 932 
Winding up, 981 et seq., 1221 et seq. 
aspect of reconstructions, 1023 
et seq. 

Wood V. Odessa Waterworks, 974 
Work-in-progress, 1246 
Working capital, 1324 et seq. 

statement, preparation of, 1330 
Wttrthington v. Oceana Development 
Co., Ltd,, 89 

Yield— 

factors affecting, 1154 
flat, 36 et seq. 

profits' tax, as affecting, 1169-70 
redemption, 36 et seq. 








